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To our families 


The real purpose of books is to trap the 
mind into doing its own thinking. 
Christopher Morley 
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Students Solve the Accounting Puzzle 


The approach used by 


Thinking Critically 


Hoyle, Schaefer, and 
Doupnik allows students 
to think critically about 
accounting, just as they 
will in their careers and 
as they prepare for the 
CPA exam. Read on to 


future. 


With this text, students gain a well-balanced appreciation 
of the accounting profession. As Hoyle /0e introduces 
them to the field’s many aspects, it often focuses on past 
controversies and present resolutions. The text shows the 
development of financial reporting as a product of intense 
and considered debate that continues today and will in the 


Readability 


understand how students 
will succeed as accounting 
majors and as future CPAs 
by using Advanced 
Accounting, 10e. 


The writing style of the nine previous editions has been 
highly praised. Students easily comprehend chapter con- 
cepts because of the conversational tone used throughout 
the book. The authors have made every effort to ensure that 
the writing style remains engaging, lively, and consistent. 


Real-World Examples 


EXHIBIT 2.1 RCo Tatnee 
Recent Notable Business coe ate 
Combinations Pfizer Wyeth 
InBev Anheuser-Busch 
Merck Schering-Plough 
Bank of America Merrill Lynch 
Verizon Wireless Alltel 
Mars Wm. Wrigley, Jr. 
Oracle Sun Microsystems 
Delta Airlines Northwest Airlines 
EMC Data Domain 
Abbott Laboratories Advanced Medical Optics 


If the goal of business activity is to maximize the fir 
combinations help achieve that goal? Clearly, the busin| 


Students are better able to relate what they 
learn to what they will encounter in the busi- 
ness world after reading these frequent exam- 
ples. Quotations, articles, and illustrations 
from Forbes, The Wall Street Journal, Time, 
and BusinessWeek are incorporated through- 
out the text. Data have been pulled from busi- 
ness, not-for-profit, and government financial 
statements as well as official pronouncements. 


Discussion Questions 


Discussion Question 


HOW DOES A COMPANY REALLY DECIDE W; 


Pilgrim Products, Inc., buys a controlling int 
poration. Shortly after the acquisition, a m 
convened to discuss the internal reporting j 
subsidiary. Each member of the staff has 4 
method, initial value method, or partial equ 
issue, Pilgrim’s chief financial officer outline 


| already understand how each method 
V¥ N\v7 Mav \of iy CAN 
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This feature facilitates student understanding 
of the underlying accounting principles at 
work in particular reporting situations. Simi- 
lar to minicases, these questions help explain 
the issues at hand in practical terms. Many 
times, these cases are designed to demon- 
strate to students why a topic is problematic 
and worth considering. 


with 10th Edition Features 


CPA Simulations 


Hoyle et al.’s CPA Simulations, powered by 
Kaplan, are found in Chapters 3, 5, 10, 17, and 
18 of the 10th edition. Simulations are set up in 
the text and completed online at the 10th edi- 
tion Web site (mhhe.com/hoyle10e). This al- 
lows students to practice advanced accounting 
concepts in a Web-based interface identical to 
that used in the actual CPA exam. There will be 
no hesitation or confusion when students sit for 
the real exam; they will know exactly how to 
maneuver through the computerized test. 


KAPLAN Please visit the text Web site for the 


Situation: On January 1, Year 1, Big Corporation acqu] 
outstanding voting stock. It was the first such acqui 
transaction, Big and Little reported, respectively, 4 
$900,000 and $330,000, contributed capital of $3 
$800,000 and $370,000. Unless otherwise stated, ass' 
book value of $200,000 but a fair value of $300,000 
Little’s other assets and liabilities are fairly valued in 


CPA REVIEW 


Topics to be covered in simulation: 
* Goodwill to be reported. 

* Consolidated assets and equities. 
* Consolidated expenses. 

° Unrecorded intangible assets. 


* ,Goodyxill impairment. 


End-of-Chapter Materials 


As in previous editions, the end-of-chapter material remains a strength of the text. The sheer 
number of questions, problems, and Internet assignments tests, and therefore expands, the 
students’ knowledge of chapter concepts. 

Excel Spreadsheet Assignments extend specific problems and are located on the 10th edi- 
tion Web site at mhhe.com/hoyle10e. An Excel icon appears next to those problems that have 
corresponding spreadsheet assignments. 

“Develop Your Skills” asks questions that address the four skills students need to master to 
pass the CPA exam: Research, Analysis, Spreadsheet, and Communication. An icon indicates 
when these skills are tested. 


Com prehensive (Estimated Time: 40 to 65 Minutes) On 


Vv ill t ti pany’s outstanding common stock for $8 
ustration a 12-year remaining life was pada Develop Your 
life was undervalued, but only by $10,004 |Skills 
PROBLEM were equal to their fair values at that time| 
value of $40,000 and a 20-year remainit 
$720,000. ACCOUNTING THEORY RESEARCH CASE 
During 2011, Bottom reported net inc 
$120,000 in 2012 with $20,000 in divid| CPA The FASB ASC paragraph 810-10-45-16 stateq 
the companies reported the following sq skills consolidated statement of financial position w 
=e : : 


Questions 1. What is a business combination? Problems Note: Problems 1-25 relate to the acquisition me 

2. Describe the different types of legal arrangements 26 through 30 relate to the purchase method. Pro 

3. What does the term consolidated financial staten The Acquisition Method 

4. Within the consolidation process, what is the pur 

5. Jones Company obtains all of the common stock q — 1. Which of the following does not represent a 
stock. Under these circumstances, why might the a. Combinations as a vehicle for achieving 

6. What is the accounting basis for consolidating| b. Cost savings through elimination of dup] 
recorded using the acquisition method? c. Quick entry for new and existing produc 

a ir 
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Supplements 


Instructor’s Resource CD 
ISBN 9780077268022 

MHID 0077268024 

includes electronic files for all 
of the Instructor Supplements 


For the Instructor 


Instructor’s Resource and Solutions Manual, revised 
by the text authors, includes the solutions to all discus- 
sion questions, end-of-chapter questions, and problems. 
It provides chapter outlines to assist instructors in 
preparing for class. 

¢ Test Bank, revised by Ilene Persoff, CW Post Campus/ 
Long Island University, has been significantly updated. 

¢ EZ Test Computerized Test Bank can be used to make 
different versions of the same test, change the answer 
order, edit and add questions, and conduct online test- 
ing. Technical support for this software is available at 
(800) 331-5094 or visit www.mhhe.com/eztest. 


* PowerPoint® Presentations, revised by Marilynn 
Leathart, Concordia University of Texas, deliver a com- 
plete set of slides covering many of the key concepts 
presented in each chapter. 

¢ Excel Template Problems and Solutions, revised 
by Jack Terry of ComSource Associates, Inc., allow 
students to develop important spreadsheet skills by 
using Excel templates to solve selected assignments. 

* Connect Accounting tf connect” 
ISBN 9780077417307; MHID 0077417305. 

* Connect Plus Accounting a comnect 
ISBN 9780077417321; MHID 0077417321. 


For the Student 


e Study Guide/Working Papers ISBN 9780077268046; 
MHID 0077268040. Revised by Sharon O’Reilly, 
St. Mary’s University of Minnesota, this combination of 
study guide and working papers reinforces the book’s 
key concepts by providing students with chapter out- 
lines, multiple-choice questions, and problems for each 
chapter in the text. In addition, this paperback contains 
all forms necessary for completing the end-of-chapter 
material. 
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¢ Self-Grading Multiple-Choice Quizzes (mhhe.com/ 
hoyle10e) for each chapter are available on the Student 
Center of the text’s Online Learning Center. 

e Excel Template Problems (mhhe.com/hoyle10e) are 
available on the Student Center of the text’s Online 
Learning Center. The software includes innovatively 
designed Excel templates that may be used to solve 
many complicated problems found in the book. These 
problems are identified by a logo in the margin. 
PowerPoint Presentations (mhhe.com/hoyle10e) are 
available on the Student Center of the text’s Online 
Learning Center. These presentations accompany each 
chapter of the text and contain the same slides that are 
available to the instructor. 


Assurance of Learning Ready 

Assurance of learning is an important element of many 
accreditation standards. Hoyle 10e is designed specifi- 
cally to support your assurance of learning initiatives. 
Each chapter in the book begins with a list of numbered 
learning objectives that appear throughout the chapter, 
as well as in the end-of-chapter problems and exercises. 
Every test bank question is also linked to one of these 
objectives, in addition to level of difficulty, topic area, 
Bloom’s Taxonomy level, AACSB, and AICPA skill area. 
EZ Test, McGraw-Hill’s easy-to-use test bank software, 
can search the test bank by these and other categories, 
providing an engine for targeted Assurance of Learning 
analysis and assessment. 


AACSB Statement 

The McGraw-Hill Companies is a proud corporate 
member of AACSB International. Understanding the im- 
portance and value of AACSB accreditation, Hoyle 10e 
has sought to recognize the curricula guidelines detailed 
in the AACSB standards for business accreditation by 
connecting selected questions in the test bank to the gen- 
eral knowledge and skill guidelines found in the AACSB 
standards. 

The statements contained in Hoyle 10e are provided 
only as a guide for the users of this text. The AACSB 
leaves content coverage and assessment within the 
purview of individual schools, the mission of the school, 
and the faculty. While Hoyle 10e and the teaching pack- 
age make no claim of any specific AACSB qualification 
or evaluation, we have, within the test bank, labeled 
selected questions according to the six general knowledge 
and skills areas. 


Technology 


McGraw-Hill Connect Accounting @ connect 


ACCOUNTING 


Less Managing. More Teaching. Greater Learning. 

McGraw-Hill Connect Accounting is an online assignment and assessment solution that connects students with the tools and resources 
they’ll need to achieve success. McGraw-Hill Connect Accounting helps prepare students for their future by enabling faster learning, 
more efficient studying, and higher retention of knowledge. Connect Accounting offers a number of powerful tools and features to make 
managing assignments easier, so faculty can spend more time teaching. Connect Accounting offers you the features described below. 
Simple assignment management 

With Connect Accounting, creating assignments is easier than ever. The assignment management function enables you to: 

¢ Create and deliver assignments easily with selectable end-of-chapter questions and test bank items. 

e Streamline lesson planning, student progress reporting, and assignment grading to make classroom management more efficient than ever. 
* Go paperless with the eBook and online submission and grading of student assignments. 

Smart grading 

When it comes to studying, time is precious. Connect Accounting helps students learn more efficiently by providing feedback and practice 
material when they need it, where they need it. The grading function enables you to: 

e Have assignments scored automatically, giving students immediate feedback on their work and side-by-side comparisons with correct answers. 
* Access and review each response; manually change grades or leave comments for students to review. 

* Reinforce classroom concepts with practice tests and instant quizzes. 


Student progress tracking 
Connect Accounting keeps instructors informed about how each student, section, and class is performing, allowing for more productive 
use of lecture and office hours. The progress-tracking function enables you to: 
* View scored work immediately and track individual or group performance with assignment and grade reports. 
e Access an instant view of student or class performance relative to learning objectives. 
* Collect data and generate reports required by many accreditation organizations, such as AACSB and AICPA. 
McGraw-Hill Connect Plus Accounting 
McGraw-Hill reinvents the textbook learning experience for the modern student with Connect Plus Accounting. A seamless integration of an 
eBook and Connect Accounting, Connect Plus Accounting provides all of the Connect Accounting features plus an integrated eBook, allowing 
for anytime, anywhere access to the textbook; dynamic links between the problems or questions you assign to your students and the location 
in the eBook where that problem or question is covered; and a powerful search function to pinpoint and connect key concepts in a snap. 

For more information about Connect, go to www.mcgrawhillconnect.com, or contact your local McGraw-Hill sales representative. 


CPA Simulations KAPLAN) 


The McGraw-Hill Companies and Kaplan have teamed up to bring students CPA simulations to test their knowledge of CPA REVIEW 
the concepts discussed in various chapters, practice critical professional skills necessary for career success, and prepare for the computer- 
based CPA exam. Kaplan CPA Review provides a broad selection of Web-based simulations that were modeled after the AICPA format. 
Exam candidates become familiar with the item format, the research database, and the spreadsheet and word processing software used 
exclusively on the CPA exam (not Excel or Word), as well as the functionality of the simulations, including the tabs, icons, screens, and 
tools used on the exam. CPA simulations are found in the end-of-chapter material after the very last cases in Chapters 3, 5, 10, 17, and 18. 


Online Learning Center 


www.mhhe.com/hoyle10e For instructors, the book’s Web site contains the Instructor’s Resource 
and Solutions Manual, PowerPoint slides, Excel templates and solutions, Interactive Activities, 
Text and Supplement Updates, and links to professional resources. The student section of the site 
features online multiple-choice quizzes, a sample Study Guide chapter, PowerPoint presentations, 
Check Figures, and Excel template exercises. 


ALEKS® for Financial Accounting ALEKS’ 


ALEKS (Assessment and Learning in Knowledge Spaces) delivers precise, qualitative diagnostic assessments of students’ knowledge, 
guides them in selecting appropriate new study material, and records their progress toward mastery of curricular goals in a robust class- 
room management system. ALEKS interacts with the student much as a skilled human tutor would, moving between explanation and 
practice as needed, correcting and analyzing errors, defining terms, and changing topics on request. 


CourseSmart 


CourseSmart is a new way to find and buy eTextbooks. At CourseSmart you can save up to 40% off the cost of a print textbook, reduce 
your impact on the environment, and gain access to powerful Web tools for learning. Go to www.coursesmart.com to learn more. 


Advanced Accounting 10e Stays Current 


Overall—this edition of the text 
provides updated accounting 
standards references to the new 
Financial Accounting Standards 
Board (FASB) Accounting 
Standards Codification (ASC). 
Additionally, each chapter now 
includes Learning Objectives 
that are designated in the margin 
at the point where the coverage of 
that particular learning objective 
begins. The end-of-chapter 
material has also been tagged by 
learning objectives. 


Chapter Changes for Advanced 
Accounting, 10th Edition: 


Chapter 1 


* Expanded coverage of the fair-value option for re- 
porting investment of equity securities including a 
numerical example and four new/revised end-of- 
chapter problems. 

* Provided new coverage of International Accounting 
Standard 28, “Investment in Associates,” with com- 
parisons to U.S. GAAP. 

¢ Updated real-world examples for Coca-Cola and 
Citigroup. 

¢ Included a new discussion question examining the 
relation between managerial compensation and his- 
torical use of the cost method for significant influ- 
ence investments. 


Chapter 2 


¢ Added new business combinations discussions of 
Bank of America and Merrill Lynch, Inbev and 
Anheuser-Busch, and Pfizer and Wyeth. 

¢ Added new real-world financial reporting examples for 
contingent consideration, gains on bargain purchases, 


and acquired in-process research and development 
under the acquisition method. 

¢ Provided new coverage of convergence between U.S. 
GAAP and International Accounting Standard 3 
(revised) related to acquisition-date accounting for 
business combinations. 

¢ Streamlined the coverage of the legacy purchase and 
pooling of interests method for business combinations. 

¢ Added several new end-of-chapter problems includ- 
ing three new research cases. 


Chapter 3 


¢ Updated annual report references including new cita- 
tions for Berkshire Hathaway, Univision, and Pfizer. 

* Included new coverage comparing U.S. GAAP and 
International Accounting Standards for goodwill 
recognition and accounting for goodwill impairment. 

¢ Added and revised several end-of-chapter problems. 

¢ Replaced Wendy’s impairment case with a new, more 
recent case using the Sprint-Nextel business combi- 
nation. The new case includes questions on compar- 
isons with IFRS. 


Chapter 4 


¢ Revised for increased clarity the worksheet adjust- 
ments for allocating goodwill across the controlling 
and noncontrolling interests in the presence of a con- 
trol premium. 

* Included new coverage comparing U.S. GAAP and 
International Accounting Standard 3 (revised) for ac- 
counting for the noncontrolling interest. 


¢ Added new real-world references to TicketMaster 
and Meade, International. 


¢ Added and revised several end-of-chapter problems. 


Chapter 5 


* Replaced the term “intercompany” with “intra-entity” 
throughout as recommended by the FASB Accounting 
Standards Codification. 


¢ Added and revised several end-of-chapter problems. 


Chapter 6 


¢ Updated and revised coverage of variable interest en- 
tities based on recent changes to the FASB Accounting 
Standards Codification. 


as the Accounting Profession Changes 


Provided new coverage comparing U.S. GAAP to the 
IFRS Standing Interpretation Committee Document 
No. 12 on consolidating special-purpose entities. 
Revised exposition extensively in the section on the 
consolidated statement of cash flows. 


Chapter 7 


Provided new coverage comparing U.S. GAAP to 
IFRS treatments of consolidating indirectly con- 
trolled subsidiaries and International Accounting 
Standard 12 on accounting for income taxes. 

Added a new end-of-chapter problem on accounting 
for net operation losses of an acquired subsidiary. 


Chapter 8 


Removed the historical discussion related to SFAS 14. 
Updated all annual report excerpts and examples. 
Added sections on IFRS—Segment Reporting and 
IFRS—Interim Reporting. 

Replaced end-of-chapter FARS cases with two new 
Accounting Standards cases. 

Removed end-of-chapter Analysis Case 1—Airline 
Industry Interim Reporting and Excel Case 1—Altria 
Group Operating Segment Information. 


Chapter 9 


Provided additional explanation of the journal entries 
in the examples demonstrating the accounting for 
hedges of foreign currency-denominated assets and 
liabilities and foreign currency firm commitments. 
Added a section on IFRS—Foreign Currency Trans- 
actions and Hedges. 


Chapter 10 


Updated references to international mergers and 
acquisitions. 

Added a section on IFRS—Translation of Foreign 
Currency Financial Statements. 

Replaced end-of-chapter FARS cases with two new 
Accounting Standards cases. 


Chapter 11 


Removed subsection on Magnitude of Accounting 
Diversity. 


Removed discussion of arguments for and against 
harmonization. 

Updated all annual report excerpts and references to 
actual companies. 


Updated subsection on Use of IFRS and section on 
FASB-IASB Convergence. 


Added a section on SEC Acceptance of IFRS, which 
includes a discussion of the SEC’s “Roadmap for the 
Potential Use of Financial Statements Prepared in 
Accordance with International Financial Reporting 
Standards by U.S. Issuers.” 

Added a section on First-Time Adoption of IFRS, 
which includes a discussion of the IASB’s account- 
ing policy hierarchy; this section also provides an 
example of disclosures made by a European com- 
pany upon its first-time adoption of IFRS. 
Reworked the comprehensive illustration from the 
perspective of a company using U.S. GAAP adopting 
IFRS under the SEC’s roadmap. 

Replaced the end-of-chapter communication case re- 
lated to the SEC concept release with one related to 
the SEC’s IFRS roadmap. 

Added an end-of-chapter analysis case related to the 
reconciliation of IFRS to U.S. GAAP. 


Chapter 12 


Updated various SEC statistics. 

Update SEC division information. 

Web links were updated as necessary. 

Modest proofreading revisions throughout. 
Supplemented Web link footnotes and added addi- 
tional footnotes. 

Minor revisions to the end-of-chapter problems and 
Solutions Manual. 


Chapter 13 


Updated statistical information to emphasize the im- 
pact of current recession. 


Reworked coverage to smooth out transition from 
liquidation to reorganization. 


Reworked a research case and two analysis cases. 


Chapter 14 


Updated real-world examples included in the chapter. 
Added and revised several end-of-chapter problems. 
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Chapter 15 


Updated references to the Uniform Partnership Act. 


Removed the discussion related to Marshaling of 
Assets. 


Chapter 16 


Added extensive coverage of GASB 54, which im- 
pacts the reporting of fund balances and clarifies the 
definitions of the various fund types. 

Rewrote much of the introduction to the accounting 
for state and local governments to aid students in 
grasping the fundamental differences between this 
reporting and that of a for-profit business. 


Reworked a communication case. 


Chapter 17 


Provided new financial statements from an actual 
city government as well as a public university. 
Included improved guidance to help students read 
and understand financial statements prepared by a 
state or local government entity. 

Updated virtually all of the real-world examples that 
are so prevalent in these chapters. 

Reworked a research case and an analysis case. 


Chapter 18 


Updated coverage for the filing of Form 990 with the 
federal government by not-for-profit organizations. 


Added extensive coverage of new rules on mergers 
and acquisitions involving not-for-profit organiza- 
tions, an event that is becoming commonplace in 
these difficult economic times. 

Provided new financial statement from a private not- 
for-profit organization along with more emphasis 
on a student’s ability to read and understand the re- 
ported data. 

Updated the real-world examples found throughout 
this chapter. 


Chapter 19 


Rechecked Internal Revenue Code citations and Web 
links used in footnotes and updated as necessary. 
Modest proofreading revisions made throughout. 
Supplemented Web link footnotes, added additional 
footnotes, and updated footnotes to reflect tax law 
changes. 

Updated charts, tables, and problems to reflect the 
2008, 2009, and 2010 tax law changes where the 
changes have already been enacted into law. 
Revised problems in the text to reflect the tax law 
changes to rates, brackets, and exemptions. 

Updated all problems to reflect current dates/tax 
rates/laws. 
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The first several chapters of this text present the accounting and re- 
porting for investment activities of businesses. The focus is on invest- 
ments when one firm possesses either significant influence or control 
over another through ownership of voting shares. When one firm owns 
enough voting shares to be able to affect the decisions of another, ac- 
counting for the investment can become challenging and complex. The 
source of such complexities typically stems from the fact that transac- 
tions among the firms affiliated through ownership cannot be con- 
sidered independent, arm’s-length transactions. As in many matters 
relating to financial reporting, we look to transactions with outside 
parties to provide a basis for accounting valuation. When firms are af- 
filiated through a common set of owners, measurements that recog- 
nize the relationships among the firms help to provide objectivity in 
financial reporting. 


THE REPORTING OF INVESTMENTS IN 
CORPORATE EQUITY SECURITIES 


In a recent annual report, JB Hunt Transport Services describes the cre- 
ation of Transplace, Inc. (TPI), an Internet-based global transportation 
logistics company. JB Hunt contributed all of its logistics segment busi- 
ness and all related intangible assets plus $5 million of cash in exchange 
for an approximate 27 percent initial interest in TPI, which it subse- 
quently increased to 37 percent. JB Hunt accounts for its interest in TPI 
utilizing the equity method of accounting and stated, “The financial re- 
sults of TPI are included on a one-line, nonoperating item included on the 
Consolidated Statements of Earnings entitled ‘equity in earnings of asso- 
ciated companies.’ ” 

Such information is hardly unusual in the business world; corporate in- 
vestors frequently acquire ownership shares of both domestic and foreign 
businesses. These investments can range from the purchase of a few shares 
to the acquisition of 100 percent control. Although purchases of corporate 
equity securities (such as the one made by JB Hunt) are not uncommon, 
they pose a considerable number of financial reporting issues because a 
close relationship has been established without the investor gaining actual 
control. These issues are currently addressed by the equity method. This 
chapter deals with accounting for stock investments that fall under the ap- 
plication of this method. 


LEARNING OBJECTIVES 


2 Chapter 1 


LO1 


Describe in general the various 
methods of accounting for an 
investment in equity shares of 
another company. 


At present, generally accepted accounting principles (GAAP) recognize three different ap- 
proaches to the financial reporting of investments in corporate equity securities: 


e The fair-value method. 
¢ The consolidation of financial statements. 
¢ The equity method. 


The financial statement reporting for a particular investment depends primarily on the degree 
of influence that the investor (stockholder) has over the investee, a factor typically indicated 
by the relative size of ownership.' Because voting power typically accompanies ownership of 
equity shares, influence increases with the relative size of ownership. The resulting influence 
can be very little, a significant amount, or, in some cases, complete control. 


Fair-Value Method 


In many instances, an investor possesses only a small percentage of an investee company’s out- 
standing stock, perhaps only a few shares. Because of the limited level of ownership, the in- 
vestor cannot expect to significantly affect the investee’s operations or decision making. These 
shares are bought in anticipation of cash dividends or in appreciation of stock market values. 
Such investments are recorded at cost and periodically adjusted to fair value according to the 
Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC) 
Topic 320, Investments—Debt and Equity Securities. 

Because a full coverage of limited ownership investments in equity securities is presented 
in intermediate accounting textbooks, only the following basic principles are noted here. 


¢ Initial investments in equity securities are recorded at cost and subsequently adjusted to fair 
value if fair value is readily determinable; otherwise, the investment remains at cost.” 

¢ Equity securities held for sale in the short term are classified as trading securities and re- 
ported at fair value, with unrealized gains and losses included in earnings. 


¢ Equity securities not classified as trading securities are classified as available-for-sale 
securities and reported at fair value with unrealized gains and losses excluded from earn- 
ings and reported in a separate component of shareholders’ equity as part of other com- 
prehensive income. 


¢ Dividends received are recognized as income for both trading and available-for-sale securities. 


The above procedures are typically followed for equity security investments when neither 
significant influence nor control is present. However, as observed at the end of this chapter, 
FASB ASC Topic 825, Financial Instruments, allows a special fair-value reporting option for 
available-for-sale securities. Although the balance sheet amounts for the investments remain 
at fair value under this option, changes in fair values over time are recognized in the in- 
come statement (as opposed to other comprehensive income) as they occur. 


Consolidation of Financial Statements 


Many corporate investors acquire enough shares to gain actual control over an investee’s 
operation. In financial accounting, such control is recognized whenever a stockholder ac- 
cumulates more than 50 percent of an organization’s outstanding voting stock. At that 
point, rather than simply influencing the investee’s decisions, the investor clearly can direct 


' The relative size of ownership is most often the key factor in assessing one company’s degree of influence 
over another. However, other factors (e.g., contractual relationships between firms) can also provide influence 
or control over firms regardless of the percentage of shares owned. 
2 The FASB ASC (para. 325-20-35-1 and 2) notes two exceptions to the cost basis for reporting investments: 
1. Dividends received in excess of earnings subsequent to the date of investment are considered returns 
of the investment and are recorded as reductions of cost of the investment. 
2. Aseries of an investee’s operating losses or other factors can indicate a decrease in value of the 
investment has occurred that is other than temporary and should be recognized accordingly. 
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the entire decision-making process. A review of the financial statements of America’s 
largest organizations indicates that legal control of one or more subsidiary companies is an 
almost universal practice. PepsiCo, Inc., as just one example, holds a majority interest in 
the voting stock of literally hundreds of corporations. 

Investor control over an investee presents a special accounting challenge. Normally, when 
a majority of voting stock is held, the investor-investee relationship is so closely connected that 
the two corporations are viewed as a single entity for reporting purposes. Hence, an entirely 
different set of accounting procedures is applicable. Control generally requires the consolida- 
tion of the accounting information produced by the individual companies. Thus, a single set of 
financial statements is created for external reporting purposes with all assets, liabilities, rev- 
enues, and expenses brought together.* The various procedures applied within this consolida- 
tion process are examined in subsequent chapters of this textbook. 

The FASB ASC Section 810-10-05 on variable interest entities expands the use of consolidated 
financial statements to include entities that are financially controlled through special contrac- 
tual arrangements rather than through voting stock interests. Prior to the accounting 
requirements for variable interest entities, many firms (e.g., Enron) avoided consolidation of 
entities in which they owned little or no voting stock but otherwise were controlled through 
special contracts. These entities were frequently referred to as “special purpose entities 
(SPEs)” and provided vehicles for some firms to keep large amounts of assets and liabilities 
off their consolidated financial statements. 


Equity Method 


Another investment relationship is appropriately accounted for using the equity method. In 
many investments, although control is not achieved, the degree of ownership indicates the abil- 
ity for the investor to exercise significant influence over the investee. Recall JB Hunt’s 37 per- 
cent investment in TPI’s voting stock. Through its ownership, JB Hunt can undoubtedly 
influence TPI’s decisions and operations. 

To provide objective reporting for investments with significant influence, the FASB ASC 
Topic 323, Investments—Equity Method and Joint Ventures, describes the use of the equity 
method. The equity method employs the accrual basis for recognizing the investor’s share of 
investee income. Accordingly, the investor recognizes income as it is earned by the investee. 
As noted in FASB ASC (para. 323-10-05-5), because of its significant influence over the 
investee, the investor 


... has a degree of responsibility for the return on its investment and it is appropriate to include 
in the results of operations of the investor its share of the earnings or losses of the investee. 


Furthermore, under the equity method, dividends received from an investee are recorded as de- 
creases in the investment account, not as income. 

In today’s business world, many corporations hold significant ownership interests in 
other companies without having actual control. The Coca-Cola Company alone owns be- 
tween 20 and 50 percent of dozens of separate corporations. Many other investments repre- 
sent joint ventures in which two or more companies form a new enterprise to carry out a 
specified operating purpose. For example, Microsoft and NBC formed MSNBC, a cable 
channel and online site to go with NBC’s broadcast network. Each partner owns 50 percent 
of the joint venture. For each of these investments, the investors do not possess absolute 
control because they hold less than a majority of the voting stock. Thus, the preparation of 
consolidated financial statements is inappropriate. However, the large percentage of owner- 
ship indicates that each investor possesses some ability to affect the investee’s decision- 
making process. 

Finally, as discussed at the end of this chapter, firms are now allowed a fair-value option in 
their financial reporting for certain financial assets and financial liabilities. Among the qual- 
ifying financial assets for fair-value reporting are significant influence investments otherwise 
accounted for by the equity method. 


3 As is discussed in the next chapter, owning a majority of the voting shares of an investee does not always 
lead to consolidated financial statements. 


Discussion Question 


DID THE COST METHOD INVITE EARNINGS MANIPULATION? 


Prior to GAAP for equity method investments, firms often used the cost method to ac- 
count for their unconsolidated investments in common stock regardless of the presence 
of significant influence. The cost method employed the cash basis of income recognition. 
When the investee declared a dividend, the investor recorded “dividend income.” The in- 
vestment account typically remained at its original cost—hence the term cost method. 

Many firms’ compensation plans reward managers based on reported annual income. 
How might the cost method of accounting for significant investments have resulted in un- 
intended wealth transfers from owners to managers? Do the equity or fair-value methods 
provide similar incentives? 


INTERNATIONAL ACCOUNTING STANDARD 28— 
INVESTMENTS IN ASSOCIATES 


The International Accounting Standards Board (IASB), similar to the FASB, recognizes the 
need to take into account the significant influence that can occur when one firm holds a cer- 
tain amount of voting shares of another. The IASB defines significant influence as the power 
to participate in the financial and operating policy decisions of the investee, but it is not con- 
trol or joint control over those policies. The following describes the basics of the equity 
method in International Accounting Standard (IAS) 28:4 


If an investor holds, directly or indirectly (e.g., through subsidiaries), 20 per cent or more of the 
voting power of the investee, it is presumed that the investor has significant influence, unless it 
can be clearly demonstrated that this is not the case. Conversely, if the investor holds, directly or 
indirectly (e.g., through subsidiaries), less than 20 per cent of the voting power of the investee, it 
is presumed that the investor does not have significant influence, unless such influence can be 
clearly demonstrated. A substantial or majority ownership by another investor does not necessar- 
ily preclude an investor from having significant influence. 

Under the equity method, the investment in an associate is initially recognised at cost and the 
carrying amount is increased or decreased to recognise the investor’s share of the profit or loss 
of the investee after the date of acquisition. The investor’s share of the profit or loss of the in- 
vestee is recognised in the investor’s profit or loss. Distributions received from an investee re- 
duce the carrying amount of the investment. 


As seen from the above excerpt from JAS 28, the equity method concepts and applications de- 
scribed are virtually identical to those prescribed by the FASB ASC. 


APPLICATION OF THE EQUITY METHOD 


LO2 


Identify the sole criterion for 
applying the equity method of 
accounting and guidance in 
assessing whether the criterion 
is met. 


An understanding of the equity method is best gained by initially examining the FASB’s treat- 
ment of two questions: 


1. What parameters identify the area of ownership for which the equity method is applicable? 


2. How should the investor report this investment and the income generated by it to reflect the 
relationship between the two companies? 


Criteria for Utilizing the Equity Method 


The rationale underlying the equity method is that an investor begins to gain the ability to in- 
fluence the decision-making process of an investee as the level of ownership rises. According 
to FASB ASC Topic 323 on equity method investments, achieving this “ability to exercise 
significant influence over operating and financial policies of an investee even though the 


4 International Accounting Standards Board, JAS 28 Investments in Associates, Technical Summary 
(www.iasb.org). 
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investor holds 50 percent or less of the voting stock” is the sole criterion for requiring appli- 
cation of the equity method [FASB ASC (para. 323-10-15-3)]. 

Clearly, a term such as the ability to exercise significant influence is nebulous and subject 
to a variety of judgments and interpretations in practice. At what point does the acquisition of 
one additional share of stock give an owner the ability to exercise significant influence? This 
decision becomes even more difficult in that only the ability to exercise significant influence 
need be present. There is no requirement that any actual influence must have ever been 
applied. 

FASB ASC Topic 323 provides guidance to the accountant by listing several conditions that 
indicate the presence of this degree of influence: 


e Investor representation on the board of directors of the investee. 

¢ Investor participation in the policymaking process of the investee. 
¢ Material intercompany transactions. 

e Interchange of managerial personnel. 

¢ Technological dependency. 


e Extent of ownership by the investor in relation to the size and concentration of other own- 
ership interests in the investee. 


No single one of these guides should be used exclusively in assessing the applicability of the 
equity method. Instead, all are evaluated together to determine the presence or absence of the 
sole criterion: the ability to exercise significant influence over the investee. 

These guidelines alone do not eliminate the leeway available to each investor when decid- 
ing whether the use of the equity method is appropriate. To provide a degree of consistency in 
applying this standard, the FASB provides a general ownership test: /fan investor holds be- 
tween 20 and 50 percent of the voting stock of the investee, significant influence is normally 
assumed and the equity method is applied. 


An investment (direct or indirect) of 20 percent or more of the voting stock of an investee should 
lead to a presumption that in the absence of evidence to the contrary an investor has the ability 
to exercise significant influence over an investee. Conversely, an investment of less than 20 per- 
cent of the voting stock of an investee should lead to a presumption that an investor does not 
have the ability to exercise significant influence unless such ability can be demonstrated.° 


Limitations of Equity Method Applicability 
At first, the 20 to 50 percent rule may appear to be an arbitrarily chosen boundary range 
established merely to provide a consistent method of reporting for investments. However, the 
essential criterion is still the ability to significantly influence (but not control) the investee, 
rather than 20 to 50 percent ownership. If the absence of this ability is proven (or control ex- 
ists), the equity method should not be applied regardless of the percentage of shares held. 

For example, the equity method is not appropriate for investments that demonstrate any of 
the following characteristics regardless of the investor’s degree of ownership:° 


e An agreement exists between investor and investee by which the investor surrenders sig- 
nificant rights as a shareholder. 


¢ Acconcentration of ownership operates the investee without regard for the views of the investor. 
¢ The investor attempts but fails to obtain representation on the investee’s board of directors. 


In each of these situations, because the investor is unable to exercise significant influence over 
its investee, the equity method is not applied. 

Alternatively, if an entity can exercise control over its investee, regardless of its ownership 
level, consolidation (rather than the equity method) is appropriate. FASB ASC (para. 810-10- 
05-8) limits the use of the equity method by expanding the definition of a controlling finan- 
cial interest and addresses situations in which financial control exists absent majority 


> FASB ASC (para. 323-10-15-8). 


© FASB ASC (para. 323-10-15-10). This paragraph deals specifically with limits to using the equity method for 
investments in which the owner holds 20 to 50 percent of the outstanding shares. 
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ownership interest. In these situations, control is achieved through contractual and other 
arrangements called variable interests. 

To illustrate, one firm may create a separate legal entity in which it holds less than 50 per- 
cent of the voting interests, but nonetheless controls that entity through governance document 
provisions and/or contracts that specify decision-making power and the distribution of profits 
and losses. Entities controlled in this fashion are typically designated as variable interest en- 
tities, and their sponsoring firm may be required to include them in consolidated reports de- 
spite the fact that ownership is less than 50 percent. Many firms (e.g., The Walt Disney 
Company and Mills Corporation) reclassified former equity method investees as variable in- 
terest entities and now consolidate these investments.’ 


Extensions of Equity Method Applicability 
For some investments that either fall short of or exceed 20 to 50 percent ownership, the equity 
method is nonetheless appropriately used for financial reporting. As an example, International 
Paper Company disclosed that it accounts for its investment in Scitex Corporation using the eq- 
uity method despite holding only a 13 percent interest. In its annual report, International Paper 
cited its ability to exercise significant influence “because the Company is party to a shareowners’ 
agreement with two other entities which together with the Company own just over 39% of Scitex.” 

Conditions can also exist where the equity method is appropriate despite a majority owner- 
ship interest. In some instances approval or veto rights granted to minority shareholders restrict 
the powers of the majority shareholder. Such minority rights may include approval over com- 
pensation, hiring, termination, and other critical operating and capital spending decisions of an 
entity. If the minority rights are so restrictive as to call into question whether control rests with 
the majority owner, the equity method is employed for financial reporting rather than consolida- 
tion. For example, prior to its acquisition of BellSouth, AT&T, Inc., stated in its financial reports 
“we account for our 60 percent economic investment in Cingular under the equity method of ac- 
counting because we share control equally with our 40 percent partner BellSouth.” 

To summarize, the following table indicates the method of accounting that is typically ap- 
plicable to various stock investments: 


Normal Ownership Applicable Accounting 

Criterion Level Method 

Lack of ability to significantly Less than 20% Fair value or cost 
influence 

Presence of ability to significantly 20%-50% Equity method or fair value 
influence 

Control through voting More than 50% Consolidated financial 
interests statements 

Control through variable interests Primary beneficiary Consolidated financial 
(governance documents, status (no ownership statements 
contracts) required) 


ACCOUNTING FOR AN INVESTMENT—THE EQUITY METHOD 


Now that the criteria leading to the application of the equity method have been identified, a re- 
view of its reporting procedures is appropriate. Knowledge of this accounting process is espe- 
cially important to users of the investor’s financial statements because the equity method 
affects both the timing of income recognition as well as the carrying value of the investment 
account. 

In applying the equity method, the accounting objective is to report the investor's invest- 
ment and investment income reflecting the close relationship between the companies. After 


7 Chapters 2 and 6 provide further discussions of variable interest entities. 
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recording the cost of the acquisition, two equity method entries periodically record the invest- 
ment’s impact: 


¢ The investor’s investment account increases as the investee earns and reports income. 
Also, the investor recognizes investment income using the accrual method—that is, in the 
same time period as the investee earns it. If an investee reports income of $100,000, a 30 per- 
cent owner should immediately increase its own income by $30,000. This earnings accrual re- 
flects the essence of the equity method by emphasizing the connection between the two 
companies; as the owners’ equity of the investee increases through the earnings process, the 
investment account also increases. Although the investor initially records the acquisition at 
cost, upward adjustments in the asset balance are recorded as soon as the investee makes a 
profit. A reduction is necessary if a loss is reported. 


¢ The investor’s investment account is decreased whenever a dividend is collected. Because 
distribution of cash dividends reduces the book value of the investee company, the investor 
mirrors this change by recording the receipt as a decrease in the carrying value of the invest- 
ment rather than as revenue. Once again, a parallel is established between the investment ac- 
count and the underlying activities of the investee: The reduction in the investee’s owners’ 
equity creates a decrease in the investment. Furthermore, because the investor immediately 
recognizes income when the investee earns it, double counting would occur if the investor also 
recorded subsequent dividend collections as revenue. Importantly, the collection of a cash div- 
idend is not an appropriate point for income recognition. Because the investor can influence 
the timing of investee dividend distributions, the receipt of a dividend is not an objective mea- 
sure of the income generated from the investment. 


Application of Equity Method 


Investee Event Investor Accounting 
Income is earned. Proportionate share of income is recognized. 
Dividends are distributed. Dividends received are recorded as a reduction in investment. 


Application of the equity method causes the investment account on the investor’s balance 
sheet to vary directly with changes in the investee’s equity. As an illustration, assume that an 
investor acquires a 40 percent interest in a business enterprise. If the investor has the ability to 
significantly influence the investee, the equity method may be utilized. If the investee subse- 
quently reports net income of $50,000, the investor increases the investment account (and its 
own net income) by $20,000 in recognition of a 40 percent share of these earnings. Con- 
versely, a $20,000 dividend paid by the investee necessitates a reduction of $8,000 in this same 
asset account (40 percent of the total payout). 

In contrast, the fair-value method reports investments at fair value if it is readily deter- 
minable. Also, income is recognized only upon receipt of dividends. Consequently, financial 
reports can vary depending on whether the equity method or fair-value method is appropriate. 

To illustrate, assume that Big Company owns a 20 percent interest in Little Company pur- 
chased on January 1, 2010, for $200,000. Little then reports net income of $200,000, $300,000, 
and $400,000, respectively, in the next three years while paying dividends of $50,000, $100,000, 
and $200,000. The fair values of Big’s investment in Little, as determined by market prices, were 
$235,000, $255,000, and $320,000 at the end of 2010, 2011, and 2012, respectively. 

Exhibit 1.1 compares the accounting for Big’s investment in Little across the two methods. 
The fair-value method carries the investment at its market values, presumed to be readily avail- 
able in this example. Because the investment is classified as an available-for-sale security, the 
excess of fair value over cost is reported as a separate component of stockholders’ equity.® In- 
come is recognized as dividends are received. 

In contrast, under the equity method, Big recognizes income as it is earned by Little. As 
shown in Exhibit 1.1, Big recognizes $180,000 in income over the three years, and the carrying 


8 Fluctuations in the market values of trading securities are recognized in income in the period in which they occur. 
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EXHIBIT 1.1 Comparison of Fair-Value Method (ASC 320) and Equity Method (ASC 323) 
Accounting by Big 
Accounting by Big Company Company When 
When Influence Is Not Significant Influence Is Significant 
(available-for-sale security) (equity method) 
Dividends Fair-Value 
Income Paid by Carrying Adjustment to Equity in Carrying 
of Little Little Dividend Value of Stockholders’ Investee Value of 
Year Company Company Income Investment Equity Income Investment 
2010 $200,000 $ 50,000 $10,000 $235,000 $ 35,000 $ 40,000* $230,000 
2011 300,000 100,000 20,000 255,000 55,000 60,000* 270,000 
2012 400,000 200,000 40,000 320,000 120,000 80,000* 310,000t 
Total income recognized $70,000 $180,000 


“Equity in investee income is 20 percent of the current year income reported by Little Company. 
'The carrying value of an investment under the equity method is the original cost plus income recognized less dividends received. For 2010, as an example, the $230,000 reported balance is 
the $200,000 cost plus $40,000 equity income less $10,000 in dividends received. 


value of the investment is adjusted upward to $310,000. Dividends received are not an appro- 
priate measure of income because of the assumed significant influence over the investee. Big’s 
ability to influence Little’s decisions applies to the timing of dividend distributions. Therefore, 
dividends received do not objectively measure Big’s income from its investment in Little. As 
Little earns income, however, under the equity method Big recognizes its share (20 percent) 
of the income and increases the investment account. The equity method reflects the accrual 
model: Income is recognized as it is earned, not when cash (dividend) is received. 

Exhibit 1.1 shows that the carrying value of the investment fluctuates each year under the 
equity method. This recording parallels the changes occurring in the net asset figures reported 
by the investee. If the owner’s equity of the investee rises through income, an increase is made 
in the investment account; decreases such as losses and dividends cause reductions to be 
recorded. Thus, the equity method conveys information that describes the relationship created 
by the investor’s ability to significantly influence the investee. 


ACCOUNTING PROCEDURES USED IN APPLYING THE EQUITY METHOD 


LO3 


Prepare basic equity method 


journal entries for an investor 


and describe the financial 
reporting for equity method 


investments. 


Once guidelines for the application of the equity method have been established, the mechani- 
cal process necessary for recording basic transactions is quite straightforward. The investor ac- 
crues its percentage of the earnings reported by the investee each period. Dividend 
declarations reduce the investment balance to reflect the decrease in the investee’s book value. 
Referring again to the information presented in Exhibit 1.1, Little Company reported a net 
income of $200,000 during 2010 and paid cash dividends of $50,000. These figures indicate 
that Little’s net assets have increased by $150,000 during the year. Therefore, in its financial 
records, Big Company records the following journal entries to apply the equity method: 


Tnnvessiiinavetant in) iad CrolnnoeINY acocueecascentoausodsuanesooaveenuon 40,000 
EquityintInvestee:lmeonnea canara arin a taser sera Ne aa ere ences 40,000 
To accrue earnings of a 20 percent owned investee ($200,000 x 20%). 
GETS esti cnet terete omits tie ote ata moe on eee A NS eel eA on Ror 10,000 
Tnvesstnnretnnc tin (nS CermnCENW on cccssessaeeueguuenrscouseesaen 10,000 


To record receipt of cash dividend from Little Company ($50,000 x 20%). 


In the first entry, Big accrues income based on the investee’s reported earnings even though 
this amount greatly exceeds the cash dividend. The second entry reflects the actual receipt of 
the dividend and the related reduction in Little’s net assets. The $30,000 net increment 
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recorded here in Big’s investment account ($40,000 — $10,000) represents 20 percent of the 
$150,000 increase in Little’s book value that occurred during the year. 

Although these two entries illustrate the basic reporting process used in applying the equity 
method, several other issues must be explored to obtain a full understanding of this approach. 
More specifically, special procedures are required in accounting for each of the following: 


1. Reporting a change to the equity method. 

2. Reporting investee income from sources other than continuing operations. 
3. Reporting investee losses. 

4. Reporting the sale of an equity investment. 


Reporting a Change to the Equity Method 


In many instances, an investor’s ability to significantly influence an investee is not achieved 
through a single stock acquisition. The investor could possess only a minor ownership for 
some years before purchasing enough additional shares to require conversion to the equity 
method. Before the investor achieves significant influence, any investment should be reported 
by the fair-value method. After the investment reaches the point at which the equity method 
becomes applicable, a technical question arises about the appropriate means of changing from 
one method to the other. 

FASB ASC (para. 323-10-35-33) addresses this concern by stating that “the investment, re- 
sults of operations (current and prior periods presented), and retained earnings of the investor 
should be adjusted retroactively.” Thus, all accounts are restated so that the investor's financial 
statements appear as if the equity method had been applied from the date of the first acquisition. 
By mandating retrospective treatment, the FASB attempts to ensure comparability from year to 
year in the financial reporting of the investor company. For example, Frequency Electronics, a 
firm that specializes in designing, developing, and manufacturing satellite communications 
equipment, recently reported an increase in its stock ownership of Morion, Inc., a crystal oscil- 
lator manufacturer located in St. Petersburg, Russia. As reported in its 2006 annual report, 


the Company increased its investment from 19.8% to 36.2% of Morion’s outstanding shares. 
Accordingly, the Company changed its method of carrying the Morion investment from cost to 
equity as required by generally accepted accounting principles. . . . The effect of the change 

in accounting method for the fiscal year ended April 30, 2005, was to increase income before 
provision for income taxes and net income by $315,000 ($0.04 per diluted share). The financial 
statements for the prior fiscal years were restated for the change in accounting method. . . . Retained 
earnings as of the beginning of fiscal year 2005 were increased by $207,000 for the effect of 
retroactive application of the equity method. 


To further illustrate this restatement procedure, assume that Giant Company acquires a 
10 percent ownership in Small Company on January 1, 2010. Officials of Giant do not believe 
that their company has gained the ability to exert significant influence over Small. Giant prop- 
erly records the investment by using the fair-value method as an available-for-sale security. 
Subsequently, on January 1, 2012, Giant purchases an additional 30 percent of Small’s out- 
standing voting stock, thereby achieving the ability to significantly influence the investee’s de- 
cision making. From 2010 through 2012, Small reports net income, pays cash dividends, and 
has fair values at January 1 of each year as follows: 


Year Net Income Cash Dividends Fair Value at January 1 
2010 $ 70,000 $20,000 $800,000 
2011 110,000 40,000 840,000 
2012 130,000 50,000 930,000 


In Giant’s 2010 and 2011 financial statements, as originally reported, dividend revenue of 
$2,000 and $4,000, respectively, would be recognized based on receiving 10 percent of these 


° A switch to the equity method also can be required if the investee purchases a portion of its own shares as 
treasury stock. This transaction can increase the investor's percentage of outstanding stock. 


Discussion Question 
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DOES THE EQUITY METHOD REALLY APPLY HERE? 


Abraham, Inc., a New Jersey corporation, operates 57 bakeries throughout the northeastern 
section of the United States. In the past, its founder, James Abraham, owned all the company’s 
entire outstanding common stock. However, during the early part of this year, the corporation 
suffered a severe cash flow problem brought on by rapid expansion. To avoid bankruptcy, 
Abraham sought additional investment capital from a friend, Dennis Bostitch, who owns High- 
land Laboratories. Subsequently, Highland paid $700,000 cash to Abraham, Inc., to acquire 
enough newly issued shares of common stock for a one-third ownership interest. 

At the end of this year, the accountants for Highland Laboratories are discussing the 
proper method of reporting this investment. One argues for maintaining the asset at its 
original cost: “This purchase is no more than a loan to bail out the bakeries. Mr. Abraham 
will continue to run the organization with little or no attention paid to us. After all, what 
does anyone in our company know about baking bread? | would be surprised if Abraham 
does not reacquire these shares as soon as the bakery business is profitable again.” 

One of the other accountants disagrees, stating that the equity method is appropriate. 
“| realize that our company is not capable of running a bakery. However, the official rules 
state that we must have only the ability to exert significant influence. With one-third of 
the common stock in our possession, we certainly have that ability. Whether we use it or 
not, this ability means that we are required to apply the equity method.” 

How should Highland Laboratories account for its investment in Abraham, Inc.? 


distributions. The investment account is maintained at fair value because it is readily deter- 
minable. Also, the change in the investment’s fair value results in a credit to an unrealized cu- 
mulative holding gain of $4,000 in 2010 and an additional credit of $9,000 in 2011 for a 
cumulative amount of $13,000 reported in Giant’s 2011 stockholders’ equity section. However, 
after changing to the equity method on January 1, 2012, Giant must restate these prior years 
to present the investment as if the equity method had always been applied. Subsequently, in 
comparative statements showing columns for previous periods, the 2010 statements should in- 
dicate equity income of $7,000 with $11,000 being disclosed for 2011 based on a 10 percent 
accrual of Small’s income for each of these years. 
The income restatement for these earlier years can be computed as follows: 


Equity in Investee Income Reported Retrospective 
Year Income (10%) from Dividends Adjustment 
2010 $ 7,000 $2,000 $ 5,000 
2011 11,000 4,000 7,000 
Total adjustment to Retained Earnings $12,000 


Giant’s reported earnings for 2010 will increase by $5,000 with a $7,000 increment needed for 
2011. To bring about this retrospective change to the equity method, Giant prepares the fol- 
lowing journal entry on January 1, 2012: 


InvestmentinesmalliGompanvarernr en eater nce errr tis 12,000 
Retained Earnings—Prior Period Adjustment— 
Equityiniinvestee |mGomem@mer a eamcncenme cece rene erent 12,000 
To adjust 2010 and 2011 records so that investment is accounted for 
using the equity method in a consistent manner. 
Unrealized Holding Gain—Shareholders’ Equity ..................-.-- 13,000 
Fair Value Adjustment (Available-for-Sale) ..................20005 13,000 
To remove the investor's percentage of the increase in fair value 
(10% X $130,000) from stockholders’ equity and the available-for-sale 
portfolio valuation account. 
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The $13,000 adjustment removes the valuation accounts that pertain to the investment prior 
to obtaining significant influence. Because the investment is no longer part of the available- 
for-sale portfolio, it is carried under the equity method rather than at fair value. Accordingly, 
the fair-value adjustment accounts are reduced as part of the reclassification. 

Continuing with this example, Giant makes two other journal entries at the end of 2012, but 
they relate solely to the operations and distributions of that period. 


lnvestimentingSimallL@ompanyaer reesei renee ene era ere 52,000 
EquityaimilmvesteedlmeOnne sacm pera (orci et nerrni oy oeien trae ett yeae 52,000 


To accrue 40 percent of the year 2012 income reported 
by Small Company ($130,000 x 40%). 


GETS nvr epscte aheke lesan ane coven Gea mace earn enone Ras si ae caret 20,000 
Tinvesitiaeiont (int Snell (OMEN sca ncaveccnrsaoeeacscacusadsons 20,000 


To record receipt of year 2012 cash dividend from Small Company 
($50,000 x 40%). 


Reporting Investee Income from Sources Other Than 
Continuing Operations 


Traditionally, certain elements of income are presented separately within a set of financial 
statements. Examples include extraordinary items and discontinued operations. A concern that 
arises in applying the equity method is whether items appearing separately in the investee’s in- 
come statement require similar treatment by the investor. 

To examine this issue, assume that Large Company owns 40 percent of the voting stock of 
Tiny Company and accounts for this investment by means of the equity method. In 2010, Tiny 
reports net income of $200,000, a figure composed of $250,000 in income from continuing 
operations and a $50,000 extraordinary loss. Large Company accrues earnings of $80,000 
based on 40 percent of the $200,000 net figure. However, for proper disclosure, the extraordi- 
nary loss incurred by the investee must also be reported separately on the financial statements 
of the investor. This handling is intended, once again, to mirror the close relationship between 
the two companies. 

Based on the level of ownership, Large recognizes $100,000 as a component of operating 
income (40 percent of Tiny Company’s $250,000 income from continuing operations) along 
with a $20,000 extraordinary loss (40 percent of $50,000). The overall effect is still an $80,000 
net increment in Large’s earnings, but this amount has been appropriately allocated between 
income from continuing operations and extraordinary items. 

The journal entry to record Large’s equity interest in the income of Tiny follows: 


(eS Cantetane lin Win GOORIN? coaccnanbaencesaonneseucbapedandnaae 80,000 
raterorelinelAy WOSS Ci WWWESIGS os onncecangudousuaeusunsdovsuguaous 20,000 
OUI Tin) AGS INGOMNS 2occeeseauecheacagdusdaepapeneedaaue 100,000 


To accrue operating income and extraordinary loss from equity investment. 


One additional aspect of this accounting should be noted. Even though the investee has al- 
ready judged this loss as extraordinary, Large does not report its $20,000 share as a separate 
item unless that figure is considered to be material with respect to the investor’s own operations. 


Reporting Investee Losses 


Although most of the previous illustrations are based on the recording of profits, accounting 
for losses incurred by the investee is handled in a similar manner. The investor recognizes the 
appropriate percentage of each loss and reduces the carrying value of the investment account. 
Even though these procedures are consistent with the concept of the equity method, they fail 
to take into account all possible loss situations. 
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LO4 


Record the sale of an equity 
investment and identify the 
accounting method to be applied 
to any remaining shares that are 
subsequently held. 


Permanent Losses in Value 


Investments can suffer permanent losses in fair value that are not evident through equity 
method accounting. Such declines can be caused by the loss of major customers, changes in 
economic conditions, loss of a significant patent or other legal right, damage to the company’s 
reputation, and the like. Permanent reductions in fair value resulting from such adverse events 
might not be reported immediately by the investor through the normal equity entries discussed 
previously. Thus, FASB ASC (para. 323-10-35-32) provides the following guideline: 


A loss in value of an investment which is other than a temporary decline should be recognized 
the same as a loss in value of other long-term assets. Evidence of a loss in value might include, 
but would not necessarily be limited to, absence of an ability to recover the carrying amount of 
the investment or inability of the investee to sustain an earnings capacity which would justify the 
carrying amount of the investment. 


Thus, when a permanent decline in an equity method investment’s value occurs, the in- 
vestor must recognize an impairment loss and reduce the asset to fair value. However, this loss 
must be permanent before such recognition becomes necessary. Under the equity method, a 
temporary drop in the fair value of an investment is simply ignored. 

For example, Hess Corporation noted the following in its 2008 annual report: 


The Corporation reviews equity method investments for impairment whenever events or changes 
in circumstances indicate that an other than temporary decline in value has occurred. The 
amount of the impairment is based on quoted market prices, where available, or other valuation 
techniques. 


Investment Reduced to Zero 


Through the recognition of reported losses as well as any permanent drops in fair value, the in- 
vestment account can eventually be reduced to a zero balance. This condition is most likely to 
occur if the investee has suffered extreme losses or if the original purchase was made at a low, 
bargain price. Regardless of the reason, the carrying value of the investment account could 
conceivably be eliminated in total. 

As The Coca-Cola Company recently disclosed: 


The carrying value of our investment in CCE (Coca-Cola Enterprises) was reduced to zero as of 
December 31, 2008, primarily as a result of recording our proportionate share of impairment 
charges and items impacting AOCI (accumulated other comprehensive income) recorded by CCE. 


When an investment account is reduced to zero, the investor should discontinue using the eq- 
uity method rather than establish a negative balance. The investment retains a zero balance until 
subsequent investee profits eliminate all unrealized losses. Once the original cost of the invest- 
ment has been eliminated, no additional losses can accrue to the investor (since the entire cost 
has been written off ) unless some further commitment has been made on behalf of the investee. 

Noise Cancellation Technologies, Inc., for example, explains in recent financial statements 
the discontinued use of the equity method when the investment account has been reduced 
to zero: 


When the Company’s share of cumulative losses equals its investment and the Company has no 
obligation or intention to fund such additional losses, the Company suspends applying the equity 
method. .. . The Company will not be able to record any equity in income with respect to an 
entity until its share of future profits is sufficient to recover any cumulative losses that have not 
previously been recorded. 


Reporting the Sale of an Equity Investment 
At any time, the investor can choose to sell part or all of its holdings in the investee company. 
If a sale occurs, the equity method continues to be applied until the transaction date, thus es- 
tablishing an appropriate carrying value for the investment. The investor then reduces this bal- 
ance by the percentage of shares being sold. 

As an example, assume that Top Company owns 40 percent of the 100,000 outstanding 
shares of Bottom Company, an investment accounted for by the equity method. Although these 
40,000 shares were acquired some years ago for $200,000, application of the equity method 
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has increased the asset balance to $320,000 as of January 1, 2011. On July 1, 2011, Top elects 
to sell 10,000 of these shares (one-fourth of its investment) for $110,000 in cash, thereby re- 
ducing ownership in Bottom from 40 percent to 30 percent. Bottom Company reports income 
of $70,000 during the first six months of 2011 and distributes cash dividends of $30,000. 

Top, as the investor, initially makes the following journal entries on July 1, 2010, to accrue 
the proper income and establish the correct investment balance: 


lnvestimentiniBoLtoms Gon pcm Vamewer aerate ene ens 28,000 
HOU lneenints scunscnngevddcnmeomeoansdnseny aoeas 28,000 
To accrue equity income for first six months of 2011 ($70,000 x 40%). 
(PET Nye en ere at ee a eaeel caer eee a ON ee rel a end Cane en 12,000 
onesaaareinte (i IXOUn Kean) (COVMOEMN on ean Gasanudapouspanegdneneae 12,000 


To record receipt of cash dividends from January through June 2011 
($30,000 x 40%). 


These two entries increase the carrying value of Top’s investment by $16,000, creating a 
balance of $336,000 as of July 1, 2011. The sale of one-fourth of these shares can then be 
recorded as follows: 


Investment IMiBOLtonsGOmPally/ew nna rn nea ere 84,000 
Gaintonisalerohlnvestmentneneme ee nee eee ee ree eee 26,000 


To record sale of one-fourth of investment in Bottom Company 
(4% X $336,000 = $84,000). 


After the sale is completed, Top continues to apply the equity method to this investment 
based on 30 percent ownership rather than 40 percent. However, if the sale had been of suffi- 
cient magnitude to cause Top to lose its ability to exercise significant influence over Bottom, 
the equity method ceases to be applicable. For example, if Top Company’s holdings were re- 
duced from 40 percent to 15 percent, the equity method might no longer be appropriate after 
the sale. The shares still being held are reported according to the fair-value method with the 
remaining book value becoming the new cost figure for the investment rather than the amount 
originally paid. 

If an investor is required to change from the equity method to the fair-value method, no ret- 
rospective adjustment is made. Although, as previously demonstrated, a change to the equity 
method mandates a restatement of prior periods, the treatment is not the same when the in- 
vestor’s change is to the fair-value method. 


EXCESS OF INVESTMENT COST OVER BOOK VALUE ACQUIRED 


LO5 


Allocate the cost of an equity 
method investment and compute 
amortization expense to match 
revenues recognized from the 
investment to the excess of investor 
cost over investee book value. 


After the basic concepts and procedures of the equity method are mastered, more complex ac- 
counting issues can be introduced. Surely one of the most common problems encountered in 
applying the equity method concerns investment costs that exceed the proportionate book 
value of the investee company.!° 

Unless the investor acquires its ownership at the time of the investee’s conception, paying 
an amount equal to book value is rare. A number of possible reasons exist for a difference 
between the book value of a company and the price of its stock. A company’s value at any time 
is based on a multitude of factors such as company profitability, the introduction of a new 
product, expected dividend payments, projected operating results, and general economic 


10 Although encountered less frequently, investments can be purchased at a cost that is less than the under- 
lying book value of the investee. Accounting for this possibility is explored in later chapters. 
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conditions. Furthermore, stock prices are based, at least partially, on the perceived worth of a 
company’s net assets, amounts that often vary dramatically from underlying book values. As- 
set and liability accounts shown on a balance sheet tend to measure historical costs rather than 
current value. In addition, these reported figures are affected by the specific accounting meth- 
ods adopted by a company. Inventory costing methods such as LIFO and FIFO, for example, 
obviously lead to different book values as does each of the acceptable depreciation methods. 

If an investment is acquired at a price in excess of book value, logical reasons should ex- 
plain the additional cost incurred by the investor. The source of the excess of cost over book 
value is important. Income recognition requires matching the income generated from the in- 
vestment with its cost. Excess costs allocated to fixed assets will likely be expensed over 
longer periods than costs allocated to inventory. In applying the equity method, the cause of 
such an excess payment can be divided into two general categories: 


1. Specific investee assets and liabilities can have fair values that differ from their present 
book values. The excess payment can be identified directly with individual accounts such 
as inventory, equipment, franchise rights, and so on. 

2. The investor could be willing to pay an extra amount because future benefits are expected 
to accrue from the investment. Such benefits could be anticipated as the result of factors 
such as the estimated profitability of the investee or the relationship being established be- 
tween the two companies. In this case, the additional payment is attributed to an intangible 
future value generally referred to as goodwill rather than to any specific investee asset or li- 
ability. For example, in a recent annual report, Intel Corporation disclosed that its long- 
term investment in Clearwire, accounted for under the equity method, included goodwill of 
approximately $108 million. 


As an illustration, assume that Big Company is negotiating the acquisition of 30 percent of 
the outstanding shares of Little Company. Little’s balance sheet reports assets of $500,000 and 
liabilities of $300,000 for a net book value of $200,000. After investigation, Big determines 
that Little’s equipment is undervalued in the company’s financial records by $60,000. One of 
its patents is also undervalued, but only by $40,000. By adding these valuation adjustments to 
Little’s book value, Big arrives at an estimated $300,000 worth for the company’s net assets. 
Based on this computation, Big offers $90,000 for a 30 percent share of the investee’s out- 
standing stock. 


Book value of Little Company (assets minus 


liabilities [or stockholders’ equity]) .... 2.00.00. eee $200,000 
Undervaluation of equipment ..... 2.0... eee 60,000 
Undervaluation of patent... 0... eee 40,000 
Value of net assets 2.00... eee $300,000 
Portion being acquired .... 0.2.2... tees 30% 
ACQUISItION PIiG@. s. 2cc2.ooebua eta. een bt ane eahe peal Grad were $ 90,000 


Although Big’s purchase price is in excess of the proportionate share of Little’s book value, 
this additional amount can be attributed to two specific accounts: Equipment and Patents. No 
part of the extra payment is traceable to any other projected future benefit. Thus, the cost of 
Big’s investment is allocated as follows: 


Payment by investor ..........00.00. 00000 cee cee eee eee $90,000 
Percentage of book value acquired ($200,000 X 30%) ........ 60,000 
Payment in excess of book value ...... 0.0.0.0... cee eee 30,000 
Excess payment identified with specific assets: 

Equipment ($60,000 undervaluation X 30%) .............. $18,000 

Patent ($40,000 undervaluation X 30%) ................. 12,000 30,000 


Excess payment not identified with specific assets—goodwill ... . —0- 
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Of the $30,000 excess payment made by the investor, $18,000 is assigned to the equipment 
whereas $12,000 is traced to a patent and its undervaluation. No amount of the purchase price 
is allocated to goodwill. 

To take this example one step further, assume that Little’s owners reject Big’s proposed 
$90,000 price. They believe that the value of the company as a going concern is higher than 
the fair value of its net assets. Because the management of Big believes that valuable syner- 
gies will be created through this purchase, the bid price is raised to $125,000 and accepted. 
This new acquisition price is allocated as follows: 


Payment by investor 2.20... eee ee $125,000 
Percentage of book value acquired ($200,000 X 30%)......... 60,000 
Payment in excess of book value... 2.0.0... eee 65,000 
Excess payment identified with specific assets: 

Equipment ($60,000 undervaluation X 30%) .............. $18,000 

Patent ($40,000 undervaluation X 30%) ................. 12,000 30,000 
Excess payment not identified with specific assets—goodwill .... $ 35,000 


As this example indicates, any extra payment that cannot be attributed to a specific asset 
or liability is assigned to the intangible asset goodwill. Although the actual purchase price can 
be computed by a number of different techniques or simply result from negotiations, goodwill 
is always the excess amount not allocated to identifiable asset or liability accounts. 

Under the equity method, the investor enters total cost in a single investment account re- 
gardless of the allocation of any excess purchase price. If all parties accept Big’s bid of 
$125,000, the acquisition is initially recorded at that amount despite the internal assignments 
made to equipment, patents, and goodwill. The entire $125,000 was paid to acquire this in- 
vestment, and it is recorded as such. 


The Amortization Process 


The preceding extra payments were made in connection with specific assets (equipment, 
patents, and goodwill). Even though the actual dollar amounts are recorded within the invest- 
ment account, a definite historical cost can be attributed to these assets. With a cost to the in- 
vestor as well as a specified life, the payment relating to each asset (except land, goodwill, and 
other indefinite life intangibles) should be amortized over an appropriate time period. 

Historically, goodwill implicit in equity method investments had been amortized over peri- 
ods less than or equal to 40 years. However, in June 2001, a major and fundamental change in 
GAAP occurred for goodwill. The useful life for goodwill is now considered indefinite. There- 
fore, goodwill amortization expense no longer exists in financial reporting.!' Any implicit 
goodwill is carried forward without adjustment until the investment is sold or a permanent de- 
cline in value occurs. 

Goodwill can maintain its value and theoretically may even increase over time. The notion 
of an indefinite life for goodwill recognizes the argument that amortization of goodwill over 
an arbitrary period fails to reflect economic reality and therefore does not provide useful in- 
formation. A primary reason for the presumption of an indefinite life for goodwill relates to 
the accounting for business combinations (covered in Chapters 2 through 7). Goodwill asso- 
ciated with equity method investments, for the most part, is accounted for in the same manner 
as goodwill arising from a business combination. One difference is that goodwill arising from 
a business combination is subject to annual impairment reviews, whereas goodwill implicit in 
equity investments is not. Equity method investments are tested in their entirety for permanent 
declines in value.'” 


"1 Other intangibles (such as certain licenses, trademarks) also can be considered to have indefinite lives and 
thus are not amortized unless and until their lives are determined to be limited. Further discussion of intangi- 
bles with indefinite lives appears in Chapter 3. 

'2 Because equity method goodwill is not separable from the related investment, goodwill should not be sep- 
arately tested for impairment. See also FASB ASC para. 350-20-35-59. 
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Assume, for illustrative purposes, that the equipment has a 10-year remaining life, the 
patent a 5-year life, and the goodwill an indefinite life. If the straight-line method is used with 
no salvage value, the investors cost should be amortized initially as follows: 


Account Cost Assigned Useful Life Annual Amortization 
Equipment $18,000 10 years $1,800 
Patent 12,000 5 years 2,400 
Goodwill 35,000 Indefinite -—0- 
Annual expense (for five years until patent cost 
is completely amortized) $4,200 


In recording this annual expense, Big is reducing a portion of the investment balance in the 
same way it would amortize the cost of any other asset that had a limited life. Therefore, at the 
end of the first year, the investor records the following journal entry under the equity method: 


Equityinilnvesteellmeonne ss eae ee ar ier aegis ere yn rs 4,200 
Fines tratelnne Hin) Und COMMON accom cesnacdancasreonsponresacaa 4,200 


To record amortization of excess payment allocated to equipment 
and patent. 


Because this amortization relates to investee assets, the investor does not establish a spe- 
cific expense account. Instead, as in the previous entry, the expense is recognized through a 
decrease in the equity income accruing from the investee company. 

To illustrate this entire process, assume that Tall Company purchases 20 percent of Short 
Company for $200,000. Tall can exercise significant influence over the investee; thus, the 
equity method is appropriately applied. The acquisition is made on January 1, 2011, when 
Short holds net assets with a book value of $700,000. Tall believes that the investee’s building 
(10-year life) is undervalued within the financial records by $80,000 and equipment with a 
5-year life is undervalued by $120,000. Any goodwill established by this purchase is consid- 
ered to have an indefinite life. During 2011, Short reports a net income of $150,000 and pays 
a cash dividend at year’s end of $60,000. 

Tall’s three basic journal entries for 2011 pose little problem: 


January 1, 2011 


LGTEIS VR ta eee a erate EU IPD ame ne paAme ater dur eee he he rere ee ce 200,000 


To record acquisition of 20 percent of the outstanding shares 
of Short Company. 


December 31, 2011 
Iinessinnretiné (int SOM COMMSEINY «oo cncocdosenaeuncenccneovaueenaes 30,000 
Equityainilmvesteed momen en mente tin caren ease ne cere a 30,000 


To accrue 20 percent of the 2011 reported earnings 
of investee ($150,000 x 20%). 


(GIS NW depraiceeaseper ta cals areas atc IRSA eae Arsen Te ere eto ee Gea eR Sheer 12,000 
tines tratelnnt (ink Slnvetnt (COMMOBINY anesvaeancaanesanscasuanasaacea 12,000 
To record receipt of 2011 cash dividend ($60,000 x 20%). 


13 Unless otherwise stated, all amortization computations are based on the straight-line method with no 
salvage value. 
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An allocation of Tall’s $200,000 purchase price must be made to determine whether an 
additional adjusting entry is necessary to recognize annual amortization associated with the 
extra payment: 


Payment by investor .... 2.0.0.0... 0.000 e ce eee $200,000 
Percentage of 1/1/11 book value ($700,000 X 20%) .......... 140,000 
Payment in excess of book value... 2.0.0... eee 60,000 
Excess payment identified with specific assets: 

Building ($80,000 XK 20%) ... 2... eee $16,000 

Equipment ($120,000 X 20%) .... 0.0... cee 24,000 40,000 
Excess payment not identified with specific assets—goodwill .... $ 20,000 


As can be seen, $16,000 of the purchase price is assigned to a building, $24,000 to equip- 
ment, with the remaining $20,000 attributed to goodwill. For each asset with a definite useful 
life, periodic amortization is required. 


Asset Attributed Cost Useful Life Annual Amortization 
Building $16,000 10 years $1,600 
Equipment 24,000 5 years 4,800 
Goodwill 20,000 Indefinite -—0- 

Total for 2011 $6,400 


At the end of 2011, Tall must also record the following adjustment in connection with these 
cost allocations: 


Equityiininvesteeincomewerr scores oe ecru marae cere reece: 6,400 
MinSatiareinn (in) Sinvorne GOMPEMNY concescoceedodanosdccannancaaena 6,400 


To record 2011 amortization of extra cost of building ($1,600) 
and equipment ($4,800). 


Although these entries are shown separately here for better explanation, Tall would probably 
net the income accrual for the year ($30,000) and the amortization ($6,400) to create a single 
entry increasing the investment and recognizing equity income of $23,600. Thus, the first-year 
return on Tall Company’s beginning investment balance (defined as equity earnings/beginning 
investment balance) is equal to 11.80 percent ($23,600/$200,000). 


ELIMINATION OF UNREALIZED PROFITS IN INVENTORY“ 


LO6 


Describe the rationale and com- 
putations to defer unrealized 
gains on intra-entity transfers 
until the goods are either con- 
sumed or sold to outside parties. 


Many equity acquisitions establish ties between companies to facilitate the direct purchase and 
sale of inventory items. Such intra-entity transactions can occur either on a regular basis 
or only sporadically. For example, The Coca-Cola Company recently disclosed that it sold 
$6.3 billion of syrup, concentrate, and other finished products to its 35 percent-owned investee 
Coca-Cola Enterprises, Inc. 

Regardless of their frequency, inventory sales between investor and investee necessitate 
special accounting procedures to ensure proper timing of revenue recognition. An underly- 
ing principle of accounting is that “revenues are not recognized until earned . . . and rev- 
enues are considered to have been earned when the entity has substantially accomplished 
what it must do to be entitled to the benefits represented by the revenues.”!> In the sale of 


14 Unrealized gains can involve the sale of items other than inventory. The intra-entity transfer of depreciable 
fixed assets and land is discussed in a later chapter. 

15 FASB, Statement of Financial Accounting Concepts No. 6, “Recognition and Measurement in Financial 
Statements of Business Enterprises” (Stamford, CT: December 1984), para. 83. 
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EXHIBIT 1.2 
Downstream and 
Upstream Sales 


Downstream sale Upstream sale 


Investor Investor 


Investee Investee 


inventory to an unrelated party, recognition of revenue is normally not in question; substan- 
tial accomplishment is achieved when the exchange takes place unless special terms are in- 
cluded in the contract. 

Unfortunately, the earning process is not so clearly delineated in sales made between re- 
lated parties. Because of the relationship between investor and investee, the seller of the goods 
is said to retain a partial stake in the inventory for as long as the buyer holds it. Thus, the 
earning process is not considered complete at the time of the original sale. For proper ac- 
counting, income recognition must be deferred until substantial accomplishment is proven. 
Consequently, when the investor applies the equity method, reporting of the related profit on 
intra-entity transfers is delayed until the buyer’s ultimate disposition of the goods. When the 
inventory is eventually consumed within operations or resold to an unrelated party, the origi- 
nal sale is culminated and the gross profit is fully recognized. 

In accounting, transactions between related companies are identified as either downstream 
or upstream. Downstream transfers refer to the investor’s sale of an item to the investee. Con- 
versely, an upstream sale describes one that the investee makes to the investor (see Exhibit 1.2). 
Although the direction of intra-entity sales does not affect reported equity method balances for 
investments when significant influence exists, it has definite consequences when financial con- 
trol requires the consolidation of financial statements, as discussed in Chapter 5. Therefore, 
these two types of intra-entity sales are examined separately even at this introductory stage. 


Downstream Sales of Inventory 

Assume that Big Company owns a 40 percent share of Little Company and accounts for this 
investment through the equity method. In 2011, Big sells inventory to Little at a price of 
$50,000. This figure includes a gross profit of 30 percent, or $15,000. By the end of 2011, 
Little has sold $40,000 of these goods to outside parties while retaining $10,000 in inventory 
for sale during the subsequent year. 

The investor has made downstream sales to the investee. In applying the equity method, 
recognition of the related profit must be delayed until the buyer disposes of these goods. Al- 
though total intra-entity transfers amounted to $50,000 in 2011, $40,000 of this merchandise has 
already been resold to outsiders, thereby justifying the normal reporting of profits. For the 
$10,000 still in the investee’s inventory, the earning process is not finished. In computing equity 
income, this portion of the intra-entity profit must be deferred until Little disposes of the goods. 

The gross profit on the original sale was 30 percent of the transfer price; therefore, Big’s 
profit associated with these remaining items is $3,000 ($10,000 x 30%). However, because 
only 40 percent of the investee’s stock is held, just $1,200 ($3,000 X 40%) of this profit is 
unearned. Big’s ownership percentage reflects the intra-entity portion of the profit. The total 
$3,000 gross profit within the ending inventory balance is not the amount deferred. Rather, 
40 percent of that gross profit is viewed as the currently unrealized figure. 


Remaining Gross Gross Profit Investor Unrealized 
Ending Profit in Ending Ownership Intra-entity 
Inventory Percentage Inventory Percentage Gross Profit 


$10,000 30% $3,000 40% $1,200 


Discussion Question 


IS THIS REALLY ONLY SIGNIFICANT INFLUENCE? 


The Coca-Cola Company accounts for its ownership of Coca-Cola Enterprises, Inc. (CCE), by 
the equity method as described in this chapter. In 2008, Coca-Cola held approximately 
35 percent of CCE outstanding stock. According to the financial statements of CCE, the 
products of The Coca-Cola Company account for approximately 93 percent of total CCE 
revenues. Moreover, three CCE directors are executive officers of The Coca-Cola Company. 
CCE conducts its business primarily under agreements with The Coca-Cola Company. These 
agreements give the company the exclusive right to market, distribute, and produce bev- 
erage products of The Coca-Cola Company in authorized containers in specified territo- 
ries. These agreements provide The Coca-Cola Company with the ability, in its sole 
discretion, to establish prices, terms of payment, and other terms and conditions for the 
purchase of concentrates and syrups from The Coca-Cola Company. 

If Coca-Cola acquires approximately 16 percent more of CCE, it will hold a majority of 
the stock so that consolidation becomes a requirement. However, given the size of the pre- 
sent ownership and the dependence that CCE has on Coca-Cola for products and market- 
ing, does Coca-Cola truly have no more than “the ability to exercise significant influence 
over the operating and financial policies” of CCE? Does the equity method fairly represent 
the relationship that exists? Or does Coca-Cola actually control CCE despite the level of 
ownership, and should consolidation be required? Should the FASB reexamine the bound- 
ary between the application of the equity method and consolidation? Should the rules be 
rewritten so that Coca-Cola must consolidate CCE rather than use the equity method? If so, 
at what level of ownership would the equity method no longer be appropriate? 


After calculating the appropriate deferral, the investor decreases current equity income by 
$1,200 to reflect the unearned portion of the intra-entity profit. This procedure temporarily re- 
moves this portion of the profit from the investor’s books in 2011 until the investee disposes 
of the inventory in 2012. Big accomplishes the actual deferral through the following year-end 
journal entry: 


Deferral of Unrealized Gross Profit 
Equityiimilnvesteeinconme eset ete ete tore ge Seep Geel 1,200 
Tanvesidaateiont (lay Tein C@MPENW coon eeaucccncdacaencbanengecnane 1,200 
To defer unrealized gross profit on sale of inventory to Little Company. 


In the subsequent year, when this inventory is eventually consumed by Little or sold to un- 
related parties, the deferral is no longer needed. The earning process is complete, and Big 
should recognize the $1,200. By merely reversing the preceding deferral entry, the accountant 
succeeds in moving the investor’s profit into the appropriate time period. Recognition shifts 
from the year of transfer to the year in which the earning process is substantially accomplished. 


Subsequent Realization of Intra-entity Gross Profit 
[Lanieessdantetane iin iad CemnselnN? cocenaesqdnehaabduedeunbaoecanangae 1,200 
[O(UIeVAlint lAWGSKeS INCliNS cacuscunenydeodedauseunydapeun deeds 1,200 


To recognize income on intra-entity sale that has now been earned 
through sales to outsiders. 


Upstream Sales of Inventory 

Unlike consolidated financial statements (see Chapter 5), the equity method reports upstream 

sales of inventory in the same manner as downstream sales. Hence, unrealized profits remaining 

in ending inventory are deferred until the items are used or sold to unrelated parties. To illustrate, 
19 
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assume that Big Company once again owns 40 percent of Little Company. During the current 
year, Little sells merchandise costing $40,000 to Big for $60,000. At the end of the fiscal period, 
Big still retains $15,000 of these goods. Little reports net income of $120,000 for the year. 

To reflect the basic accrual of the investee’s earnings, Big records the following journal en- 
try at the end of this year: 


Income Accrual 
[rrnvesssinnvetane (in) aS COMMON aoc cneecacsenaecnaesvooneeoareenace 48,000 
Equityaiminvestee:|mGonneme entre ar ten earee te ic ret etre en caret re 48,000 
To accrue income from 40 percent owned investee ($120,000 x 40%). 


The amount of the gross profit remaining unrealized at year-end is computed using the 
4 gross profit percentage of the sales price } : : 
33% fi f the sal ice ($20,000/$60,000) 


Remaining Gross Gross Profit Investor Unrealized 
Ending Profit in Ending Ownership Intra-entity 

Inventory Percentage Inventory Percentage Gross Profit 
$15,000 334% $5,000 40% $2,000 


Based on this calculation, a second entry is required of the investor at year-end. Once again, 
a deferral of the unrealized gross profit created by the intra-entity transfer is necessary for 
proper timing of income recognition. Under the equity method for investments with significant 
influence, the direction of the sale between the investor and investee (upstream or down- 
stream) has no effect on the final amounts reported in the financial statements. 


Deferral of Unrealized Gross Profit 
EquitvimilnVvesteeilnGoneress estes ns ae ence Cre wren een: ee ai gars 2,000 
Investmentamilittles@ontOamyiers erie enter tte ei eer er ened 2,000 


To defer recognition of intra-entity unrealized gross profit until inventory 
is used or sold to unrelated parties. 


After the adjustment, Big, the investor, reports earnings from this equity investment of 
$46,000 ($48,000 — $2,000). The income accrual is reduced because a portion of the intra- 
entity gross profit is considered unrealized. When the investor eventually consumes or sells 
the $15,000 in merchandise, the preceding journal entry is reversed. In this way, the effects of 
the transfer are reported in the proper accounting period when the profit is earned by sales to 
an outside party. 

In an upstream sale, the investor’s own inventory account contains the unrealized profit. 
The previous entry, though, defers recognition of this profit by decreasing Big’s investment ac- 
count rather than the inventory balance. An alternative treatment would be the direct reduction 
of the investor’s inventory balance as a means of accounting for this unrealized amount. Al- 
though this alternative is acceptable, decreasing the investment remains the traditional ap- 
proach for deferring unrealized gross profits, even for upstream sales. 

Whether upstream or downstream, the investor’s sales and purchases are still reported as if 
the transactions were conducted with outside parties. Only the unrealized gross profit is de- 
ferred, and that amount is adjusted solely through the equity income account. Furthermore, be- 
cause the companies are not consolidated, the investee’s reported balances are not altered at all 
to reflect the nature of these sales/purchases. Obviously, readers of the financial statements 
need to be made aware of the inclusion of these amounts in the income statement. Thus, re- 
porting companies must disclose certain information about related-party transactions. These 
disclosures include the nature of the relationship, a description of the transactions, the dollar 
amounts of the transactions, and amounts due to or from any related parties at year-end. 


The Equity Method of Accounting for Investments 21 


Decision Making and the Equity Method 

It is important to realize that business decisions, including equity investments, typically in- 
volve the assessment of a wide range of consequences. For example, managers frequently are 
very interested in how financial statements report the effects of their decisions. This attention 
to financial reporting effects of business decisions arises because measurements of financial 
performance often affect the following: 


¢ The firm’s ability to raise capital. 

e Managerial compensation. 

¢ The ability to meet debt covenants and future interest rates. 
e Managers’ reputations. 


Managers are also keenly aware that measures of earnings per share can strongly affect in- 
vestors’ perceptions of the underlying value of their firms’ publicly traded stock. Conse- 
quently, prior to making investment decisions, firms will study and assess the prospective 
effects of applying the equity method on the income reported in financial statements. Addi- 
tionally, such analyses of prospective reported income effects can influence firms regarding 
the degree of influence they wish to have or even on the decision of whether to invest. For ex- 
ample, managers could have a required projected rate of return on an initial investment. In 
such cases, an analysis of projected income will be made to assist in setting an offer price. 

For example, Investmor Co. is examining a potential 25 percent equity investment in 
Marco, Inc., that will provide a significant level of influence. Marco projects an annual in- 
come of $300,000 for the near future. Marco’s book value is $450,000, and it has an un- 
recorded newly developed technology appraised at $200,000 with an estimated useful life of 
10 years. In considering offer prices for the 25 percent investment in Marco, Investmor pro- 
jects equity earnings as follows: 


Projected income (25% X $300,000) ...... 0... eee $75,000 
Excess patent amortization ([25% X 200,000]/10 years) ................. (5,000) 
Annual expected equity in Marco earnings .... 0.0.2.2... 00 eee e eee $70,000 


Investmor’s required first-year rate of return (before tax) on these types of investments is 
20 percent. Therefore, to meet the first-year rate of return requirement involves a maximum 
price of $350,000 ($70,000/20% = $350,000). If the shares are publicly traded (leaving the 
firm a “price taker’), such income projections can assist the company in making a recom- 
mendation to wait for share prices to move to make the investment attractive. 


Criticisms of the Equity Method 


Over the past several decades, thousands of business firms have accounted for their investments 
using the equity method. Recently, however, the equity method has come under criticism for the 
following: 


e Emphasizing the 20-50 percent of voting stock in determining significant influence versus 
control. 


e Allowing off-balance sheet financing. 
¢ Potentially biasing performance ratios. 


The guidelines for the equity method suggest that a 20-50 percent ownership of voting shares 
indicates significant influence that falls short of control. But can one firm exert “control” over 
another firm absent an interest of more than 50 percent? Clearly, if one firm controls another, 
consolidation is the appropriate financial reporting technique. However, over the years, firms 
have learned ways to control other firms despite owning less than 50 percent of voting shares. 
For example, contracts across companies can limit one firm’s ability to act without permission 
of the other. Such contractual control can be seen in debt arrangements, long-term sales and 
purchase agreements, and agreements concerning board membership. As a result, control is ex- 
erted through a variety of contractual arrangements. For financial reporting purposes, however, 
if ownership is 50 percent or less, a firm can argue that control technically does not exist. 
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In contrast to consolidated financial reports, when applying the equity method, the in- 
vestee’s assets and liabilities are not combined with the investor’s amounts. Instead, the in- 
vestor’s balance sheet reports a single amount for the investment and the income statement 
reports a single amount for its equity in the earnings of the investee. If consolidated, the assets, 
liabilities, revenues, and expenses of the investee are combined and reported in the body of the 
investor’s financial statements. 

Thus, for those companies wishing to actively manage their reported balance sheet num- 
bers, the equity method provides an effective means. By keeping its ownership of voting 
shares below 50 percent, a company can technically meet the rules for applying the equity 
method for its investments and at the same time report investee assets and liabilities “off bal- 
ance sheet.” As a result, relative to consolidation, a firm employing the equity method will re- 
port smaller values for assets and liabilities. Consequently, higher rates of return for its assets 
and sales, as well as lower debt-to-equity ratios, could result. For example, Accounting Hori- 
zons discussed Coca-Cola’s application of the equity method as follows: 


Even today, if Coca-Cola consolidates its equity method investments in which it owns more than 
40 percent of the outstanding voting stock, Coke’s total liabilities increase by almost 300 percent, 
substantially raising its debt-to-equity ratio from 1.24 to 4.79. Media reports indicate that the debt- 
rating agencies actually calculate Coke’s ratios on a pro forma basis assuming consolidation.!° 


On the surface, it appears that firms can avoid balance sheet disclosure of debts by main- 
taining investments at less than 50 percent ownership. However, the equity method requires 
summarized information as to assets, liabilities, and results of operations of the investees to be 
presented in the notes or in separate statements. Therefore, supplementary information could 
be available under the equity method that would not be separately identified in consolidation. 
Nonetheless, some companies have contractual provisions (e.g., debt covenants, managerial 
compensation agreements) based on ratios in the main body of the financial statements. Meet- 
ing the provisions of such contracts could provide managers strong incentives to maintain 
technical eligibility to use the equity method rather than full consolidation. 


FAIR-VALUE REPORTING OPTION FOR EQUITY METHOD INVESTMENTS 


LO7 


Explain the rationale and 
reporting implications of the fair- 
value option for investments 
otherwise accounted for by the 
equity method. 


In 2007, the FASB introduced a fair-value option under which an entity may irrevocably elect 
fair value as the initial and subsequent measurement attribute for certain financial assets and 
financial liabilities. Under the fair-value option, changes in the fair value of the elected finan- 
cial items are included in earnings. Among the many financial assets available for the fair- 
value option are included investments accounted for under the equity method. 

For example, Citigroup now reports at fair value certain of its investments that previously 
were reported using the equity method. In their 2008 annual report Citigroup noted that 
“certain investments that would otherwise be accounted for using the equity method are car- 
ried at fair value. Changes in fair value of such investments are recorded in earnings.” Many 
other firms, however, appeared reluctant to elect the fair-value option for their equity method 
investments.!7 

Typically, the election date for the fair-value option is the date an investment first qualifies 
for equity method treatment—in other words, once significant influence is present.'® However, 
such an election is irrevocable, leaving the firm no future option to apply the equity method 
for the investment. Any initial effect of the fair-value option election (e.g., adjusting an 


16 A. Hartgraves and G. Benston, “The Evolving Accounting Standards for Special Purpose Entities and 
Consolidations,” Accounting Horizons, September 2002. 


17 “Fair Uptake on the Fair Value Option, Survey Says,” Treasury & Risk, October 28, 2008, reports a Grant 
Thornton survey showing 31 percent of CFOs and controllers plan to adopt fair value for their equity method 
investments. In a similar survey by PricewaterhouseCoopers 15 percent of the respondents indicated they will 
likely adopt the fair-value option for their equity method investments (“PwC: CFOs Predict a Fair-Value 
Headache,” CFO.com, May 30, 2007). 


18 Firms also had the opportunity to elect fair-value treatment for equity method investments existing in 2008, 
the first effective year for the fair-value option. 
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investment previously reported at cost or using a fair-value adjustment account) is reported as 
a cumulative-effect adjustment to the opening balance of retained earnings. 

Under the fair-value option, firms simply report the investment’s fair value as an asset and 
changes in fair value as earnings. As such, firms neither compute excess cost amortizations 
nor adjust earnings for intra-entity profits. Dividends received from an investee are included 
in earnings under the fair-value option. Because dividends typically reduce an investment’s 
fair value, an increase in earnings from dividends received would be offset by a decrease in 
earnings from the decline in an investment’s fair value. 

To illustrate application of the fair-value option, on January 1, 2010, Westwind Co. pays 
$722,000 in exchange for 40,000 common shares of Armco, Inc. Armco has 100,000 common 
shares outstanding, the majority of which continue to trade on the New York Stock Exchange. 
During the next two years, Armco reports the following information: 


Common Shares 
Total Fair Value 


Year Net Income Cash Dividends at December 31 
2010 $158,000 $25,000 $1,900,000 
2011 125,000 25,000 1,870,000 


Westwind elects to adopt the fair-value reporting option and accordingly makes the following 
journal entries for its investment in Armco over the next two years. 


[mvestime misimpe Ari Go alt Gomera se eee cnn eee yene Conn pony ye ruse 722,000 
(GEAR sn cern Mteeatecrirs a ait elt elena Hiern Sie Wee ences ey PTET AT ATA Eee 722,000 


GES te ake, cee ete Serna ey eee oie EE eee ee rh Bearer Ea 10,000 

PVIVIG EIGER GO MC ree ee eee eee Ae ner nL Oar 10,000 
To recognize 2010 dividends received (40%) as investment income. 

InvestmentimgAnimG@ ali Geese ase ea een eee meee nee ene le cena 38,000 

NVEStMENTSINGONIG ane ererary sie Rs Rene aye errr rr neem tnre das 38,000 
To recognize Westwind's 40 percent of the 2010 change in Armco’s fair value. 

GPa nt netaina Mare AtGe ave Arn ean oh oa ameter en aan eae eMC erE ame 10,000 

DIVIGEIMGRIIN GONG Rete etree ena eee eer eae aey ee ee tne tenis ee 10,000 
To recognize 2011 dividends received (40%) as investment income. 

IVES tre Mit OSS Mean tee ete oy rte ey can Cane peer Cte yr en ere eens 12,000 

MWeSManelane I / AMMO NING: Gacseosedusedaduensecouetomeaeossane 12,000 

To recognize Westwind'’s 40 percent of the 2011 change in Armco’ fair value. 


{e) 


In its December 31, 2011, balance sheet, Westwind thus reports its Investment in Armco 
account at $748,000, equal to 40 percent of Armco’s total fair value (or $722,000 initial cost 
adjusted for 2010-2011 fair-value changes of $38,000 less $12,000). 

In addition to the increasing emphasis on fair values in financial reporting, the fair-value 
option also is motivated by a perceived need for consistency across various balance sheet 
items. In particular, the fair-value option is designed to limit volatility in earnings that occurs 
when some financial items are measured using cost-based attributes and others at fair value. 

As FASB ASC (para. 825-10-10-1) observes, the objective of the fair value option is 


... to improve financial reporting by providing entities with the opportunity to mitigate volatility 
in reported earnings caused by measuring related assets and liabilities differently without having 
to apply complex hedge accounting provisions. 


The fair-value reporting option is also available for available-for-sale and held-to-maturity 
securities. However, consolidated investments are specifically excluded from the statement’s 
scope. The fair-value election for financial reporting began in 2008. 
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Summary 


1. The equity method of accounting for an investment reflects the close relationship that could exist be- 
tween an investor and an investee. More specifically, this approach is available when the owner 
achieves the ability to apply significant influence to the investee’s operating and financial decisions. 
Significant influence is presumed to exist at the 20 to 50 percent ownership level. However, the 
accountant must evaluate each situation, regardless of the percentage of ownership, to determine 
whether this ability is actually present. 


2. To mirror the relationship between the companies, the equity method requires the investor to accrue 
income when the investee earned it. In recording this profit or loss, the investor separately reports 
items such as extraordinary gains and losses as well as prior period adjustments to highlight their 
nonrecurring nature. Dividend payments decrease the owners’ equity of the investee company; there- 
fore, the investor reduces the investment account when collected. 

3. When acquiring capital stock, an investor often pays an amount that exceeds the investee company’s 
underlying book value. For accounting purposes, such excess payments must be either identified with 
specific assets and liabilities (such as land or buildings) or allocated to an intangible asset referred to 
as goodwill. The investor then amortizes each assigned cost (except for any amount attributed to land 
or goodwill) over the expected useful lives of the assets and liabilities. This amortization reduces the 
amount of equity income being reported. 

4. Ifthe investor sells the entire investment or any portion of it, the equity method is applied consistently 
until the date of disposal. A gain or loss is computed based on the adjusted book value at that time. 
Remaining shares are accounted for by means of either the equity method or the fair-value method, 
depending on the investor’s subsequent ability to significantly influence the investee. 

5. Inventory (or other assets) can be transferred between investor and investee. Because of the rela- 
tionship between the two companies, the equity income accrual should be reduced to defer the 
intra-entity portion of any gross profit included on these transfers until the items are either sold to out- 
siders or consumed. Thus, the amount of intra-entity gross profit in ending inventory decreases 
the amount of equity income being recognized in the current period although this effect is subse- 
quently reversed. 

6. Since 2008, firms may elect to report significant influence investments at fair value with changes in 
fair value as earnings. Under the fair-value option, firms simply report the investment’s fair value as 
an asset and changes in fair value as earnings. 


Comprehensive 
Illustration 


PROBLEM 


(Estimated Time: 30 to 50 Minutes) Every chapter in this textbook concludes with an illustration de- 
signed to assist students in tying together the essential elements of the material presented. After a careful 
reading of each chapter, attempt to work through the comprehensive problem. Then review the solution 
that follows the problem, noting the handling of each significant accounting issue. 


Part A 


On January 1, 2010, Big Company pays $70,000 for a 10 percent interest in Little Company. On that 
date, Little has a book value of $600,000, although equipment, which has a five-year life, is undervalued 
by $100,000 on its books. Little Company’s stock is closely held by a few investors and is traded only in- 
frequently. Because fair values are not readily available on a continuing basis, the investment account is 
appropriately maintained at cost. 

On January 1, 2011, Big acquires an additional 30 percent of Little Company for $264,000. This sec- 
ond purchase provides Big the ability to exert significant influence over Little and Big will now apply 
the equity method. At the time of this transaction, Little’s equipment with a four-year life was underval- 
ued by only $80,000. 

During these two years, Little reported the following operational results: 


Year Net Income Cash Dividends Paid 


2010 $210,000 $110,000 
2011 250,000 100,000 


SOLUTION 
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Additional Information 


Cash dividends are always paid on July 1 of each year. 
Any goodwill is considered to have an indefinite life. 


Required 


a. 


What income did Big originally report for 2010 in connection with this investment? 


b. On comparative financial statements for 2010 and 2011, what figures should Big report in connec- 


tion with this investment? 


Part B (This Problem Is a Continuation of Part A) 


In 2012, Little Company reports $400,000 in income from continuing operations plus a $60,000 extra- 
ordinary gain. The company pays a $120,000 cash dividend. During this fiscal year, Big sells inventory 
costing $80,000 to Little for $100,000. Little continues to hold 30 percent of this merchandise at the end 
of 2012. Big maintains 40 percent ownership of Little throughout the period. 


Required 


Prepare all necessary journal entries for Big for the year of 2012. 


Part A 


a. 


Big Company accounts for its investment in Little Company at cost during 2010. Because Big held 
only 10 percent of the outstanding shares, significant influence was apparently not present. Because 
the stock is not actively traded, fair values are not available and the investment remains at cost. There- 
fore, the investor records only the $11,000 ($110,000 X 10%) received in dividends as income in the 
original financial reporting for that year. 

To make comparative reports consistent, a change to the equity method is recorded retrospectively. 
Therefore, when the ability to exert significant influence over the operations of Little is established 
on January 1, 2011, both Big’s 2010 and 2011 financial statements will reflect the equity method. 


Big first evaluates the initial purchase of Little’s stock to determine whether either goodwill or incre- 


mental asset values need to be reflected within the equity method procedures. 


Purchase of 10 Percent of Voting Stock on January 1, 2010 


RaVIMEMLD VAINVESTOlameres amore tare tate cy ty Ae aly nace: ct deter ale Anwar eh ay apres $70,000 
Percentage of book value acquired ($600,000 X 10%) .................... 60,000 
PEN MeIt IM GXCESS OF LOOK WANE oc ccceasoecs noon oucnoougnabubnooueeue 10,000 
Excess payment identified with specific assets: 

CUO (S1CO CWO 2< HOGG) sncecaccesaaasvoudnosuarasuenavopeds 10,000 
Excess payment not identified with specific assets—goodwill ................ =0= 


As shown here, the $10,000 excess payment was made to recognize the undervaluation of Little’s equip- 
ment. This asset had a useful life at that time of five years; thus, the investor records amortization ex- 
pense of $2,000 each year. 


A similar calculation must be carried out for Big’s second stock purchase: 


Purchase of 30 Percent of Voting Stock on January 1, 2011 


PAVIMeMtOViIMVOSTOM coy enter etre mci mercer et ory er bh nay Week rueona yet $264,000 
Percentage of book value” acquired ($700,000 X 30%) .................5. 210,000 
PAWAneint Ii BxCaSS OH NOOK WAI oo ccseotsneenaccdusonsuosnebogcuaueens 54,000 
Excess payment identified with specific assets: 

[=o (Uifolamelnnt (SINC SSO) cn beesacdesouassodeuoneeuoneeesudueue 24,000 
Excess payment not identified with specific assets—goodwill ................ $ 30,000 


*Little’s book value on January 1, 2011, is computed by adding the 2010 net income of $210,000 less dividends paid of $110,000 to the previous 
book value of $600,000. 
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In this second acquisition, $24,000 of the payment is attributable to the undervalued equipment with 
$30,000 assigned to goodwill. Because the equipment now has only a four-year remaining life, annual 
amortization of $6,000 is appropriate ($24,000/4). 

After the additional shares are acquired on January 1, 2011, Big’s financial records for 2010 must be 
retrospectively restated as if the equity method had been applied from the date of the initial investment. 


Financial Reporting—2010 


Equity in Investee Income (income statement) 


Incomeske Domed OY IH Ttlete ee een eenen tga coon aaa ae rae araar elton casi $210,000 
BigiStOWMens ilps me meter pate tree eter tomer ee err mn tr aa wer eye meeeRur ay ae —NO% 
AGGUaliiOr2.OlOme rere eerie se Heme eee Umi a rn on enon eh yny Senne $ 21,000 
Less: Equipment amortization (first purchase) ..................0.00. (2,000) 
Ero [UNISY? (inl IMSS INCOME —ANIO) anuccecercsuecasavuanaonscanasuaaa $ 19,000 
Investment in Little (balance sheet) 
COMMON ESCCUIIMON anna secudopnedeauneease bau pomnenewecd ews $ 70,000 
AO VO Cini tin) MESSE IMEC (EINONE) cc ce casa caeeasdeoocauounaus 19,000 
esse [Divitcleinels iexeativercl (G51 WO) S< O96) onc uaccsucnonncacuvaave (11,000) 
anesennvetane fink (ide EKO) ob oboe eden nope ane bunwd oun eueuneeee $ 78,000 


Financial Reporting—2011 


Equity in Investee Income (income statement) 


Imcomere ported tbyaLI ttle ge eae mca bee rey ee rca ee cea ee ee rr $250,000 
RICO wingonerreooccnnoated mana echMa moana haa een 40% 
Bigisshareron little sere ported Go ie mms ase nnee ara rr ar nna $100,000 

Less: Amortization expense: 

[EON omelet MSU QUIKENEISS)) oe ce ckecueuaucsdadessuddedecueuceaua (2,000) 

lo Uilovnneimit (Gexcolntel (OWES) .ocaconaasacacsueaonsndanonsanegeaes (6,000) 
= (UNA? Mn) WEES MMNGOMMNESLAO co cacnecdscutecagensavaesrcaseueans $ 92,000 
Investment in Little (balance sheet) 

Ook Wal WO (Glo) nn coe nwn we acanaeuennasoduananeasne $ 78,000 

COStOfe2 OlMRaGGUisitionipm eee amen ere ane re ane aie oh ewe ert! 264,000 

EON I IMWESIAS INCOME (GINOME) concn sacboecoacduvoseousebosoues 92,000 

Less: Dividends received ($100,000 X 40%) ...................00000. (40,000) 
lanesiinnreinne tint (end nce ooo bow bee Boe hoo pode ew wee $394,000 
Part B 


On July 1, 2012, Big receives a $48,000 cash dividend from Little (40% X $120,000). According to the 
equity method, receipt of this dividend reduces the carrying value of the investment account: 


GaSIaas, ese ee eee ge ee ern Rios nog nner oeen ey cucu eer aati owe emmeeats 48,000 
Investmentuimilittle:G@onnpamyareweae tienen ena 48,000 
To record receipt of 2012 dividend from investee. 


Big records no other journal entries in connection with this investment until the end of 2012. At that time, 
the annual accrual of income as well as the adjustment to record amortization is made (see Part A for com- 
putation of expense). The investee’s continuing income is reported separately from the extraordinary item. 


Innvcessidonvetane tiny liad) COM SBINY oocecasaanconcedpocouaeaanaananne 184,000 
Eq Uityaimelnvestee: ImGOmie sere te amare erent een eetern netren eens eee 160,000 
EqUEVOSIMEINY Geto On WMMESIES 2 ona ca cgonscseuovenaauauaouns 24,000 


To recognize reported income of investee based on a 40 percent 
ownership level of $400,000 operating income and $60,000 
extraordinary gain. 


[ero [UNRGY? Tanner IMICOMNNS sb ouweaa anaanaonebansunvonaaaddoanae 8,000 
Investimentuinilittles@om payaee es enee eee een ens ene 8,000 


To record annual amortization on excess payment made in relation 
to equipment ($2,000 from first purchase and $6,000 from second). 
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Big needs to make only one other equity entry during 2012. Intra-entity sales have occurred and Little 


continues to hold a portion of the inventory. Therefore, an unrealized profit exists that must be deferred. 
The gross profit rate from the sale was 20 percent ($20,000/$100,000). Because the investee still possesses 


$3 


0,000 of this merchandise, the related gross profit is $6,000 ($30,000 x 20%). However, Big owns 


only 40 percent of Little’s outstanding stock; thus, the unrealized intra-entity gross profit at year’s end is 


$2,400 ($6,000 X 40%). That amount must be deferred until Little consumes or sells the inventory to 
unrelated parties in subsequent years. 
[Ero (UTS? in) MNeSese) (ColaMeelN? oo ce rae cuseccecuducaceecdesusuanes 2,400 
trnvesitnnvetané itm) (lita (GermnoI as ocanenoneeaneaanensonaenns 2,400 


To defer unrealized gross profit on intra-entity sale. 


Questions 


10. 


11. 


12. 


13), 


14. 


15. 


16. 


. A company acquires a rather large investment in another corporation. What criteria determine 
whether the investor should apply the equity method of accounting to this investment? 

What indicates an investor’s ability to significantly influence the decision-making process of an 
investee? 

Why does the equity method record dividends received from an investee as a reduction in the in- 
vestment account, not as dividend income? 

Jones Company possesses a 25 percent interest in the outstanding voting shares of Sandridge Company. 
Under what circumstances might Jones decide that the equity method would not be appropriate to 
account for this investment? 

. Smith, Inc., has maintained an ownership interest in Watts Corporation for a number of years. This 
investment has been accounted for using the equity method. What transactions or events create 
changes in the Investment in Watts Corporation account being recorded by Smith? 

Although the equity method is a generally accepted accounting principle (GAAP), recognition of 
equity income has been criticized. What theoretical problems can opponents of the equity method 
identify? What managerial incentives exist that could influence a firm’s percentage ownership interest 
in another firm? 

Because of the acquisition of additional investee shares, an investor can choose to change from the fair- 
value method to the equity method. Which procedures are applied to effect this accounting change? 
Riggins Company accounts for its investment in Bostic Company using the equity method. During 
the past fiscal year, Bostic reported an extraordinary gain on its income statement. How would this 
extraordinary item affect the investor’s financial records? 

During the current year, Davis Company’s common stock suffers a permanent drop in market value. 
In the past, Davis has made a significant portion of its sales to one customer. This buyer recently 
announced its decision to make no further purchases from Davis Company, an action that led to the 
loss of market value. Hawkins, Inc., owns 35 percent of the outstanding shares of Davis, an invest- 
ment that is recorded according to the equity method. How would the loss in value affect this in- 
vestor’s financial reporting? 

Wilson Company acquired 40 percent of Andrews Company at a bargain price because of losses ex- 
pected to result from Andrews’s failure in marketing several new products. Wilson paid only $100,000, 
although Andrews’s corresponding book value was much higher. In the first year after acquisition, 
Andrews lost $300,000. In applying the equity method, how should Wilson account for this loss? 

In a stock acquisition accounted for by the equity method, a portion of the purchase price often is at- 
tributed to goodwill or to specific assets or liabilities. How are these amounts determined at acqui- 
sition? How are these amounts accounted for in subsequent periods? 

Princeton Company holds a 40 percent interest in the outstanding voting stock of Yale Company. On 
June 19 of the current year, Princeton sells part of this investment. What accounting should Princeton 
make on June 19? What accounting will Princeton make for the remainder of the current year? 


What is the difference between downstream and upstream sales? How does this difference impact 
application of the equity method? 

How is the unrealized gross profit on intra-entity sales calculated? What effect does an unrealized 
gross profit have on the recording of an investment if the equity method is applied? 

How are intra-entity transfers reported in an investee’s separate financial statements if the investor 
is using the equity method? 

What is the fair-value option for reporting equity method investments? How do the equity method 
and the fair-value option differ in recognizing income from an investee? 
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Problems 


LO3 


LO3, LO5 


. When an investor uses the equity method to account for investments in common stock, cash dividends 


received by the investor from the investee should be recorded as 

a. A deduction from the investor’s share of the investee’s profits. 

b. Dividend income. 

c. A deduction from the stockholders’ equity account, dividends to stockholders. 
d. A deduction from the investment account. 

(AICPA adapted) 


. Which of the following does not indicate an investor company’s ability to significantly influence an 


investee? 

a. Material intra-entity transactions. 

b. The investor owns 30 percent of the investee but another owner holds the remaining 70 percent. 
c. Interchange of personnel. 

d. Technological dependency. 


. Sisk Company has owned 10 percent of Maust, Inc., for the past several years. This ownership did 


not allow Sisk to have significant influence over Maust. Recently, Sisk acquired an additional 30 percent 
of Maust and now will use the equity method. How will the investor report this change? 


a. Accumulative effect of an accounting change is shown in the current income statement. 

b. No change is recorded; the equity method is used from the date of the new acquisition. 

c. A retrospective adjustment is made to restate all prior years presented using the equity method. 
d. Sisk has the option to choose the method to show this change. 


. Under the fair-value option, which of the following affects the income the investor recognizes from 


its ownership of the investee? 

a. The investee’s reported income adjusted for excess cost over book value amortizations. 
b. Changes in the fair value of the investor’s ownership shares of the investee. 

c. Intra-entity profits from upstream sales. 

d. Extraordinary items reported by the investee. 


. When an investor elects the fair-value option for a significant influence investment, cash dividends 


received by the investor from the investee should be recorded as 

a. A deduction from the investor’s share of the investee’s reported income. 

b. A deduction from the investment account. 

c. A reduction from accumulated other comprehensive income reported in stockholders’ equity. 
d. Dividend income. 


. On January 1, Puckett Company paid $1.6 million for 50,000 shares of Harrison’s voting common 


stock, which represents a 40 percent investment. No allocation to goodwill or other specific account 
was made. Significant influence over Harrison is achieved by this acquisition and so Puckett applies 
the equity method. Harrison distributed a dividend of $2 per share during the year and reported net 
income of $560,000. What is the balance in the Investment in Harrison account found in Puckett’s 
financial records as of December 31? 

a. $1,724,000. 

b. $1,784,000. 

c. $1,844,000. 

d. $1,884,000. 


. In January 2010, Wilkinson, Inc., acquired 20 percent of the outstanding common stock of Bremm, 


Inc., for $700,000. This investment gave Wilkinson the ability to exercise significant influence over 
Bremm. Bremm’s assets on that date were recorded at $3,900,000 with liabilities of $900,000. Any 
excess of cost over book value of the investment was attributed to a patent having a remaining useful 
life of 10 years. 

In 2010, Bremm reported net income of $170,000. In 2011, Bremm reported net income of 
$210,000. Dividends of $70,000 were paid in each of these two years. What is the equity method 
balance of Wilkinson’s Investment in Bremm, Inc., at December 31, 2011? 

a. $728,000. 
b. $748,000. 
c. $756,000. 
d. $776,000. 
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. Ace purchases 40 percent of Baskett Company on January 1 for $500,000. Although Ace did not use 


it, this acquisition gave Ace the ability to apply significant influence to Baskett’s operating and 
financing policies. Baskett reports assets on that date of $1,400,000 with liabilities of $500,000. One 
building with a seven-year life is undervalued on Baskett’s books by $140,000. Also, Baskett’s book 
value for its trademark (10-year life) is undervalued by $210,000. During the year, Baskett reports 
net income of $90,000 while paying dividends of $30,000. What is the Investment in Baskett Company 
balance (equity method) in Ace’s financial records as of December 31? 

a. $504,000. 

b. $507,600. 

c. $513,900. 

d. $516,000. 


. Goldman Company reports net income of $140,000 each year and pays an annual cash dividend of 


$50,000. The company holds net assets of $1,200,000 on January 1, 2010. On that date, Wallace pur- 
chases 40 percent of the outstanding stock for $600,000, which gives it the ability to significantly 
influence Goldman. At the purchase date, the excess of Wallace’s cost over its proportionate share of 
Goldman’s book value was assigned to goodwill. On December 31, 2012, what is the Investment in 
Goldman Company balance (equity method) in Wallace’s financial records? 


a. $600,000. 
b. $660,000. 
c. $690,000. 
d. $708,000. 


Perez, Inc., applies the equity method for its 25 percent investment in Senior, Inc. During 2011, 
Perez sold goods with a 40 percent gross profit to Senior. Senior sold all of these goods in 2011. 
How should Perez report the effect of the intra-entity sale on its 2011 income statement? 


a. Sales and cost of goods sold should be reduced by the amount of intra-entity sales. 
b. Sales and cost of goods sold should be reduced by 25 percent of the amount of intra-entity sales. 


c. Investment income should be reduced by 25 percent of the gross profit on the amount of intra- 
entity sales. 


d. No adjustment is necessary. 

Panner, Inc., owns 30 percent of Watkins and applies the equity method. During the current year, 
Panner buys inventory costing $54,000 and then sells it to Watkins for $90,000. At the end of the 
year, Watkins still holds only $20,000 of merchandise. What amount of unrealized gross profit must 
Panner defer in reporting this investment using the equity method? 

a. $2,400. 

b. $4,800. 

c. $8,000. 

d. $10,800. 

Alex, Inc., buys 40 percent of Steinbart Company on January 1, 2010, for $530,000. The equity 
method of accounting is to be used. Steinbart’s net assets on that date were $1.2 million. Any excess 
of cost over book value is attributable to a trade name with a 20-year remaining life. Steinbart 
immediately begins supplying inventory to Alex as follows: 


Amount Held by Alex 


at Year-End 
Year Cost to Steinbart Transfer Price (at Transfer Price) 
2010 $70,000 $100,000 $25,000 
2011 96,000 150,000 45,000 


Inventory held at the end of one year by Alex is sold at the beginning of the next. 
Steinbart reports net income of $80,000 in 2010 and $110,000 in 2011 while paying $30,000 in 
dividends each year. What is the equity income in Steinbart to be reported by Alex in 2011? 


a. $34,050. 
b. $38,020. 
c. $46,230. 
d. $51,450. 
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On January 3, 2011, Haskins Corporation acquired 40 percent of the outstanding common stock of 
Clem Company for $990,000. This acquisition gave Haskins the ability to exercise significant in- 
fluence over the investee. The book value of the acquired shares was $790,000. Any excess cost over 
the underlying book value was assigned to a patent that was undervalued on Clem’s balance sheet. 
This patent has a remaining useful life of 10 years. For the year ended December 31, 2011, Clem 
reported net income of $260,000 and paid cash dividends of $80,000. At December 31, 2011, what 
should Haskins report as its investment in Clem under the equity method? 
On January 1, 2010, Alison, Inc., paid $60,000 for a 40 percent interest in Holister Corporation’s 
common stock. This investee had assets with a book value of $200,000 and liabilities of $75,000. A 
patent held by Holister having a $5,000 book value was actually worth $20,000. This patent had a 
six-year remaining life. Any further excess cost associated with this acquisition was attributed to 
goodwill. During 2010, Holister earned income of $30,000 and paid dividends of $10,000. In 2011, 
it had income of $50,000 and dividends of $15,000. During 2011, the fair value of Allison’s invest- 
ment in Holister had risen from $68,000 to $75,000. 
a. Assuming Alison uses the equity method, what balance should appear in the Investment in Holister 
account as of December 31, 2011? 
b. Assuming Alison uses the fair-value option, what income from the investment in Holister should 
be reported for 2011? 


. On January 1, 2011, Ruark Corporation acquired a 40 percent interest in Batson, Inc., for $210,000. 


On that date, Batson’s balance sheet disclosed net assets of $360,000. During 2011, Batson reported 
net income of $80,000 and paid cash dividends of $25,000. Ruark sold inventory costing $30,000 to 
Batson during 2011 for $40,000. Batson used all of this merchandise in its operations during 2011. 
Prepare all of Ruark’s 2011 journal entries to apply the equity method to this investment. 
Waters, Inc., acquired 10 percent of Denton Corporation on January 1, 2010, for $210,000 although 
Denton’s book value on that date was $1,700,000. Denton held land that was undervalued by $100,000 
on its accounting records. During 2010, Denton earned a net income of $240,000 while paying cash 
dividends of $90,000. On January 1, 2011, Waters purchased an additional 30 percent of Denton for 
$600,000. Denton’s land is still undervalued on that date, but then by $120,000. Any additional excess 
cost was attributable to a trademark with a 10-year life for the first purchase and a 9-year life for the 
second. The initial 10 percent investment had been maintained at cost because fair values were not 
readily available. The equity method will now be applied. During 2011, Denton reported income of 
$300,000 and distributed dividends of $110,000. Prepare all of the 2011 journal entries for Waters. 
Tiberand, Inc., sold $150,000 in inventory to Schilling Company during 2010 for $225,000. 
Schilling resold $105,000 of this merchandise in 2010 with the remainder to be disposed of during 
2011. Assuming that Tiberand owns 25 percent of Schilling and applies the equity method, what 
journal entry is recorded at the end of 2010 to defer the unrealized gross profit? 
Hager holds 30 percent of the outstanding shares of Jenkins and appropriately applies the equity 
method of accounting. Excess cost amortization (related to a patent) associated with this investment 
amounts to $9,000 per year. For 2010, Jenkins reported earnings of $80,000 and pays cash dividends 
of $30,000. During that year, Jenkins acquired inventory for $50,000, which it then sold to Hager for 
$80,000. At the end of 2010, Hager continued to hold merchandise with a transfer price of $40,000. 
a. What Equity in Investee Income should Hager report for 2010? 
b. How will the intra-entity transfer affect Hager’s reporting in 2011? 
c. If Hager had sold the inventory to Jenkins, how would the answers to (a) and (b) have changed? 
On January 1, 2009, Monroe, Inc., purchased 10,000 shares of Brown Company for $250,000, giv- 
ing Monroe 10 percent ownership of Brown. On January 1, 2010, Monroe purchased an additional 
20,000 shares (20 percent) for $590,000. This latest purchase gave Monroe the ability to apply sig- 
nificant influence over Brown. The original 10 percent investment was categorized as an available- 
for-sale security. Any excess of cost over book value acquired for either investment was attributed 
solely to goodwill. 

Brown reports net income and dividends as follows. These amounts are assumed to have occurred 
evenly throughout these years. 


Cash Dividends 


Net Income (paid quarterly) 
2009 $350,000 $100,000 
2010 480,000 110,000 


2011 500,000 120,000 
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On July 1, 2011, Monroe sells 2,000 shares of this investment for $46 per share, thus reducing 
its interest from 30 to 28 percent. However, the company retains the ability to significantly influence 
Brown. Using the equity method, what amounts appear in Monroe’s 2011 income statement? 
Collins, Inc., purchased 10 percent of Merton Corporation on January 1, 2010, for $345,000 and 
classified the investment as an available-for-sale security. Collins acquires an additional 15 percent 
of Merton on January 1, 2011, for $580,000. The equity method of accounting is now appropriate 
for this investment. No intra-entity sales have occurred. 

a. How does Collins initially determine the income to be reported in 2010 in connection with its 
ownership of Merton? 

b. What factors should have influenced Collins in its decision to apply the equity method in 2011? 
What factors could have prevented Collins from adopting the equity method after this second 
purchase? 

d. What is the objective of the equity method of accounting? 

e. What criticisms have been leveled at the equity method? 

f Incomparative statements for 2010 and 2011, how would Collins determine the income to be 
reported in 2010 in connection with its ownership of Merton? Why is this accounting appropriate? 

g. How is the allocation of Collins’s acquisition made? 

h. If Merton pays a cash dividend, what impact does it have on Collins’s financial records under the 
equity method? Why is this accounting appropriate? 

i. On financial statements for 2011, what amounts are included in Collins’s Investment in Merton 
account? What amounts are included in Collins’s Equity in Income of Merton account? 


Parrot Corporation holds a 42 percent ownership of Sunrise, Inc. The equity method is being ap- 

plied. Parrot assigned the entire original excess purchase price over book value to goodwill. During 

2010, the two companies made intra-entity inventory transfers. A portion of this merchandise was 

not resold until 2011. During 2011, additional transfers were made. 

a. What is the difference between upstream transfers and downstream transfers? 

b. How does the direction of an intra-entity transfer (upstream versus downstream) affect the ap- 
plication of the equity method? 

c. How is the intra-entity unrealized gross profit computed in applying the equity method? 

d. How should Parrot compute the amount of equity income to be recognized in 2010? What entry 
is made to record this income? 

e. How should Parrot compute the amount of equity income to be recognized in 2011? 

f. Ifnone of the transferred inventory had remained at the end of 2010, how would these transfers 
have affected the application of the equity method? 

g. How do these intra-entity transfers affect Sunrise’s financial reporting? 

Several years ago, Einstein, Inc., bought 40 percent of the outstanding voting stock of Brooks Com- 

pany. The equity method is appropriately applied. On August 1 of the current year, Einstein sold a 

portion of these shares. 

a. How does Einstein compute the book value of this investment on August | to determine its gain 
or loss on the sale? 

b. How should Einstein account for this investment after August 1? 
If Einstein retains only a 2 percent interest in Brooks so that it holds virtually no influence over 
Brooks, what figures appear in the investor’s income statement for the current year? 

d. If Einstein retains only a 2 percent interest in Brooks so that virtually no influence is held, does 
the investor have to retroactively adjust any previously reported figures? 

Russell owns 30 percent of the outstanding stock of Thacker and has the ability to significantly in- 

fluence the investee’s operations and decision making. On January 1, 2011, the balance in the Invest- 

ment in Thacker account is $335,000. Amortization associated with this acquisition is $9,000 per 

year. In 2011, Thacker earns an income of $90,000 and pays cash dividends of $30,000. Previously, 

in 2010, Thacker had sold inventory costing $24,000 to Russell for $40,000. Russell consumed all 

but 25 percent of this merchandise during 2010 and used the rest during 2011. Thacker sold addi- 

tional inventory costing $28,000 to Russell for $50,000 in 2011. Russell did not consume 40 percent 

of these 2011 purchases from Thacker until 2012. 

a. What amount of equity method income would Russell recognize in 2011 from its ownership in- 
terest in Thacker? 

b. What is the equity method balance in the Investment in Thacker account at the end of 2011? 
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On January 1, 2010, Allan acquires 15 percent of Bellevue’s outstanding common stock for $62,000. 

Allan classifies the investment as an available-for-sale security and records any unrealized holding 

gains or losses directly in owners’ equity. On January 1, 2011, Allan buys an additional 10 percent of 

Bellevue for $43,800, providing Allan the ability to significantly influence Bellevue’s decisions. 
During the next two years, the following information is available for Bellevue: 


Common Stock 


Income Dividends Fair Value (12/31) 
2010 $ 80,000 $30,000 $438,000 
2011 100,000 40,000 468,000 


In each purchase, Allan attributes any excess of cost over book value to Bellevue’s franchise agree- 
ments that had a remaining life of 10 years at January 1, 2010. Also at January 1, Bellevue reports a 
net book value of $280,000. 

a. Assume Allan applies the equity method to its Investment in Bellevue account: 

1. On Allan’s December 31, 2011, balance sheet, what amount is reported for the Investment in 

Bellevue account? 

2. What amount of equity income should Allan report for 2011? 

3. Prepare the January 1, 2011, journal entry to retrospectively adjust the Investment in Bellevue 

account to the equity method. 

b. Assume Allan elects the fair-value reporting option for its investment in Bellevue: 

1. On Allan’s December 31, 2011, balance sheet, what amount is reported for the Investment in 

Bellevue account? 

2. What amount of income from its investment in Bellevue should Allan report for 2011? 
Anderson acquires 10 percent of the outstanding voting shares of Barringer on January 1, 2009, for 
$92,000 and categorizes the investment as an available-for-sale security. An additional 20 percent of 
the stock is purchased on January 1, 2010, for $210,000, which gives Anderson the ability to signif- 
icantly influence Barringer. Barringer has a book value of $800,000 at January 1, 2009, and records 
net income of $180,000 for that year. Barringer paid dividends of $80,000 during 2009. The book 
values of Barringer’s asset and liability accounts are considered as equal to fair values except for a 
copyright whose value accounted for Anderson’s excess cost in each purchase. The copyright had a 
remaining life of 16 years at January 1, 2009. 

Barringer reported $210,000 of net income during 2010 and $230,000 in 2011. Dividends of 
$100,000 are paid in each of these years. Anderson uses the equity method. 

a. On comparative income statements issued in 2011 by Anderson for 2009 and 2010, 
what amounts of income would be reported in connection with the company’s investment in 
Barringer? 

b. If Anderson sells its entire investment in Barringer on January 1, 2012, for $400,000 cash, what 
is the impact on Anderson’s income? 

c. Assume that Anderson sells inventory to Barringer during 2010 and 2011 as follows: 


Cost to Price to Year-End Balance 
Year Anderson Barringer (at Transfer Price) 
2010 $35,000 $50,000 $20,000 (sold in following year) 
2011 33,000 60,000 40,000 (sold in following year) 


What amount of equity income should Anderson recognize for the year 2011? 


Smith purchased 5 percent of Barker’s outstanding stock on October 1, 2009, for $7,475 and ac- 
quired an additional 10 percent of Barker for $14,900 on July 1, 2010. Both of these purchases were 
accounted for as available-for-sale investments. Smith purchases a final 20 percent on December 31, 
2011, for $34,200. With this final acquisition, Smith achieves the ability to significantly influence 
Barker’s decision-making process and employs the equity method. 

Barker has a book value of $100,000 as of January 1, 2009. Information follows concerning 
the operations of this company for the 2009-2011 period. Assume that all income was earned 
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uniformly in each year. Assume also that one-fourth of the total annual dividends are paid at the end 
of each calendar quarter. 


Year Reported Income Dividends 
2009 $20,000 $ 8,000 
2010 30,000 16,000 
2011 24,000 9,000 


On Barker’s financial records, the book values of all assets and liabilities are the same as their fair 
values. Any excess cost from either purchase relates to identifiable intangible assets. For each pur- 
chase, the excess cost is amortized over 15 years. Amortization for a portion of a year should be 
based on months. 


a. On comparative income statements issued in 2012 for the years of 2009, 2010, and 2011, what 
would Smith report as its income derived from this investment in Barker? 


b. Ona balance sheet as of December 31, 2011, what should Smith report as investment in Barker? 


Hobson acquires 40 percent of the outstanding voting stock of Stokes Company on January 1, 2010, 
for $210,000 in cash. The book value of Stokes’s net assets on that date was $400,000, although one 
of the company’s buildings, with a $60,000 carrying value, was actually worth $100,000. This build- 
ing had a 10-year remaining life. Stokes owned a royalty agreement with a 20-year remaining life 
that was undervalued by $85,000. 

Stokes sold inventory with an original cost of $60,000 to Hobson during 2010 at a price of 
$90,000. Hobson still held $15,000 (transfer price) of this amount in inventory as of December 31, 
2010. These goods are to be sold to outside parties during 2011. 

Stokes reported a loss of $60,000 for 2010, $40,000 from continuing operations and $20,000 
from an extraordinary loss. The company still manages to pay a $10,000 cash dividend during 
the year. 

During 2011, Stokes reported a $40,000 net income and distributed a cash dividend of $12,000. 
It made additional inventory sales of $80,000 to Hobson during the period. The original cost of the 
merchandise was $50,000. All but 30 percent of this inventory had been resold to outside parties by 
the end of the 2011 fiscal year. 

Prepare all journal entries for Hobson for 2010 and 2011 in connection with this investment. As- 
sume that the equity method is applied. 


Penston Company owns 40 percent (40,000 shares) of Scranton, Inc., which it purchased several 
years ago for $182,000. Since the date of acquisition, the equity method has been properly applied, 
and the book value of the investment account as of January 1, 2011, is $248,000. Excess patent cost 
amortization of $12,000 is still being recognized each year. During 2011, Scranton reports net in- 
come of $200,000, $320,000 in operating income earned evenly throughout the year, and a $120,000 
extraordinary loss incurred on October 1. No dividends were paid during the year. Penston sold 
8,000 shares of Scranton on August 1, 2011, for $94,000 in cash. However, Penston retains the abil- 
ity to significantly influence the investee. 

During the last quarter of 2010, Penston sold $50,000 in inventory (which it had originally pur- 
chased for only $30,000) to Scranton. At the end of that fiscal year, Scranton’s inventory retained 
$9,000 (at sales price) of this merchandise, which was subsequently sold in the first quarter of 2011. 

On Penston’s financial statements for the year ended December 31, 2011, what income effects 
would be reported from its ownership in Scranton? 


On July 1, 2009, Gibson Company acquired 75,000 of the outstanding shares of Miller Company for 
$12 per share. This acquisition gave Gibson a 35 percent ownership of Miller and allowed Gibson to 
significantly influence the investee’s decisions. 

As of July 1, 2009, the investee had assets with a book value of $2 million and liabilities of 
$400,000. At the time, Miller held equipment appraised at $150,000 above book value; it was con- 
sidered to have a seven-year remaining life with no salvage value. Miller also held a copyright with 
a five-year remaining life on its books that was undervalued by $650,000. Any remaining excess cost 
was attributable to goodwill. Depreciation and amortization are computed using the straight-line 
method. Gibson applies the equity method for its investment in Miller. 

Miller’s policy is to pay a $1 per share cash dividend every April 1 and October 1. Miller’s in- 
come, earned evenly throughout each year, was $550,000 in 2009, $575,000 in 2010, and $620,000 
in 2011. 
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In addition, Gibson sold inventory costing $90,000 to Miller for $150,000 during 2010. Miller 
resold $80,000 of this inventory during 2010 and the remaining $70,000 during 2011. 

a. Prepare a schedule computing the equity income to be recognized by Gibson during each of 
these years. 
b. Compute Gibson’s investment in Miller Company’s balance as of December 31, 2011. 

30. On January 1, 2009, Plano Company acquired 8 percent (16,000 shares) of the outstanding voting 
shares of the Sumter Company for $192,000, an amount equal to Sumter’s underlying book and fair 
value. Sumter pays a cash dividend to its stockholders each year of $100,000 on September 15. 
Sumter reported net income of $300,000 in 2009, $360,000 in 2010, $400,000 in 2011, and 
$380,000 in 2012. Each income figure can be assumed to have been earned evenly throughout its re- 
spective year. In addition, the fair value of these 16,000 shares was indeterminate, and therefore the 
investment account remained at cost. 

On January 1, 2011, Plano purchased an additional 32 percent (64,000 shares) of Sumter for 
$965,750 in cash and began to use the equity method. This price represented a $50,550 payment in 
excess of the book value of Sumter’s underlying net assets. Plano was willing to make this extra pay- 
ment because of a recently developed patent held by Sumter with a 15-year remaining life. All other 
assets were considered appropriately valued on Sumter’s books. 

On July 1, 2012, Plano sold 10 percent (20,000 shares) of Sumter’s outstanding shares for 
$425,000 in cash. Although it sold this interest, Plano maintained the ability to significantly influ- 
ence Sumter’s decision-making process. Assume that Plano uses a weighted average costing system. 

Prepare the journal entries for Plano for the years of 2009 through 2012. 

31. On January 1, 2010, Stream Company acquired 30 percent of the outstanding voting shares of 
Q-Video, Inc., for $770,000. Q- Video manufactures specialty cables for computer monitors. On that 
date, Q-Video reported assets and liabilities with book values of $1.9 million and $700,000, respec- 
tively. A customer list compiled by Q-Video had an appraised value of $300,000, although it was not 
recorded on its books. The expected remaining life of the customer list was five years with a 
straight-line depreciation deemed appropriate. Any remaining excess cost was not identifiable with 
any particular asset and thus was considered goodwill. 

Q-Video generated net income of $250,000 in 2010 and a net loss of $100,000 in 2011. In each 
of these two years, Q-Video paid a cash dividend of $15,000 to its stockholders. 

During 2010, Q-Video sold inventory that had an original cost of $100,000 to Stream for 
$160,000. Of this balance, $80,000 was resold to outsiders during 2010, and the remainder was sold 
during 2011. In 2011, Q-Video sold inventory to Stream for $175,000. This inventory had cost only 
$140,000. Stream resold $100,000 of the inventory during 2011 and the rest during 2012. 

For 2010 and then for 2011, compute the amount that Stream should report as income from its 
investment in Q-Video in its external financial statements under the equity method. 
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EXCEL CASE 1 


PA On January 1, 2011, Acme Co. is considering purchasing a 40 percent ownership interest in PHC Co., 

Skills a privately held enterprise, for $700,000. PHC predicts its profit will be $185,000 in 2011, projects a 
10 percent annual increase in profits in each of the next four years, and expects to pay a steady annual 
dividend of $30,000 for the foreseeable future. Because PHC has on its books a patent that is undervalued 
by $375,000, Acme realizes that it will have an additional amortization expense of $15,000 per year over 
the next 10 years—the patent’s estimated useful life. All of PHC’s other assets and liabilities have book 
values that approximate market values. Acme uses the equity method for its investment in PHC. 


Required 

1. Using an Excel spreadsheet, set the following values in cells: 
e Acme’s cost of investment in PHC. 
e Percentage acquired. 
e First-year PHC reported income. 
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¢ Projected growth rate in income. 
e PHC annual dividends. 
e Annual excess patent amortization. 

2. Referring to the values in (1), prepare the following schedules using columns for the years 2011 
through 2015. 
¢ Acme’s equity in PHC earnings with rows showing these: 

e Acme’s share of PHC reported income. 
e Amortization expense. 
¢ Acme’s equity in PHC earnings. 
e Acme’s Investment in PHC balance with rows showing the following: 
¢ Beginning balance. 
e Equity earnings. 
e Dividends. 
e Ending balance. 
e Return on beginning investment balance = Equity earnings/Beginning investment balance in each 
year. 

3. Given the preceding values, compute the average of the projected returns on beginning investment 
balances for the first five years of Acme’s investment in PHC. What is the maximum Acme can 
pay for PHC if it wishes to earn at least a 10 percent average return on beginning investment balance? 
(Hint: Under Excel’s Tools menu, use the Solver or Goal Seek capability to produce a 10 percent 
average return on beginning investment balance by changing the cell that contains Acme’s cost 
of investment in PHC. Excel’s Solver should produce an exact answer while Goal Seek should 
produce a close approximation. You may need to first add in the Solver capability under Excel’s 
Tools menu.) 


On January 1, Intergen, Inc., invests $200,000 for a 40 percent interest in Ryan, a new joint venture with 
two other partners each investing $150,000 for 30 percent interests. Intergen plans to sell all of its pro- 
duction to Ryan, which will resell the inventory to retail outlets. The equity partners agree that Ryan will 
buy inventory only from Intergen. Also, Intergen plans to use the equity method for financial reporting. 

During the year, Intergen expects to incur costs of $850,000 to produce goods with a final retail mar- 
ket value of $1,200,000. Ryan projects that, during this year, it will resell three-fourths of these goods 
for $900,000. It should sell the remainder in the following year. 

The equity partners plan a meeting to set the price Intergen will charge Ryan for its production. One 
partner suggests a transfer price of $1,025,000 but is unsure whether it will result in an equitable return 
across the equity holders. Importantly, Intergen agrees that its total rate of return (including its own 
operations and its investment in Ryan) should be equal to that of the other investors’ return on their 
investments in Ryan. All agree that Intergen’s value including its investment in Ryan is $1,000,000. 


Required 
1. Create an Excel spreadsheet analysis showing the following: 
¢ Projected income statements for Intergen and Ryan. Formulate the statements to do the following: 
¢ Link Ryan’s cost of goods sold to Intergen’s sales (use a starting value of $1,025,000 for In- 
tergen’s sales). 
e Link Intergen’s equity in Ryan’s earnings to Ryan’s net income (adjusted for Intergen’s gross 
profit rate X Ryan’s ending inventory X 40 percent ownership percentage). 
¢ Be able to change Intergen’s sales and see the effects throughout the income statements of 
Ryan and Intergen. Note that the cost of goods sold for Intergen is fixed. 
e The rate of return for the two 30 percent equity partners on their investment in Ryan. 
¢ The total rate of return for Intergen based on its $1,000,000 value. 
2. What transfer price will provide an equal rate of return for each of the investors in the first year 
of operation? (Hint: Under Excel’s Tools menu, use the Goal Seek or Solver capability to produce 
a zero difference in rates of return across the equity partners by changing the cell that contains 
Intergen’s sales.) 
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ANALYSIS CASE 
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Refer to the Web sites www.cokecce.com and www.coca-cola.com. 


Required 
Address the following: 


1. How does The Coca-Cola Company account for its investment in Coca-Cola Enterprises, Inc. (CCE)? 
What are the accounting implications of the method Coca-Cola uses? 


2. What criterion does Coca-Cola use to choose the method of accounting for its investment in CCE? 
3. Describe the relationship between Coca-Cola and CCE. 


4. Calculate the debt-to-equity ratios in the most recent two years for both Coca-Cola and CCE. Does 
Coca-Cola have the ability to influence CCE’s debt levels? 

5. How are Coca-Cola’s financials affected by its relationship with CCE? In general, how would Coca- 
Cola’s financials change if it consolidated CCE? 


RESEARCH AND ANALYSIS CASE—IMPAIRMENT 


ore. 


Wolf Pack Transport Co. has a 25 percent equity investment in Maggie Valley Depot (MVD), Inc., which 
owns and operates a warehousing facility used for the collection and redistribution of various consumer 
goods. Wolf Pack paid $1,685,000 for MVD several years ago, including a $300,000 allocation for good- 
will as the only excess cost over book value acquired. Wolf Pack Transport has since appropriately ap- 
plied the equity method to account for the investment in its internal and external financial reports. In its 
most recent balance sheet, because of recognized profits in excess of dividends since the acquisition, 
Wolf Pack reported a $2,350,000 amount for its Investment in Maggie Valley Depot, Inc., account. 

However, competition in the transit warehousing industry has increased in the past 12 months. In the same 
area as the MVD facility, a competitor company opened two additional warehouses that are much more con- 
veniently located near a major interstate highway. MVD’s revenues declined 30 percent as customers shifted 
their business to the competitor’s facilities and the prices for warehouse services declined. The market value 
of Wolf Pack’s stock ownership in MVD fell to $1,700,000 from a high last year of $2,500,000. MVD’s man- 
agement is currently debating ways to respond to these events but has yet to formulate a firm plan. 


Required 


1. What guidance does the FASB ASC provide for equity method investment losses in value? 


2. Should Wolf Pack recognize the decline in the value of its holdings in MVD in its current year 
financial statements? 


3. Should Wolf Pack test for impairment of the value it had initially assigned to goodwill? 


RESEARCH CASE—MINORITY SHAREHOLDER RIGHTS 


Ore 


Consolidated financial reporting is appropriate when one entity has a controlling financial interest in 
another entity. The usual condition for a controlling financial interest is ownership of a majority voting 
interest. But in some circumstances, control does not rest with the majority owner—especially when 
minority owners are contractually provided with approval or veto rights that can restrict the actions of the 
majority owner. In these cases, the majority owner employs the equity method rather than consolidation. 


Required 

Address the following by searching the FASB ASC Topic 810 on consolidation. 

1. What are protective minority rights? 

2. What are substantive participating minority rights? 

3. What minority rights overcome the presumption that all majority-owned investees should be consolidated? 
4 


. Zee Company buys 60 percent of the voting stock of Bee Company with the remaining 40 percent mi- 
nority interest held by Bee’s former owners, who negotiated the following minority rights: 


e Any new debt above $1,000,000 must be approved by the 40 percent minority shareholders. 


e Any dividends or other cash distributions to owners in excess of customary historical amounts 
must be approved by the 40 percent minority shareholders. 


According to the FASB ASC, what are the issues in determining whether Zee should consolidate Bee or 
report its investment in Bee under the equity method? 


Consolidation 
of Financial 
Information 


Financial statements published and distributed to owners, creditors, and 
other interested parties appear to report the operations and financial 
position of a single company. In reality, these statements frequently rep- 
resent a number of separate organizations tied together through com- 
mon control (a business combination). When financial statements 
represent more than one corporation, we refer to them as consolidated 
financial statements. 

Consolidated financial statements are typical in today’s business 
world. Most major organizations, and many smaller ones, hold control 
over an array of organizations. For example, from 2000 through 2009, 
Cisco Systems, Inc., reported more than 60 business acquisitions that 
now are consolidated in its financial reports. PepsiCo, Inc., as another ex- 
ample, annually consolidates data from a multitude of companies into a 
single set of financial statements. By gaining control over these compa- 
nies (often known as subsidiaries)—which include among others Pepsi- 
Cola Company, Tropicana Products, and Frito-Lay—PepsiCo (the parent) 
forms a single business combination and single reporting entity. 

The consolidation of financial information as exemplified by Cisco 
Systems and PepsiCo is one of the most complex procedures in all of ac- 
counting. Comprehending this process completely requires understand- 
ing the theoretical logic that underlies the creation of a business 
combination. Furthermore, a variety of procedural steps must be mas- 
tered to ensure that proper accounting is achieved for this single re- 
porting entity. The following coverage introduces both of these aspects 
of the consolidation process. 

The FASB Accounting Standards Codification (ASC) contains the current 
accounting standards for business combinations under the following topics: 


e Business Combinations (Topic 805). 


* Consolidation (Topic 810). 


Parent 
Business 
combination 
Subsidiary 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 


LO2 


LO3 


LO4 


LO5 


LO6 


LO7 


LO8 


LO9 


Discuss the motives for busi- 
ness combinations. 


Recognize when consolida- 
tion of financial information 
into a single set of state- 
ments is necessary. 


Define the term business 
combination and differenti- 
ate across various forms of 
business combinations. 


Describe the valuation 
principles of the acquisition 
method. 


Determine the total fair 
value of the consideration 
transferred for an acquisition 
and allocate that fair value to 
specific subsidiary assets ac- 
quired (including goodwill), 
and liabilities assumed, or a 
gain on bargain purchase. 


Prepare the journal entry to 
consolidate the accounts of 
a subsidiary if dissolution 
takes place. 


Prepare a worksheet to con- 
solidate the accounts of two 
companies that form a busi- 
ness combination if dissolu- 

tion does not take place. 


Describe the two criteria for 
recognizing intangible assets 
apart from goodwill in a 
business combination. 


Identify the general charac- 
teristics of the purchase 
method and the general 
characteristics of a pooling 
of interests. Also recognize 
that although the pooling 
of interests and purchase 
methods are no longer ap- 
plicable for new business 
combinations their financial 
reporting effects will be evi- 
dent for decades to come. 
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The Business Combinations topic provides guidance on the accounting and reporting for 
business combinations using the acquisition method. The acquisition method embraces a 
fair value measurement attribute. Adoption of this attribute reflects the FASB’s increasing 
emphasis on fair value for measuring and assessing business activity. In the past, financial 
reporting standards embraced the cost principle to measure and report the financial 
effects of business combinations. This fundamental change from a cost-based to a fair- 
value model has transformed the way we account for and report business combinations 
in our society. 

The Consolidation topic provides guidance on circumstances that require a firm to pre- 
pare consolidated financial reports and various other related reporting issues. Basically, 
consolidated financial reports must be prepared whenever one firm has a controlling 
financial interest in another. Although ownership of a majority voting interest is the usual 
condition for a controlling financial interest, the power to control may also exist with a 
lesser percentage of ownership through governance contracts, leases, or agreement with 
other stockholders." 

In this chapter, we first present expansion through corporate takeovers and present an 
overview of the consolidation process. Then we present the specifics of the acquisition 
method of accounting for business combinations where the acquirer obtains complete 
ownership of another firm. Later, beginning in Chapter 4, we introduce coverage of 
acquisitions with less than complete ownership. 

Financial reporting for business combinations has experienced many changes over the 
past decade. Prior to the acquisition method requirement, accounting standards allowed 
either the purchase method or the earlier pooling of interests method of accounting for 
business combinations. Neither of these methods is now permitted for reporting the for- 
mation of new business combinations. However, because of the prospective application of 
the acquisition method beginning in 2009, legacy effects of these methods remain in 
many of today’s financial statements. Therefore, at the end of this chapter we present 
coverage of the purchase and pooling of interests methods. 


EXPANSION THROUGH CORPORATE TAKEOVERS 


LO1 


Discuss the motives for business 
combinations. 


Reasons for Firms to Combine 


A frequent economic phenomenon is the combining of two or more businesses into a single 
entity under common management and owner control. During recent decades, the United 
States and the rest of the world have experienced an enormous number of corporate mergers 
and takeovers, transactions in which one company gains control over another. According to 
Thomson Financial, the number of mergers and acquisitions globally in 2008 exceeded 
39,597 with a total value of more than $2.9 trillion. Of these deals more than $1.5 trillion in- 
volved a U.S. firm. As indicated by Exhibit 2.1, the magnitude of recent combinations con- 
tinues to be large. 

As with any other economic activity, business combinations can be part of an overall man- 
agerial strategy to maximize shareholder value. Shareholders—the owners of the firm—hire 
managers to direct resources so that the firm’s value grows over time. In this way, owners 
receive a return on their investment. Successful firms receive substantial benefits through 
enhanced share value. Importantly, the managers of successful firms also receive substantial 
benefits in salaries, especially if their compensation contracts are partly based on stock mar- 
ket performance of the firm’s shares. 


| We discuss entities controlled through contractual means (known as variable interest entities) in Chapter 6. 


EXHIBIT 2.1 


Recent Notable Business 


Combinations 
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Acquirer Target Deal Value (in billions) 
Pfizer Wyeth $67.3 
InBev Anheuser-Busch 52.0 
Merck Schering-Plough 41.1 
Bank of America Merrill Lynch 29.1 
Verizon Wireless Alltel 28.1 
Mars Wm. Wrigley, Jr. 23). p2 
Oracle Sun Microsystems 74 
Delta Airlines Northwest Airlines 34 
EMC Data Domain 2.4 
Abbott Laboratories Advanced Medical Optics 1.4 


If the goal of business activity is to maximize the firm’s value, in what ways do business 
combinations help achieve that goal? Clearly, the business community is moving rapidly 
toward business combinations as a strategy for growth and competitiveness. Size and scale are 
obviously becoming critical as firms compete in today’s markets. If large firms can be more ef- 
ficient in delivering goods and services, they gain a competitive advantage and become more 
profitable for the owners. Increases in scale can produce larger profits from enhanced sales 
volume despite smaller (more competitive) profit margins. For example, if a combination can 
integrate successive stages of production and distribution of products, coordinating raw mater- 
ial purchases, manufacturing, and delivery can result in substantial savings. As an example, 
Ford Motor Co.’s acquisition of Hertz Rental (one of its largest customers) enabled Ford not 
only to ensure demand for its cars but also to closely coordinate production with the need for 
new rental cars. Other cost savings resulting from elimination of duplicate efforts, such as data 
processing and marketing, can make a single entity more profitable than the separate parent and 
subsidiary had been in the past. 

Although no two business combinations are exactly alike, many share one or more of the 
following characteristics that potentially enhance profitability: 


¢ Vertical integration of one firm’s output and another firm’s distribution or further processing. 
¢ Cost savings through elimination of duplicate facilities and staff. 

* Quick entry for new and existing products into domestic and foreign markets. 

¢ Economies of scale allowing greater efficiency and negotiating power. 


¢ The ability to access financing at more attractive rates. As firm size increases, negotiating 
power with financial institutions can increase also. 


¢ Diversification of business risk. 


Business combinations also occur because many firms seek the continuous expansion of 
their organizations, often into diversified areas. Acquiring control over a vast network of dif- 
ferent businesses has been a strategy utilized by a number of companies (sometimes known as 
conglomerates) for decades. Entry into new industries is immediately available to the parent 
without having to construct facilities, develop products, train management, or create market 
recognition. Many corporations have successfully employed this strategy to produce huge, 
highly profitable organizations. Unfortunately, others have discovered that the task of manag- 
ing a widely diverse group of businesses can be a costly learning experience. Even combina- 
tions that purportedly take advantage of operating synergies and cost savings often fail if the 
integration is not managed carefully.” 

Overall, the primary motivations for many business combinations can be traced to an in- 
creasingly competitive environment. Three recent examples of large business combinations 
provide interesting examples of some distinct motivations to combine: Bank of America and 
Merrill Lynch, InBev and Anheuser-Busch, and Pfizer and Wyeth. Each is discussed briefly 
in turn. 


2 Mark Sirower, “What Acquiring Minds Need to Know,” The Wall Street Journal—Manager’s Journal, 
February 22, 1999. 
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Bank of America and Merrill Lynch 

On January 1, 2009, Bank of America completed its acquisition of Merrill Lynch in exchange 
for common and preferred stock valued at $29.1 billion.? At the time of the acquisition, Bank 
of America was the nation’s largest retail bank, credit card company, and retail lender, while 
Merrill Lynch was a worldwide leader among investment banking and wealth management 
firms. Bank of America had made several previous attempts to establish its brokerage business 
but had struggled in doing so. Rather than continue to try and build this business internally, 
Bank of America determined that acquiring Merrill Lynch was a better option. With the addi- 
tion of Merrill Lynch, Bank of America became the nation’s largest brokerage firm. Merrill 
Lynch was also expected to help expand Bank of America’s presence in the worldwide market.* 

Merrill Lynch’s motivation for accepting the deal was largely a matter of survival. During 
the third quarter of 2008, like almost all large investment banks, Merrill Lynch was hit hard by 
the credit crisis. Because of its large position in mortgage-backed securities, as the number of 
mortgage defaults rose dramatically, Merrill’s stock decreased significantly and the company 
reported large losses. Most of the nation’s top investment banks were also under duress and 
forced to make decisions affecting their survival. Some, like Lehman Brothers, were unable to 
secure government assistance and filed for bankruptcy, while others like Goldman Sachs 
shifted their business structures. Merrill Lynch opted for a takeover strategy and accepted 
Bank of America’s offer.> Despite Merrill’s 2008 large losses and stock price decline, Bank of 
America recorded $5 billion of goodwill from the combination. 

While the two companies did not have a large overlap in services, Bank of America esti- 
mated annual pretax savings of $7 billion by the year 2012. These savings were expected to 
result primarily through the elimination of duplicate jobs within Bank of America’s weak 
brokerage sector. 


InBev and Anheuser-Busch 

On July 13, 2008, the Belgian beer company InBev and the American company Anheuser- 
Busch announced their combination, creating the world’s largest beer company and one of the 
world’s top five consumer products companies. Under the terms of the deal, Anheuser-Busch 
shareholders received $70 in cash for each share held, and Anheuser-Busch became a wholly 
owned subsidiary of the newly named Anheuser-Busch InBev company. The total cost of the 
acquisition was $52 billion.® 

From a geographical standpoint, the two firms complemented each other. In the United 
States, for example, InBev should be able to reduce costs by utilizing Busch’s long-established 
distribution system for its own brands like Bass, Becks, and Stella Artois. Anheuser-Busch, on 
the other hand, may now be able to take advantage of InBev’s established European presence to 
improve its product reception in Europe, where it had traditionally done poorly. The two compa- 
nies also complemented each other in the Chinese market, where InBev brands were strong in 
the Northwest and Busch’s Budweiser brand was strong in the Southeast. 

In addition to creating a more globally integrated firm, InBev expects the combination 
to produce annual cost savings of $1.5 billion by 2011. Because there is not much overlap 
between the two firms geographically, the cost reductions are expected to come from 
economies of scale, combination of corporate functions, and knowledge sharing. Significant 
financial impacts from plant- and distribution-level layoffs are not anticipated given the com- 
plementary nature of the firms’ mostly distinct operating locations.’ 


Pfizer and Wyeth 


On January 26, 2009, pharmaceutical giant Pfizer announced that it would acquire its smaller 
competitor, Wyeth, for $68 billion in cash and stock. Wyeth shareholders were offered $33 in 


3 Some initial announcement date reports indicated a $50 billion price for Merrill Lynch. However, as revealed in 
Bank of America’s March 31, 2009, 10-Q report, the final value assigned to the acquisition was $29.1 billion. 


4 Bank of America press release, September 18, 2008. 

> Jonathan Stempel, “Bank of America/Merrill Merger Wins Shareholder OK,” Reuters, December 8, 2008. 
& Anheuser-Busch press release, July 14, 2008. 

7 AB InBev press release, November 18, 2008. 
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cash and 0.985 share of Pfizer for each share of Wyeth.® Pfizer had been looking to diversify 
its sales product portfolio, as the majority of its revenues were comprised of only a few key 
drugs. Wyeth was seen as a potential fit for Pfizer as its strengths in the vaccines and biologic 
drug markets were areas in which Pfizer lacked a strong presence. Additionally, the Wyeth 
acquisition was anticipated to solidify Pfizer’s position atop the pharmaceutical industry. 

The deal was expected to benefit both companies, as they each had patents expiring on 
many of their drugs. The patent on Pfizer’s top-earning drug Lipitor is scheduled to expire 
in November of 2011 and, at the time of the acquisition announcement, Lipitor accounted for 
25 percent of Pfizer’s revenues. According to estimates, by 2015, 70 percent of Pfizer’s rev- 
enue could be lost due to the expiration of drug patents. Wyeth was in a similar position, as 
patents for its two largest revenue-producing drugs, Effexor and Protonix, were set to expire 
in 2010 and 2011, respectively. With no new drug creation on the horizon, Pfizer’s manage- 
ment determined that acquiring Wyeth would lessen its risks as well as aid in new drug devel- 
opment. Once the merger is completed, no one drug will account for more than 10 percent of 
the combined revenues.’ 

While Pfizer’s management maintained that the motivation for the acquisition was to di- 
versify its sales portfolio, Pfizer also expects to benefit from cost synergies. Upon completion 
of the acquisition, Pfizer planned to close 5 of its 46 manufacturing plants and eliminate 
20,000, or 15 percent, of jobs between the two companies. As a result of these job cuts, Pfizer 
estimated savings of $4 billion by 2012. 


THE CONSOLIDATION PROCESS 


LO2 


Recognize when consolidation 
of financial information into 
a single set of statements is 
necessary. 


LO3 


Define the term business 
combination and differentiate 
across various forms of business 
combinations. 


The consolidation of financial information into a single set of statements becomes necessary 
when the business combination of two or more companies creates a single economic entity. As 
stated in the FASB ASC (para. 810-10-10-1): “There is a presumption that consolidated state- 
ments are more meaningful than separate statements and that they are usually necessary for a 
fair presentation when one of the companies in the group directly or indirectly has a control- 
ling financial interest in the other entities.” 

Thus, in producing financial statements for external distribution, the reporting entity tran- 
scends the boundaries of incorporation to encompass all companies for which control is pre- 
sent. Even though the various companies may retain their legal identities as separate 
corporations, the resulting information is more meaningful to outside parties when consoli- 
dated into a single set of financial statements. 

To explain the process of preparing consolidated financial statements for a business com- 
bination, we address three questions: 


¢ How is a business combination formed? 
e What constitutes a controlling financial interest? 
¢ How is the consolidation process carried out? 


Business Combinations—Creating a Single Economic Entity 


A business combination refers to a transaction or other event in which an acquirer obtains con- 
trol over one or more businesses. 

Business combinations are formed by a wide variety of transactions or events with various 
formats. For example, each of the following is identified as a business combination although 
it differs widely in legal form. In every case, two or more enterprises are being united into a 
single economic entity so that consolidated financial statements are required. 


1. One company obtains the assets, and often the liabilities, of another company in ex- 
change for cash, other assets, liabilities, stock, or a combination of these. The second organi- 
zation normally dissolves itself as a legal corporation. Thus, only the acquiring company 
remains in existence, having absorbed the acquired net assets directly into its own operations. 


8 Aaron Smith, “Pfizer to Buy Wyeth for $68 Billion,” CNN/Money, January 30, 2009. 
° Catherine Arnst, “Pfizer CEO: Wyeth Takeover Will Be Different,” BusinessWeek, January 26, 2009. 
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Any business combination in which only one of the original companies continues to exist is 
referred to in legal terms as a statutory merger. 


2. One company obtains all of the capital stock of another in exchange for cash, other as- 
sets, liabilities, stock, or a combination of these. After gaining control, the acquiring company 
can decide to transfer all assets and liabilities to its own financial records with the second 
company being dissolved as a separate corporation.!° The business combination is, once again, 
a statutory merger because only one of the companies maintains legal existence. This statutory 
merger, however, is achieved by obtaining equity securities rather than by buying the target 
company’s assets. Because stock is obtained, the acquiring company must gain 100 percent 
control of all shares before legally dissolving the subsidiary. 

3. Two or more companies transfer either their assets or their capital stock to a newly 
formed corporation. Both original companies are dissolved, leaving only the new organiza- 
tion in existence. A business combination effected in this manner is a statutory consolida- 
tion. The use here of the term consolidation should not be confused with the accounting 
meaning of that same word. In accounting, consolidation refers to the mechanical process 
of bringing together the financial records of two or more organizations to form a single 
set of statements. A statutory consolidation denotes a specific type of business combina- 
tion that has united two or more existing companies under the ownership of a newly cre- 
ated company. 

4. One company achieves legal control over another by acquiring a majority of voting 
stock. Although control is present, no dissolution takes place; each company remains in exis- 
tence as an incorporated operation. The Quaker Oats Company, as an example, continues to 
retain its legal status as a corporation after being acquired by PepsiCo. Separate incorporation 
is frequently preferred to take full advantage of any intangible benefits accruing to the ac- 
quired company as a going concern. Better utilization of such factors as licenses, trade names, 
employee loyalty, and the company’s reputation can be possible when the subsidiary maintains 
its own legal identity. Moreover, maintaining an independent information system for a sub- 
sidiary often enhances its market value for an eventual sale or initial public offering as a stand- 
alone entity. 

One important aspect of this type of business combination should be noted. Because the 
asset and liability account balances are not physically combined as in statutory mergers and 
consolidations, each company continues to maintain an independent accounting system. To 
reflect the combination, the acquiring company enters the takeover transaction into its own 
records by establishing a single investment asset account. However, the newly acquired sub- 
sidiary omits any recording of this event; its stock is simply transferred to the parent from the 
subsidiary’s shareholders. Thus, the subsidiary’s financial records are not directly affected by 
a takeover. 


5. A final vehicle for control of another business entity does not involve a majority voting 
stock interest or direct ownership of assets. Control of a variable interest entity (VIE) by 
design often does not rest with its equity holders. Instead, control is exercised through con- 
tractual arrangements with a sponsoring firm that, although it technically does not own the 
VIE, may become its “primary beneficiary” with rights to its residual profits. These contracts 
can take the form of leases, participation rights, guarantees, or other residual interests. Past use 
of VIEs was often criticized in part because these structures provided sponsoring firms with 
off-balance sheet financing and sometimes questionable profits on sales to their VIEs. Prior 
to 2004, many sponsoring entities of VIEs did not technically meet the definition of a con- 
trolling financial interest (i.e., majority voting stock ownership) and thus did not consolidate 
their VIEs. Current GAAP, however, expands the notion of control and thus requires consoli- 
dation of VIEs by their primary beneficiary. 


As you can see, business combinations are created in many distinct forms. Because the spe- 
cific format is a critical factor in the subsequent consolidation of financial information, 
Exhibit 2.2 provides an overview of the various combinations. 


10 Although the acquired company has been legally dissolved, it frequently continues to operate as a separate 
division within the surviving company’s organization. 


EXHIBIT 2.2 


Business Combinations 


Consolidation of Financial Information 43 


Type of Combination 


Action of 
Acquiring Company 


Action of 
Acquired Company 


Statutory merger through 
asset acquisition 


Acquires assets and 
often liabilities. 


Dissolves and goes out of 
business. 


Statutory merger through 
capital stock acquisition. 


Acquires all stock and then 
transfers assets and 
liabilities to its own books. 


Dissolves as a separate 
corporation, often remaining 
as a division of the acquiring 
company. 


Statutory consolidation 
through capital stock or 


Newly created to receive 
assets or capital stock of 


Original companies may dissolve 
while remaining as separate 


divisions of newly created 
company. 


asset acquisition. original companies. 


Acquisition of more than 

50 percent of the voting 

stock. controls decision making 
of acquired company. 


Acquires stock that is Remains in existence as legal 
recorded as an investment; corporation, although now 
a subsidiary of the acquiring 
company. 


Remains in existence as a 
separate legal entity—often 
a trust or partnership. 


Control through ownership Establishes contractual 
of variable interests (see control over a variable 
Chapter 6). Risks and rewards interest entity to engage 
often flow to a sponsoring in a specific activity. 

firm rather than the 

equity holders. 


Control—An Elusive Quality 

The definition of control is central to determining when two or more entities become one eco- 
nomic entity and therefore one reporting entity. Control of one firm by another is most often 
achieved through the acquisition of voting shares. By exercising majority voting power, one 
firm can literally dictate the financing and operating activities of another firm. Accordingly, 
U.S. GAAP traditionally has pointed to a majority voting share ownership as a controlling fi- 
nancial interest that requires consolidation. 

However, both the FASB and the International Accounting Standards Board (IASB) have on 
their agendas a long-term project to develop comprehensive guidance on accounting for affilia- 
tions between entities. The two boards have agreed to work toward a common standard on con- 
solidation policy that may include a new definition of financial control. According to the IASB: 


The Board has tentatively decided that a reporting entity controls another entity if it has the power 
to direct the activities of that other entity to generate returns for the reporting entity. A reporting 
entity has the power to direct the activities of another entity if it can determine that other entity’s 
strategic operating and financing policies. Returns vary with an entity’s activities and can be 
positive or negative. (IASB Projects: Consolidations). 


Note that this tentative definition focuses on “power to direct” the activities of another entity. 
This power criterion defines control conceptually rather than operationally through “majority 
voting shares.” The definition is thus much more expansive, and it implicitly recognizes that 
voting interests provide but one among several potential vehicles for controlling another firm. 
As the complexity of arrangements between companies increases, defining when one firm 
controls another firm remains a continuing challenge for financial reporting standard setters. 
Nonetheless, the primary way U.S. firms exercise control remains through the acquisition of 
a majority of another firm’s voting shares. Consequently, in this text, we largely focus on control 
relationships established through voting interests. In Chapter 6, however, we expand our cover- 
age to include the consolidation of firms where control is exercised through variable interests. 


Consolidation of Financial Information 


When one company gains control over another, a business combination is established. Financial 
data gathered from the individual companies are then brought together to form a single set of 
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consolidated statements. Although this process can be complicated, the objectives of a consolida- 
tion are straightforward—to report the financial position, results of operations, and cash flows for 
the combined entity. As a part of this process, reciprocal accounts and intra-entity transactions 
must be adjusted or eliminated to ensure that all reported balances truly represent the single entity. 

Applicable consolidation procedures vary significantly depending on the legal format em- 
ployed in creating a business combination. For a statutory merger or a statutory consolidation, 
when the acquired company (or companies) is (are) legally dissolved, only one accounting con- 
solidation ever occurs. On the date of the combination, the surviving company simply records 
the various account balances from each of the dissolving companies. Because the accounts 
are brought together permanently in this manner, no further consolidation procedures are 
necessary. After the balances have been transferred to the survivor, the financial records of 
the acquired companies are closed out as part of the dissolution. 

Conversely, in a combination when all companies retain incorporation, a different set of con- 
solidation procedures is appropriate. Because the companies preserve their legal identities, each 
continues to maintain its own independent accounting records. Thus, no permanent consolidation 
of the account balances is ever made. Rather, the consolidation process must be carried out anew 
each time that the reporting entity prepares financial statements for external reporting purposes. 

When separate record-keeping is maintained, the accountant faces a unique problem: The 
financial information must be brought together periodically without disturbing the accounting 
systems of the individual companies. Because these consolidations are produced outside the 
financial records, worksheets traditionally are used to expedite the process. Worksheets are a 
part of neither company’s accounting records nor the resulting financial statements. Instead, 
they are an efficient structure for organizing and adjusting the information used to prepare ex- 
ternally reported consolidated statements. 

Consequently, the legal characteristics of a business combination have a significant impact 
on the approach taken to the consolidation process: 


What is to be consolidated? 
° If dissolution takes place, appropriate account balances are physically consolidated in the 
surviving company’s financial records. 


¢ If separate incorporation is maintained, only the financial statement information (not the 
actual records) is consolidated. 


When does the consolidation take place? 
¢ If dissolution takes place, a permanent consolidation occurs at the date of the combination. 


¢ If separate incorporation is maintained, the consolidation process is carried out at regular 
intervals whenever financial statements are to be prepared. 


How are the accounting records affected? 


¢ If dissolution takes place, the surviving company’s accounts are adjusted to include 
appropriate balances of the dissolved company. The dissolved company’s records are 
closed out. 

* If separate incorporation is maintained, each company continues to retain its own records. 
Using worksheets facilitates the periodic consolidation process without disturbing the in- 
dividual accounting systems. 


FINANCIAL REPORTING FOR BUSINESS COMBINATIONS 


LO4 


Describe the valuation principles 
of the acquisition method. 


The Acquisition Method: Change in Ownership 

The fundamental characteristic of any asset acquisition—whether a single piece of property or 
a multibillion-dollar corporation—is a change in ownership. Following a business combina- 
tion, accounting and financial reporting require that the new owner (the acquirer) record ap- 
propriate values for the items received in the transaction. As presented below, in a business 
combination, fair values for both the items exchanged and received can enter into the deter- 
mination of the acquirer’s accounting valuation of the acquired firm. 
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Current financial reporting standards require the acquisition method to account for business 
combinations. Applying the acquisition method typically involves recognizing and measuring 


e the consideration transferred for the acquired business. 
¢ the separately identified assets acquired, liabilities assumed, and any noncontrolling interest. 
¢ goodwill or a gain from a bargain purchase. 


Fair value is the measurement attribute used to recognize these and other aspects of a business 
combination. Therefore, prior to examining specific applications of the acquisition method, we 
present a brief discussion of the fair-value concept as applied to business combinations. 


Consideration Transferred for the Acquired Business 


The fair value of the consideration transferred to acquire a business from its former owners is 
the starting point in valuing and recording a business combination. In describing the acquisi- 
tion method, the FASB ASC states 


The consideration transferred in a business combination shall be measured at fair value, which 
shall be calculated as the sum of the acquisition-date fair values of the assets transferred by the 
acquirer, the liabilities incurred by the acquirer to former owners of the acquiree, and the equity 
interests issued by the acquirer. (FASB ASC para. 805-30-30-7) 


The acquisition method thus embraces the fair value of the consideration transferred in mea- 
suring the acquirer’s interest in the acquired business.'! Fair value is defined as the price that 
would be received to sell an asset or paid to transfer a liability in an orderly transaction be- 
tween market participants at the measurement date. Thus, market values are often the best 
source of evidence of the fair value of consideration transferred in a business combination. 
Items of consideration transferred can include cash, securities (either stocks or debt), and other 
property or obligations. 

Contingent consideration, when present in a business combination, also serves as an additional 
element of consideration transferred. Contingent consideration can be useful in negotiations when 
two parties disagree with each other’s estimates of future cash flows for the target firm. Acquisi- 
tion agreements often contain provisions to pay former owners upon achievement of specified fu- 
ture performance measures. For example, EMS Technologies of Norcross, Georgia, noted in its 
2009 first-quarter 10-Q report that the arrangements for one of its 2009 acquisitions 


... includes contingent consideration of up to $15 million, which would be payable in cash, in 
part or in total, based upon the achievement of specified performance targets for 2009 and 2010. 
Management estimated that the fair value of the contingent consideration arrangement at the 
acquisition date was approximately $10.5 million, determined by applying the income approach, 
based on the probability-weighted projected payment amounts discounted to present value at a 
rate appropriate for the risk of achieving the milestones. 


EMS Technologies included the fair value of the contingent consideration in the total consid- 
eration transferred for its acquisition as a negotiated component of the fair value of the con- 
sideration transferred. 

The acquisition method treats contingent consideration obligations as a negotiated compo- 
nent of the fair value of the consideration transferred. Consistent with the disclosure by EMS 
Technologies, determining the fair value of any contingent future payments typically involves 
probability and risk assessments based on circumstances existing on the acquisition date. 

In Chapters 2 and 3, we focus exclusively on combinations that result in complete own- 
ership by the acquirer (i.e., no noncontrolling interest in the acquired firm). As described 
beginning in Chapter 4, in a less-than-100-percent acquisition, the noncontrolling interest 
also is measured initially at its fair value. Then, the combined fair values of the parent’s con- 
sideration transferred and the noncontrolling interest comprise the valuation basis for the 
acquired firm in consolidated financial reports. 


‘1 An occasional exception occurs in a bargain purchase in which the fair value of the net assets acquired 
serves as the valuation basis for the acquired firm. Other exceptions include situations in which control 

is achieved without a transfer of consideration or determination of the fair value of the consideration 
transferred is less reliable than other measures of the business fair value. 
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Fair Values of the Assets Acquired and Liabilities Assumed 


A fundamental principle of the acquisition method is that an acquirer must identify the assets 
acquired and the liabilities assumed in the business combination. Further, once these have 
been identified, the acquirer measures the assets acquired and the liabilities assumed at their 
acquisition-date fair values, with only a few exceptions.!? As demonstrated in subsequent 
examples, the principle of recognizing and measuring assets acquired and liabilities assumed 
at fair value applies across all business combinations. 

Deciding on the acquisition-date fair values of individual assets and liabilities can prove 

challenging for the acquirer because a business acquisition typically has only one overall val- 
uation amount (e.g., the consideration transferred) but has many categories of assets acquired 
and liabilities assumed. Therefore, an allocation of the fair values of the entire acquired firms 
must be made across these assets and liabilities. As previously noted, the allocation principle 
is to use fair values—but such values are not always directly available. To estimate fair values 
for the individual assets acquired and liabilities assumed, three sets of valuation techniques are 
typically employed: the market approach, the income approach, and the cost approach. 
Market Approach The market approach recognizes that fair values can be estimated with 
other market transactions involving similar assets or liabilities. In a business combination, as- 
sets acquired such as marketable securities and some tangible assets may have established 
markets that can provide comparable market values for estimating fair values. Similarly, the 
fair values of many liabilities assumed can be determined by reference to market trades for 
similar debt instruments. 
Income Approach The income approach relies on multiperiod estimates of future cash flows 
projected to be generated by an asset. These projected cash flows are then discounted at a re- 
quired rate of return that reflects the time value of money and the risk associated with realizing 
the future estimated cash flows. The multiperiod income approach is often useful for obtaining 
fair-value estimates of intangible assets and acquired in-process research and development. 


Cost Approach The cost approach estimates fair values by reference to the current cost of re- 
placing an asset with another of comparable economic utility. Used assets can present a par- 
ticular valuation challenge if active markets only exist for newer versions of the asset. Thus, 
the cost to replace a particular asset reflects both its estimated replacement cost and the effects 
of obsolescence. In this sense obsolescence is meant to capture economic declines in value 
including both technological obsolescence and physical deterioration. The cost approach is 
widely used to estimate fair values for many tangible assets acquired in business combinations 
such as property, plant, and equipment. 


Goodwill, and Gains on Bargain Purchases 


As discussed above, the parent records both the consideration transferred and the individual 
amounts of the identified assets acquired and liabilities assumed at their acquisition-date fair 
values. However, in many cases the respective collective amounts of these two values will 
differ. Current GAAP requires an asymmetrical accounting for the difference—in one situa- 
tion the acquirer recognizes an asset, in the other a gain. 

For combinations resulting in complete ownership by the acquirer, the acquirer recognizes 
the asset goodwill as the excess of the consideration transferred over the collective fair 
values of the net identified assets acquired and liabilities assumed. Goodwill is defined as 
an asset representing the future economic benefits arising in a business combination that 
are not individually identified and separately recognized. Essentially, goodwill embodies 
the expected synergies that the acquirer expects to achieve through control of the acquired 
firm’s assets. 

Conversely, if the collective fair value of the net identified assets acquired and liabilities 
assumed exceeds the consideration transferred, the acquirer recognizes a “gain on bargain pur- 
chase.” In such cases, the fair value of the net assets acquired replaces the consideration trans- 
ferred as the valuation basis for the acquired firm. Bargain purchases can result from business 
divestitures forced by regulatory agencies or other types of distress sales. Before recognizing 


12 Exceptions to the fair-value measurement principle include deferred taxes, certain employee benefits, 
indemnification assets, reacquired rights, share-based awards, and assets held for sale. 
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a gain on bargain purchase, however, the acquirer must reassess whether it has correctly 
identified and measured all of the acquired assets and liabilities. Illustrations and further dis- 
cussions of goodwill and of bargain purchase gains follow in the next section. 


PROCEDURES FOR CONSOLIDATING FINANCIAL INFORMATION 


Legal as well as accounting distinctions divide business combinations into several separate 
categories. To facilitate the introduction of consolidation accounting, we present the various 
procedures utilized in this process according to the following sequence: 


1. Acquisition method when dissolution takes place. 
2. Acquisition method when separate incorporation is maintained. 


As a basis for this coverage, assume that Smallport Company owns computers, telecommu- 
nications equipment, and software that allow its customers to implement billing and ordering 
systems through the Internet. Although the computers and equipment have a book value of 
$400,000, they have a current fair value of $600,000. The software developed by Smallport has 
only a $100,000 value on its books; the costs of developing it were primarily expensed as in- 
curred. The software’s observable fair value, however, is $1,200,000. Similarly, although not re- 
flected in its financial records, Smallport has several large ongoing customer contracts. BigNet 
estimates the fair value of the customer contracts at $700,000. Smallport also has a $200,000 
note payable incurred to help finance the software development. Because interest rates are cur- 
rently low, this liability (incurred at a higher rate of interest) has a present value of $250,000. 

BigNet Company owns Internet communications equipment and other business software 
applications that complement those of Smallport. BigNet wants to expand its operations and 
plans to acquire Smallport on December 31. Exhibit 2.3 lists the accounts reported by both 
BigNet and Smallport on that date. In addition, the estimated fair values of Smallport’s assets 
and liabilities are included. 

Smallport’s net assets (assets less liabilities) have a book value of $600,000 but a fair value 
of $2,550,000. Only the assets and liabilities have been appraised here; the capital stock, re- 
tained earnings, dividend, revenue, and expense accounts represent historical measurements 
rather than any type of future values. Although these equity and income accounts can give 
some indication of the organization’s overall worth, they are not property and thus not trans- 
ferred in the combination. 


EXHIBIT 2.3 Basic Consolidation Information 


Smallport Company 


BigNet Company 
Book Values Book Values Fair Values 
December 31 December 31 December 31 
CUE ESSA csc cdpscuesd cobudpewas cans odnwanuenana $ 1,100,000 $ 300,000 $ 300,000 
(COMMTOUIES ZINo! CoPITONMMEIM UME), ac sccsnessecsoceonosause 1,300,000 400,000 600,000 
Cafolielizaecl SORIANO (MEW) coca ccconeanoaecocsueeaaenveoe 500,000 100,000 1,200,000 
Gustomencontractsa vce. e pew ear tae eee ee ee a en ae —0- —0- 700,000 
NGHES (CENEISs sonhandacauee eben ogeuegaonac dead caued (300,000) (200,000) (250,000) 
Netiassetsc.see coc warren eters Urnrtayen, en ay ae ashe nen $ 2,600,000 $ 600,000 $2,550,000 
(COlmantoln) Sword VO) (OA WANE coca covnncacnncenauonvaae $(1,600,000) 
CONnAnoln SW —<895 ORI WEIS ccs oncccocdsansancuobenud $(100,000) 
Nolohioiell (SACHIN CEN soc acacsuacotsuoavencasaeuavade (40,000) (20,000) 
Retalmeczeanml i GSral/sswancrm scent a skeet are SnOAi te, teenie ween, (870,000) (370,000) 
DMickinicsickiel soccanduedusnebebeebougonnneawoayediad 110,000 10,000 
REVEMUCS Hanes tkenak wean eS aucuewn cleo oer tna A Oe TW. tira Re Pe) tee S84 (1,000,000) (500,000) 
EXD GMS CS merce ree staat ere oer tance sete eet este wee orsseee eter? 800,000 380,000 
Ownersvequitys 12/5) rere eee en $(2,600,000) $(600,000) 
Rewiinesl Geniings; IWS cascocesdacsunvasuncawoauasace (960,000)* (480,000)* 


*Retained earnings balance after closing out revenues, expenses, and dividends paid. 
Parentheses indicate credit balances. 
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LO5 


Determine the total fair value of 
the consideration transferred for 
an acquisition and allocate that 
fair value to specific subsidiary 
assets acquired (including 
goodwill), and liabilities 
assumed, or a gain on bargain 
purchase. 


LO6 


Prepare the journal entry to 
consolidate the accounts of 
a subsidiary if dissolution 
takes place. 


Acquisition Method When Dissolution Takes Place 


At the date control is obtained with complete ownership, the acquisition method typically 
records the combination recognizing 


e the fair value of the consideration transferred by the acquiring firm to the former owners of 
the acquiree and 
° the identified assets acquired and liabilities assumed at their individual fair values 


However, the entry to record the combination further depends on the relation between the con- 
sideration transferred and the net amount of the fair values assigned to the identified assets 
acquired and liabilities assumed. Therefore, we initially provide three illustrations that demon- 
strate the procedures to record a business combination, each with different amounts of con- 
sideration transferred relative to the acquired asset and liability fair values. Each example 
assumes a merger takes place and, therefore, the acquired firm is dissolved. 


Consideration Transferred Equals Net Fair Values of Identified Assets Acquired 
and Liabilities Assumed 

Assume that after negotiations with the owners of Smallport, BigNet agrees to pay $2,550,000 
(cash of $550,000 and 20,000 unissued shares of its $10 par value common stock that is cur- 
rently selling for $100 per share) for all of Smallport’s assets and liabilities. Smallport then 
dissolves itself as a legal entity. As is typical, the $2,550,000 fair value of the consideration 
transferred by BigNet represents the fair value of the acquired Smallport business. 

The $2,550,000 consideration transferred will serve as the basis for recording the combi- 
nation in total. BigNet also must record all of Smallport’s identified assets and liabilities at 
their individual fair values. These two valuations present no difficulties because BigNet’s con- 
sideration transferred exactly equals the $2,550,000 collective net fair values of the individual 
assets and liabilities acquired. 

Because Smallport Company will be dissolved, BigNet (the surviving company) directly 
records a consolidation entry in its financial records. Under the acquisition method, BigNet 
records Smallport’s assets and liabilities at fair value ignoring original book values. Revenue, 
expense, dividend, and equity accounts cannot be transferred to a parent and are omitted in 
recording the business combination. 


Acquisition Method: Consideration Transferred Equals Net Identified 
Asset Fair Values—Subsidiary Dissolved 


BigNet Company’s Financial Records—December 31 


GUIMKEMIGASSC LS aeonesesneresrsar ar ane er near ey ree vr Meee ene erin nrg eee 300,000 
GomputersrangdlEquipment) aren erat eet nn emcee Ccenen ee 600,000 
GapitalizediSontwareumersn tear ara ena errr r arene ean 1,200,000 
GustomernGontidcts= sese eee s eeee een ee cnc yereceeuc ie once serene aa 700,000 
NotesiPavalll Gls mena. earner yee eran we wird earn mre Ree ees aman eee 250,000 
Gashn(paldiby:BigNet) sear. ewe tye runes eer mater a emnenens 550,000 
Common Stock (20,000 shares issued by BigNet at $10 par value) .... 200,000 
AdaitionaliRaid=|nk@apitaleeweesecr tae mee hc reese eee 1,800,000 


To record acquisition of Smallport Company. Assets acquired and liabilities 
assumed are recorded at fair value. 


BigNet’s financial records now show $1,900,000 in the Computers and Equipment account 
($1,300,000 former balance + $600,000 acquired), $1,700,000 in Capitalized Software 
($500,000 + $1,200,000), and so forth. Note that the customer contracts, despite being un- 
recorded on Smallport’s books, are nonetheless identified and recognized on BigNet’s finan- 
cial records as part of the assets acquired in the combination. These items have been added 
into BigNet’s balances (see Exhibit 2.3) at their fair values. Conversely, BigNet’s revenue bal- 
ance continues to report the company’s own $1,000,000 with expenses remaining at $800,000 
and dividends of $110,000. Under the acquisition method, only the subsidiary’s revenues, 
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expenses, dividends, and equity transactions that occur subsequent to the takeover affect the 
business combination. 


Consideration Transferred Exceeds Net Amount of Fair Values of 
Identified Assets Acquired and Liabilities Assumed 
In this next illustration BigNet agrees to pay $3,000,000 in exchange for all of Smallport’s assets 
and liabilities. BigNet transfers to the former owners of Smallport consideration of $1,000,000 
in cash plus 20,000 shares of common stock with a fair value of $100 per share. The resulting 
consideration paid is $450,000 more than the $2,550,000 fair value of Smallport’s net assets. 
Several factors may have affected BigNet’s $3,000,000 acquisition offer. First, BigNet may 
expect its assets to act in concert with those of Smallport, thus creating synergies that will pro- 
duce profits beyond the total expected for the separate companies. In our earlier examples, 
Bank of America, InBev, and Pfizer all clearly expect substantial synergies from their acqui- 
sitions. Other factors such as Smallport’s history of profitability, its reputation, the quality of 
its personnel, and the economic condition of the industry in which it operates may also enter 
into acquisition offers. In general, if a target company is projected to generate unusually high 
profits relative to its asset base, acquirers are frequently willing to pay a premium price. 
When the consideration transferred in an acquisition exceeds total net fair value of the 
identified assets and liabilities, the excess is allocated to an unidentifiable asset known as 
goodwill.! Unlike other assets, we consider goodwill as unidentifiable because we presume it 
emerges from several other assets acting together to produce an expectation of enhanced prof- 
itability. Goodwill essentially captures all sources of profitability beyond what can be ex- 
pected from simply summing the fair values of the acquired firm’s assets and liabilities. 
Returning to BigNet’s $3,000,000 consideration, $450,000 is in excess of the fair value of 
Smallport’s net assets. Thus, goodwill of that amount is entered into BigNet’s accounting sys- 
tem along with the fair value of each individual asset and liability. BigNet makes the follow- 
ing journal entry at the date of acquisition: 


Acquisition Method: Consideration Transferred Exceeds Net Identified 
Asset Fair Values—Subsidiary Dissolved 


BigNet Company’s Financial Records—December 31 


IU MLPASSCLS ae eeee terse antes eh ee ncn ene ag ere eee ee 300,000 

GomputerstangkEquipimentureme ret ies teen nee nr eas 600,000 

G@apitalizediSottwareae ews aa wre rere Cee eens cores ae 1,200,000 

GUSTOMMEREEOMUMAGtS nescence ele ees cae ue ee ece aise) ieee een Sueiseanee 700,000 

(Cyozeyo NVI] Ses tench Oe Oeccieees citeecante chadhet ohetnnccaueewava. © ave, Ga nenuea rua aeenn eee Map munca a 450,000 
Notes:Pavdblen cours sete cree came tian eee on etree oeeenn 250,000 
Gashi(paldkbVveBiGNet) my weri ere earn ea aren eee eet er 1,000,000 
Common Stock (20,000 shares issued by BigNet at $10 par value) .... 200,000 
Additionalikaid=lni@apitallarmieereseane rer arr nr reer nr en 1,800,000 


To record acquisition of Smallport Company. Assets acquired and liabilities 
assumed are recorded at individual fair values with excess fair value 
attributed to goodwill. 


Once again, BigNet’s financial records now show $1,900,000 in the Computers and Equip- 
ment account ($1,300,000 former balance + $600,000 acquired), $1,700,000 in Capitalized 
Software ($500,000 + $1,200,000), and so forth. As the only change, BigNet records good- 
will of $450,000 for the excess consideration paid over the net identified asset fair values.'* 


13 In business combinations, such excess payments are not unusual. When Oracle acquired PeopleSoft, it 
initially assigned $4.5 billion of its $11 billion purchase price to the fair value of the acquired identified net 
assets. It assigned the remaining $6.5 billion to goodwill. 

14 As discussed in Chapter 3, the assets and liabilities (including goodwill) acquired in a business combination 
are assigned to reporting units of the combined entity. A reporting unit is simply a line of business (often a 
segment) in which an acquired asset or liability will be employed. The objective of assigning acquired assets 
and liabilities to reporting units is to facilitate periodic goodwill impairment testing. 
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Bargain Purchase—Consideration Transferred Is Less Than Net Amount of Fair 
Values of Identified Assets Acquired and Liabilities Assumed 


Occasionally, the fair value received in an acquisition will exceed the fair value of the consid- 
eration transferred by the acquirer. Such bargain purchases typically are considered anom- 
alous. Businesses generally do not sell assets or businesses at prices below their fair values. 
Nonetheless, bargain purchases do occur—most often in forced or distressed sales. 

For example, Westamerica Bank’s February 2009 acquisition of County Bank (California) 
from the FDIC resulted in a $48.8 million dollar “bargain purchase” gain. The FDIC sold the 
failed County Bank to Westamerica for $0 and additional guarantees. As a result, Westamerica 
recorded the combination at the estimated fair value of the net assets acquired and recognized 
a gain of $48.8 million. This gain treatment is consistent with the view that the acquiring firm 
is immediately better off by the amount that the fair value acquired in the business combina- 
tion exceeds the consideration transferred. 

To demonstrate accounting for a bargain purchase, our third illustration begins with BigNet 
transferring consideration of $2,000,000 to the owners of Smallport in exchange for their busi- 
ness. BigNet conveys no cash and issues 20,000 shares of common stock having a $100 per 
share fair value. 

In accounting for this acquisition, at least two competing fair values are present. First, the 
$2,000,000 consideration transferred for Smallport represents a negotiated transaction value 
for the business. Second, the net amount of fair values individually assigned to the identified 
assets acquired and liabilities assumed produces $2,550,000. Additionally, based on expected 
synergies with Smallport, BigNet’s management may believe that the fair value of the business 
exceeds the net asset fair value. Nonetheless, because the consideration transferred is less than 
the net asset fair value, a bargain purchase has occurred. 

The acquisition method records the identified assets acquired and liabilities assumed at 
their individual fair values. In a bargain purchase situation, this net asset fair value effectively 
replaces the consideration transferred as the acquired firm’s valuation basis for financial re- 
porting. The consideration transferred serves as the acquired firm’s valuation basis only if the 
consideration equals or exceeds the net amount of fair values for the assets acquired and lia- 
bilities assumed (as in the first two examples). In this case, however, the $2,000,000 consider- 
ation paid is less than the $2,550,000 net asset fair value, indicating a bargain purchase. Thus, 
the $2,550,000 net asset fair value serves as the valuation basis for the combination. A 
$550,000 gain on bargain purchase results because the $2,550,000 recorded value is accom- 
panied by a payment of only $2,000,000. The acquirer recognizes this gain on its income state- 
ment in the period the acquisition takes place. 


Acquisition Method: Consideration Transferred Is Less Than Net Identified 
Asset Fair Values, Subsidiary Dissolved 


BigNet Company's Financial Records—December 31 


GUITFEMLEASSCLSuig-aae ny Ut cett ee tatu tcp ston titan tre baa ntact Ath onstrate ore ee 300,000 

COM sWWSelnel CWS eouancaccactooncusragsdencasesudecnoes 600,000 

Gapitalized:Softwarerameceen cus rpc teste eet ent rey ae e eae ee 1,200,000 

GUISTOMIETE CO MUa GUS sae ert a aoe ene te ere Nena sate es heave nr Ree un era Ponta eda arian 700,000 
Notes: Ravablezeteaatme ra yer or ee ern penne iene ee terror 250,000 
Common Stock (20,000 shares issued by BigNet at $10 par value) .... 200,000 
AdaditionaliRaid=lni@apitallewenwn:eaeiee sre rer ea meer eae 1,800,000 
GainnonneBangalmiPlinchaSey west cs eer eee eee ener carer 550,000 


To record acquisition of Smallport Company. Assets acquired and liabilities 
assumed are each recorded at fair value. Excess net asset fair value 
is attributed to a gain on bargain purchase. 


A consequence of implementing a fair-value concept to acquisition accounting is the recogni- 
tion of an unrealized gain on the bargain purchase. A criticism of the gain recognition is that 
the acquirer recognizes profit from a buying activity that occurs prior to traditional accrual 
measures of earned income (i.e., selling activity). Nonetheless, an exception to the general rule 


EXHIBIT 2.4 
Acquisition 
Method—Accounting for 
Expenses Frequently 
Associated with Business 
Combinations 
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Direct combination expenses (e.g., accounting, Expense as incurred 
legal, investment banking, appraisal fees, etc.) 


Indirect combination expenses (e.g., internal costs Expense as incurred 
such as allocated secretarial or managerial time) 


Amounts incurred to register and issue securities Reduce the value assigned to the fair 
value of the securities issued (typically 
a debit to additional paid-in capital) 


of recording business acquisitions at fair value of the consideration transferred occurs in the 
rare circumstance of a bargain purchase. Thus, in a bargain purchase, the fair values of the as- 
sets received and all liabilities assumed in a business combination are considered more rele- 
vant for asset valuation than the consideration transferred. 


Related Expenses of Business Combinations 


Three additional categories of expenses typically accompany business combinations. First, 
firms often engage attorneys, accountants, investment bankers, and other professionals for ser- 
vices related to the business combination. The acquisition method does not consider such ex- 
penditures as part of the fair value received by the acquirer. Therefore, professional service 
fees are expensed in the period incurred. The second category of expenses concerns an ac- 
quiring firm’s internal costs. Examples include secretarial and management time allocated to 
the acquisition activity. Such indirect expenditures are reported as current year expenses, too. 
Finally, amounts incurred to register and issue securities in connection with a business com- 
bination simply reduce the otherwise determinable fair value of the securities. Exhibit 2.4 
summarizes the three categories of related payments that accompany a business combination 
and their respective accounting treatments. 

To illustrate the accounting treatment of these expenditures that frequently accompany 
business combination, assume the following in connection with BigNet’s acquisition of Small- 
port (also see Exhibit 2.3). 


e BigNet issues 20,000 shares of its $10 par common stock with a fair value of $2,600,000 
in exchange for all of Smallport’s assets and liabilities. 


¢ BigNet pays an additional $100,000 in accounting and attorney fees. 


¢ Internal secretarial and administrative costs of $75,000 are indirectly attributable to 
BigNet’s combination with Smallport 


¢ Cost to register and issue BigNet’s securities issued in the combination total $20,000. 


Following the acquisition method, BigNet would record these transactions as follows: 


BigNet Company’s Financial Records 


GUNFEMtPASSOLS: = cx. nosso cece keene cee micas Cyne Corson nro bm menenee cae Myson ee 300,000 
COMMOUES Slnel ECMINONNAM .cccncccnceanededansedaneooheganesena 600,000 
@apitalizediSottwarem vce acre ee eee aces ace nee 1,200,000 
GUSTORTE NEE OM ta GtS tees ee eye eet ec enor eae mer ees 700,000 
KE ToLoTo Ill arene ce even mn coemen anes Gerucud ein casera tims ceeeen entered recreate Prema Reh 50,000 
Notes! Raval] emaemaca sare sain evan aee nea nomesn eter rare een anus 250,000 
Common Stock (20,000 shares issued by BigNet at $10 par value) .... 200,000 
AdditionaliRaid=|niGapitalifew sy -ecysew shee aero ee 2,400,000 
To record Smallport acquisition for $2,600,000 consideration transferred. 
Pihesslolnvell SAMS QOVEMISS .o-nsocnecngsounsesneeusvcnucneseuns 100,000 
AS Gar ear ee erm ane eR Nore tere rat arora TC Gr cnenrre era Ronen ae 100,000 
To record as expenses of the current period any direct combination costs. 
Salaries and Administrative Expenses ...............--200+e-eeeueee 75,000 
/NEAMWIMSIPENEINE(O CEN) poocnenadseeareanadeaodhas ema ear 75,000 


To record as expenses of the current period any indirect combination costs. 
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LO7 


Prepare a worksheet to consolidate 
the accounts of two companies that 
form a business combination if 
dissolution does not take place. 


EXHIBIT 2.5 
Consolidation Values— 


The Acquisition Method 


‘AdditionalliPaid=lm:@apita lassen wrt ncn ees eee are unre mene a genus 20,000 
LT a cep epee Amn etc erties Soh ne Eee ep re eee ee Se Tn ery 20,000 


To record costs to register and issue stock in connection with the Smallport 
acquisition. 


Summary of the Acquisition Method 

For combinations resulting in complete ownership, the fair value of the consideration trans- 
ferred by the acquiring firm provides the starting point for recording a business combination 
at the date of acquisition. With few exceptions, the separately identified assets acquired and li- 
abilities assumed are recorded at their individual fair values. Goodwill is recognized if the fair 
value of the consideration transferred exceeds the net identified asset fair value. If the net 
identified asset fair value of the business acquired exceeds the consideration transferred, a 
gain on a bargain purchase is recognized and reported in current income of the combined en- 
tity. Exhibit 2.5 summarizes possible allocations using the acquisition method. 


The Acquisition Method When Separate Incorporation 

Is Maintained 

When each company retains separate incorporation in a business combination, many aspects of 
the consolidation process are identical to those demonstrated in the previous section. Fair value, 
for example, remains the basis for initially consolidating the subsidiary’s assets and liabilities. 

However, several significant differences are evident in combinations in which each company 
remains a legally incorporated separate entity. Most noticeably, the consolidation of the financial 
information is only simulated; the acquiring company does not physically record the acquired as- 
sets and liabilities. Because dissolution does not occur, each company maintains independent 
record-keeping. To facilitate the preparation of consolidated financial statements, a worksheet 
and consolidation entries are employed using data gathered from these separate companies. 

A worksheet provides the structure for generating financial reports for the single economic 
entity. An integral part of this process involves consolidation worksheet entries. These adjust- 
ments and eliminations are entered on the worksheet and represent alterations that would be 
required if the financial records were physically united. Because no actual union occurs, nei- 
ther company ever records consolidation entries in its journals. Instead, they appear solely on 
the worksheet to derive consolidated balances for financial reporting purposes. 

To illustrate using the Exhibit 2.3 information, assume that BigNet acquires Smallport 
Company on December 31 by issuing 26,000 shares of $10 par value common stock valued at 
$100 per share (or $2,600,000 in total). BigNet pays fees of $40,000 to a third party for its 
assistance in arranging the transaction. Then to settle a difference of opinion regarding Small- 
port’s fair value, BigNet promises to pay an additional $83,200 to the former owners if Small- 
port’s earnings exceed $300,000 during the next annual period. BigNet estimates a 25 percent 


Consideration transferred equals the fair Identified assets acquired and liabilities 
values of net identified assets acquired. assumed are recorded at their fair values. 
Consideration transferred is greater than the Identified assets acquired and liabilities 
fair values of net identified assets acquired. assumed are recorded at their fair values. 


The excess consideration transferred over 
the net identified asset fair value is 
recorded as goodwill. 


Bargain purchase—consideration transferred Identified assets acquired and liabilities 

is less than the fair values of net identified assumed are recorded at their fair values. 
assets acquired. The total of the individual The excess amount of net identified 

fair values of the net identified assets acquired asset fair value over the consideration 
effectively becomes the acquired business transferred is recorded as a gain on 


fair value. bargain purchase. 


Consolidation of Financial Information 53 


probability that the $83,200 contingent payment will be required. A discount rate of 4 percent 
(to represent the time value of money) yields an expected present value of $20,000 for the con- 
tingent liability ($83,200 X 25% X 0.961538). The fair-value approach of the acquisition 
method views such contingent payments as part of the consideration transferred. According to 
this view, contingencies have value to those who receive the consideration and represent mea- 
surable obligations of the acquirer. Therefore, the fair value of the consideration transferred in 
this example consists of the following two elements: 


Fair value of securities issued by BigNet $2,600,000 
Fair value of contingent performance liability 20,000 
Total fair value of consideration transferred $2,620,000 


To facilitate a possible future spinoff, BigNet maintains Smallport as a separate corporation 
with its independent accounting information system intact. Therefore, whenever financial 
statements for the combined entity are prepared, BigNet utilizes a worksheet in simulating the 
consolidation of these two companies. Although the assets and liabilities are not transferred, 
BigNet must still record the payment made to Smallport’s owners. When the subsidiary re- 
mains separate, the parent establishes an investment account that initially reflects the acquired 
firm’s acquisition-date fair value. Because Smallport maintains its separate identity, BigNet 
prepares the following journal entries on its books to record the business combination. 


Acquisition Method—Subsidiary Is Not Dissolved 


BigNet Company's Financial Records—December 31 


Investment in Smallport Company (consideration transferred) ........... 2,620,000 
Gontingent Rentontmancellitaloil ity seer gene a earner 20,000 
Common Stock (26,000 shares issued by BigNet at $10 par value) .... 260,000 
Additional Paid-In Capital (value of shares in excess of par value) ..... 2,340,000 
Pontes ole] SaNIGSS EQOENSS oan ocvusccuaenaavgdousuesunenueoeaue 40,000 
Can ((oeltel Wor WmIRGHOEI IES) occas bebdondnadueusdandsuavaes 40,000 
To record acquisition of Smallport Company, which maintains its separate 
legal identity. 


As demonstrated in Exhibit 2.6, a worksheet can be prepared on the date of acquisition to 
arrive at consolidated totals for this combination. The entire process consists of seven steps. 


Step 1 

Prior to constructing a worksheet, the parent prepares a formal allocation of the acquisition- 
date fair value similar to the equity method procedures presented in Chapter 1.'° Thus, the fol- 
lowing schedule is appropriate for BigNet’s acquisition of Smallport: 


Acquisition-Date Fair Value Allocation Schedule 


Fair value of consideration transferred by BigNet.............. $2,620,000 
Book value of Smallport (see Exhibit 2.3).................00. 600,000 
Excess of fair value over book value ..............000.0000. $2,020,000 


Allocations made to specific accounts based on acquisition-date 
fair and book value differences: 


Computers and equipment ($600,000 — $400,000) ....... $ 200,000 

Capitalized software ($1,200,000 — $100,000)........... 1,100,000 

Customer contracts ($700,000 — 0) ...............00.. 700,000 

Notes payable ($250,000 — $200,000) ................. (50,000) 1,950,000 
Excess fair value not identified with specific items—Goodwill .... $ 70,000 


15 This allocation procedure is helpful but not critical if dissolution occurs. The asset and liability accounts are 
simply added directly into the parent's books at their acquisition-date fair value with any excess assigned to 
goodwill as shown in the previous sections of this chapter. 
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EXHIBIT 2.6 Acquisition Method—Date of Acquisition 


Consolidation Entries . 
Consolidated 
Accounts BigNet Smallport Debits Credits Totals 
Income Statement 
Revenues (1,000,000) (1,000,000) 
Expenses 840,000* 840,000 
Net income (160,000) (160,000) 
Statement of Retained Earnings 
Retained earnings, 1/1 (870,000) (870,000) 
Net income (above) (160,000)* (160,000) 
Dividends paid 110,000 110,000 
Retained earnings, 12/31 (920,000) (920,000) 
Balance Sheet 
Current Assets 1,060,000* 300,000 1,360,000 
Investment in Smallport Company 2,620,000* —0- (S) 600,000 -0- 
(A) 2,020,000 
Computers and equipment 1,300,000 400,000 (A) 200,000 1,900,000 
Capitalized software 500,000 100,000 (A) 1,100,000 1,700,000 
Customer contracts —0- —0- (A) 700,000 700,000 
Goodwill -0- —0- (A) 70,000 70,000 
Total assets 5,480,000 800,000 5,730,000 
Note Payable (300,000) (200,000) (A) 50,000 (550,000) 
Contingent performance liability (20,000)* (20,000) 
Common stock (1,860,000)* (100,000) (S) 100,000 (1,860,000) 
Additional paid-in capital (2,380,000)* (20,000) (S) 20,000 (2,380,000) 
Retained earnings, 12/31 (above) (920,000) (480,000) (S) 480,000 (920,000) 
Total liabilities and equities (5,480,000) (800,000) 2,670,000 2,670,000 (5,730,000) 


Note: Parentheses indicate a credit balance 


*Balances have been adjusted for consideration transferred and payment of consolidation costs. Also note follow-through effects to net income and retained earnings from the expensing of 


the direct acquisition costs. 


(S) Elimination of Smallport’s stockholders’ equity accounts as of December 31 and book value portion of the investment account. 
(A) Allocation of BigNet’s consideration fair value in excess of book value. 


Note that this schedule initially subtracts Smallport’s acquisition-date book value. The resulting 
$2,020,000 difference represents the total amount needed on the Exhibit 2.6 worksheet to adjust 
Smallport’s individual assets and liabilities from book value to fair value (and to recognize good- 
will). Next, the schedule shows how this $2,020,000 total is allocated to adjust each individual 
item to fair value. The fair-value allocation schedule thus effectively serves as a convenient sup- 
porting schedule for the Exhibit 2.6 worksheet and is routinely prepared for every consolidation. 

No part of the $2,020,000 excess fair value is attributed to the current assets because their 
book values equal their fair values. The Notes Payable account shows a negative allocation be- 
cause the debt’s present value exceeds its book value. An increase in debt decreases the fair 
value of the company’s net assets. 


Step 2 

The first two columns of the worksheet (see Exhibit 2.6) show the separate companies’ 
acquisition-date financial figures (see Exhibit 2.3). BigNet’s accounts have been adjusted for 
the investment entry recorded earlier. As another preliminary step, Smallport’s revenue, ex- 
pense, and dividend accounts have been closed into its Retained Earnings account. The sub- 
sidiary’s operations prior to the December 31 takeover have no direct bearing on the operating 
results of the business combination. These activities occurred before Smallport was acquired; 
thus, the new owner should not include any precombination subsidiary revenues or expenses 
in the consolidated statements. 
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Step 3 

Consolidation Entry S eliminates Smallport’s stockholders’ equity accounts (S is a reference 
to beginning subsidiary Stockholders’ equity). These balances (Common Stock, Additional 
Paid-In Capital, and Retained Earnings) represent ownership accounts held by the parent in 
their entirety and thus no longer are outstanding. By removing these accounts, only Small- 
port’s assets and liabilities remain to be combined with the parent company figures. 


Step 4 

Consolidation Entry S also removes the $600,000 component of the Investment in Smallport 
Company account that equates to the book value of the subsidiary’s net assets. For external re- 
porting purposes, BigNet should include each of Smallport’s assets and liabilities rather than 
a single investment balance. In effect, this portion of the Investment in Smallport Company ac- 
count is deleted and replaced by the specific assets and liabilities that it represents. 


Step 5 

Entry A removes the $2,020,000 excess payment in the Investment in Smallport Company and 
assigns it to the specific accounts indicated by the fair-value allocation schedule. Conse- 
quently, Computers and Equipment is increased by $200,000 to agree with Smallport’s fair 
value: $1,100,000 is attributed to Capitalized Software, $700,000 to Customer Contracts, and 
$50,000 to Notes Payable. The unidentified excess of $70,000 is allocated to goodwill. This 
entry is labeled Entry A to indicate that it represents the Allocations made in connection with 
Smallport’s acquisition-date fair value. It also completes the Investment in Smallport account 
balance elimination. 


Step 6 

All accounts are extended into the Consolidated Totals column. For accounts such as Current 
Assets, this process simply adds Smallport and BigNet book values. However, when applica- 
ble, this extension also includes any allocations to establish the acquisition-date fair values of 
Smallport’s assets and liabilities. Computers and Equipment, for example, is increased by 
$200,000. By increasing the subsidiary’s book value to fair value, the reported balances are the 
same as in the previous examples when dissolution occurred. The use of a worksheet does not 
alter the consolidated figures but only the method of deriving those numbers. 


Step 7 

We subtract consolidated expenses from revenues to arrive at a $160,000 net income. Note that 
because this is an acquisition-date worksheet, we consolidate no amounts for Smallport’s rev- 
enues and expenses. Having just been acquired, Smallport has not yet earned any income for 
BigNet owners. Consolidated revenues, expenses, and net income are identical to BigNet’s 
balances. Subsequent to acquisition, of course, Smallport’s income accounts will be consoli- 
dated with BigNet’s (coverage of this topic begins in Chapter 3). 


Worksheet Mechanics 

In general, totals (such as Net Income and Ending Retained Earnings) are not directly consol- 
idated across on the worksheet. Rather, the components (such as revenues and expenses) are 
extended across and then combined vertically to derive the appropriate figure. Net income is 
then carried down on the worksheet to the statement of retained earnings and used (along with 
beginning retained earnings and dividends paid) to compute the December 31 Retained Earn- 
ings balance. In the same manner, ending Retained Earnings of $920,000 is entered into the 
balance sheet to arrive at total liabilities and equities of $5,730,000, a number that reconciles 
with the total of consolidated assets. 

The balances in the final column of Exhibit 2.6 are used to prepare consolidated financial 
statements for the business combination of BigNet Company and Smallport Company. The 
worksheet entries serve as a catalyst to bring together the two independent sets of financial in- 
formation. The actual accounting records of both BigNet and Smallport remain unaltered by 
this consolidation process. 
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ACQUISITION-DATE FAIR-VALUE ALLOCATIONS—ADDITIONAL ISSUES 


Los Intangibles 
Describe the two criteria for An important element of acquisition accounting is the acquirer’s recognition and measurement 
recognizing intangible assets of the assets acquired and liabilities assumed in the combination. In particular, the advent of 


apart from goodwill in a business 


pele <a the information age brings new measurement challenges for a host of intangible assets that 


provide value in generating future cash flows. Intangible assets often comprise the largest pro- 
portion of an acquired firm. For example, when AT&T acquired AT&T Broadband, it allocated 
approximately $19 billion of the $52 billion purchase price to franchise costs. These franchise 
costs form an intangible asset representing the value attributed to agreements with local au- 
thorities that allow access to homes. 

Intangible assets include both current and noncurrent assets (not including financial in- 
struments) that lack physical substance. In determining whether to recognize an intangible as- 
set in a business combination, two specific criteria are essential. 


1. Does the intangible asset arise from contractual or other legal rights? 


2. Is the intangible asset capable of being sold or otherwise separated from the acquired 
enterprise? 


Intangibles arising from contractual or legal rights are commonplace in business combina- 
tions. Often identified among the assets acquired are trademarks, patents, copyrights, franchise 
agreements, and a number of other intangibles that derive their value from governmental pro- 
tection (or other contractual agreements) that allow a firm exclusive use of the asset. Most 
intangible assets recognized in business combinations meet the contractual-legal criterion. 

Also seen in business combinations are intangible assets meeting the separability criterion. 
An acquired intangible asset is recognized if it is capable of being separated or divided from 
the acquiree and sold, transferred, licensed, rented, or exchanged individually or together with 
a related contract, identifiable asset, or liability. The acquirer is not required to have the inten- 
tion to sell, license, or otherwise exchange the intangible in order to meet the separability cri- 
terion. For example, an acquiree may have developed internally a valuable customer list or 
other noncontractual customer relationships. Although the value of these items may not have 
arisen from a specific legal right, they nonetheless convey benefits to the acquirer that may be 
separable through sale, license, or exchange. 

Exhibit 2.7 provides an extensive listing of intangible assets with indications of whether 
they typically meet the legal/contractual or separability criteria. 

The FASB (Exposure Draft, Business Combinations and Intangible Assets, para. 271) rec- 
ognized the inherent difficulties in estimating the separate fair values of many intangibles and 
stated that 


Difficulties may arise in assigning the acquisition cost to individual intangible assets acquired 
in a basket purchase such as a business combination. Measuring some of those assets is less 
difficult than measuring other assets, particularly if they are exchangeable and traded regularly 
in the marketplace. . . . Nonetheless, even those assets that cannot be measured on that basis 
may have more cash flow streams directly or indirectly associated with them than can be used 

as the basis for measuring them. While the resulting measures may lack the precision of other 
measures, they provide information that is more representationally faithful than would be the case 
if those assets were simply subsumed into goodwill on the grounds of measurement difficulties. 


Undoubtedly, as our knowledge economy continues its rapid growth, asset allocations to items 
such as those identified in Exhibit 2.7 are expected to be frequent. 


Preexisting Goodwill on Subsidiary’s Books 

In our examples of business combinations so far, the assets acquired and liabilities assumed 
have all been specifically identifiable (e.g., current assets, capitalized software, computers and 
equipment, customer contracts, and notes payable). However, in many cases, an acquired firm 
has an unidentifiable asset (i.e., goodwill recorded on its books in connection with a previous 
business combination of its own). A question arises as to the parent’s treatment of this preex- 
isting goodwill on the newly acquired subsidiary’s books. 
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EXHIBIT 2.7 Illustrative Examples of Intangible Assets That Meet the Criteria for Recognition Separately 
from Goodwill (FASB ASC paragraphs 805-20-55-11 through 45) 


The following are examples of intangible assets that meet the criteria for recognition as an asset apart from goodwill. 
The following illustrative list is not intended to be all-inclusive; thus, an acquired intangible asset could meet the recog- 
nition criteria of this statement but not be included on that list. Assets designated by the symbol “ are those that 
would generally be recognized separately from goodwill because they meet the contractual-legal criterion. Assets desig- 
nated by the symbol “ do not arise from contractual or other legal rights but should nonetheless be recognized sepa- 
rately from goodwill because they meet the separability criterion. The determination of whether a specific acquired 
intangibile asset meets the criteria in this statement for recognition apart from goodwill should be based on the facts 
and circumstances of each individual business combination. ~* 


Marketing-Related Intangible Assets 


Contract-Based Intangible Assets 


1. Trademarks, trade names.‘ 1. Licensing, royalty, standstill agreements.‘ 
2. Service marks, collective marks, certification marks.‘ 2. Advertising, construction, management, service, or 
3. Trade dress (unique color, shape, or package design).‘ supply contracts.¢ 
4. Newspaper mastheads.‘ 3. Lease agreements.‘ 
5. Internet domain names.‘ 4. Construction permits.‘ 
6. Noncompetition agreements.‘ 5. Franchise agreements.‘ 
Customer-Related Intangible Assets 6. Operating ne broadcast Cen 

7. Use rights such as landing, drilling, water, air, 
1. Customer lists.* mineral, timber cutting, and route authorities. 
2. Order or production backlog.° 8. Servicing contracts such as mortgage servicing 
3. Customer contracts and related customer relationships.‘ contracts.° 
4. Noncontractual customer relationships.‘ 9. Employment contracts.“ 


Artistic-Related Intangible Assets Technology-Based Intangible Assets 


1. Plays, operas, and ballets.‘ 

2. Books, magazines, newspapers, and other literary 
works.‘ 

3. Musical works such as compositions, song lyrics, 
advertising jingles.° 

4. Pictures and photographs.‘ 

5. Video and audiovisual material, including motion 
pictures, music videos, and television programs.‘ 


Patented technology.* 

Computer software and mask works.‘ 

Unpatented technology.® 

Databases, including title plants.s 

Trade secrets, including secret formulas, processes, 
recipes.¢ 


Wal ge ES Sh 


*The intangible assets designated by the symbol (c) also could meet the separability criterion. However, separability is not a necessary condition for an asset to meet the 
contractual-legal criterion. 


By its very nature, such preexisting goodwill is not considered identifiable by the parent. 
Therefore, the new owner simply ignores it in allocating the acquisition-date fair value. The 
logic is that the total business fair value is first allocated to the identified assets and liabilities. 
Only if an excess amount remains after recognizing the fair values of the net identified assets 
is any goodwill recognized. Thus, in all business combinations, only goodwill reflected in the 
current acquisition is brought forward in the consolidated entity’s financial reports. 


Acquired In-Process Research and Development 


The accounting for a business combination begins with the identification of the tangible and 
intangible assets acquired and liabilities assumed by the acquirer. The fair values of the indi- 
vidual assets and liabilities then provide the basis for financial statement valuations. Recently, 
many firms—especially those in pharmaceutical and high-tech industries—have allocated sig- 
nificant portions of acquired businesses to in-process research and development (IPR&D). 

In a marked departure from past practice, current standards now require that acquired 
IPR&D be measured at acquisition-date fair value and recognized in consolidated financial 
statements as an asset. In commenting on the nature of IPR&D as an asset, Pfizer in an 
October 28, 2005, comment letter to the FASB observed that 


Board members know that companies frame business strategies around IPR&D, negotiate for it, 
pay for it, fair value it, and nurture it and they view those seemingly rational actions as inconsistent 
with the notion that IPR&D has no probable future economic benefit. 
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For example, ARCA Biopharma acquired a significant in-process research and development 
IPR&D asset through a merger with Nuvelo in early 2009. As ARCA Biopharma noted in its 
March 31, 2009, financial statements: 


A valuation firm was engaged to assist ARCA in determining the estimated fair values of these 

(IPR&D) assets as of the acquisition date. Discounted cash flow models are typically used in these 

valuations, and the models require the use of significant estimates and assumptions including but 

not limited to: 

° Projecting regulatory approvals. 

¢ Estimating future cash flows from product sales resulting from completed products and 
in-process projects. 

° Developing appropriate discount rates and probability rates by project. 


The IPR&D asset is initially considered an indefinite-lived intangible asset and is not subject 
to amortization. IPR&D is then tested for impairment annually or more frequently if events or 
changes in circumstances indicate that the asset might be impaired. 

Recognizing acquired IPR&D as an asset is clearly consistent with the FASB’s fair-value 
approach to acquisition accounting. Similar to costs that result in goodwill and other internally 
generated intangibles (e.g., customer lists, trade names, etc.), IPR&D costs are expensed as in- 
curred in ongoing business activities. However, a business combination is considered a signif- 
icant recognition event for which all fair values transferred in the transaction should be fully 
accounted for, including any values assigned to IPR&D. Moreover, because the acquirer paid 
for the IPR&D, an expectation of future economic benefit is assumed and, therefore, the 
amount is recognized as an asset. 

To illustrate further, assume that ClearTone Company pays $2,300,000 in cash for all assets 
and liabilities of Newave, Inc., in a merger transaction. ClearTone manufactures components 
for cell phones. The primary motivation for the acquisition is a particularly attractive research 
and development project under way at Newave that will extend a cell phone’s battery life by 
up to 50 percent. ClearTone hopes to combine the new technology with its manufacturing 
process and projects a resulting substantial revenue increase. ClearTone is optimistic that 
Newave will finish the project in the next two years. At the acquisition date, ClearTone pre- 
pares the following schedule that recognizes the items of value it expects to receive from the 
Newave acquisition: 


Consideration transferred ........... 000. eee eee eee eee $2,300,000 
RECAIVADIES: oe vanciaddraeiatod ada tueee ae Bee ES oa ate dae $ 55,000 
POtGIMSS cxiecin ate hese, ek hae Cah eadieeded onsets ot a Reais wae Rataie 220,000 
In-process research and development .................... 1,900,000 
Accounts payable ........ 0.0.00... eee (175,000) 
Fair value of identified net assets acquired ...............0.. 2,000,000 
Goodwill... 0.0.0.0... cc cece beet e eter eens $ 300,000 


ClearTone records the transaction as follows: 


SCE EL OES creelhnate, Acar cin im ereitrn ols, & Soe Attee ie ales atecncis.e Ma ameleanelers 55,000 

Rate tntSaeewe ens eran eae iene ate reente eeetera st eencela Wh mer ac yen RCP e are Onan. Riley treme 220,000 

Newttelteln) elite! lewelloyoMene Eli saocacneuaacasaaucabaneqgueedoode 1,900,000 

GOOCW Ill ereweecas ary eters oe tar as nc eoarr sen nn Minny TREC IWeL ern Te 300,000 
PNe coi Ui nel elo) tenancies caw eee ea Ie eRe oe aoe 175,000 
EAS I eee ee ee eet PR ree A SOTERA WDE SN ArT ere Ae es 2,300,000 


Research and development expenditures incurred subsequent to the date of acquisition will 
continue to be expensed. Acquired IPR&D assets should be considered initially indefinite- 
lived until the project is completed or abandoned. As with other indefinite-lived intangible as- 
sets, an acquired IPR&D asset is tested for impairment and is not amortized until its useful life 
is determined to be no longer indefinite. 
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CONVERGENCE BETWEEN U.S. AND INTERNATIONAL 
ACCOUNTING STANDARDS 


The FASB ASC topics on Business Combinations (805) and Consolidations (810) represent 
outcomes of a joint project between the FASB and the International Accounting Standards 
Board (IASB). The primary objective of the project was stated as follows: 


to develop a single high-quality standard for business combinations that can be used for both 
domestic and cross-border financial reporting. The goal is to develop a standard that includes a 
common set of principles and related guidance that produces decision-useful information and 
minimizes exceptions to those principles. The standard should improve the completeness, 
relevance, and comparability of financial information about business combinations . . . (FASB 
Project Updates: Business Combinations: Applying the Acquisition Method—Joint Project of the 
IASB and FASB: October 25, 2007) 


The IASB subsequently issued International Financial Reporting Standard 3 (/F'RS 3) Revised 
(effective July 2009), which along with FASB ASC topics 805, Business Combinations, and 
810, Consolidation, effectively converged the accounting for business combinations interna- 
tionally. The two standards are identical in most important aspects of accounting for business 
combinations although differences can result in noncontrolling interest valuation and some 
other limited applications.'® The joint project on business combinations represents one of the 
first successful implementations of the agreement between the two standard-setting groups to 
coordinate efforts on future work with the goal of developing high-quality comparable stan- 
dards for both domestic and cross-border financial accounting. 


LEGACY METHODS OF ACCOUNTING FOR BUSINESS COMBINATIONS 


LO9 


Identify the general characteris- 
tics of the purchase method and 
the general characteristics of a 
pooling of interests. Also recog- 
nize that although the pooling of 
interests and purchase methods 
are no longer applicable for 

new business combinations their 
financial reporting effects will be 
evident for decades to come. 


The acquisition method provides the accounting for business combinations occurring in 2009 
and thereafter. However, for decades, business combinations were accounted for using either 
the purchase or pooling of interests method. From 2002 through 2008, the purchase method 
was used exclusively for business combinations. Prior to 2002, financial reporting standards 
allowed two alternatives: the purchase method and the pooling of interests method. Because 
the FASB required prospective application of the acquisition method for 2009 and beyond, the 
purchase and pooling of interests methods continue to provide the basis for financial report- 
ing for pre-2009 business combinations and thus will remain relevant for many years. Liter- 
ally tens of thousands of past business combinations will continue to be reported in future 
financial statements under one of these legacy methods. 


The Purchase Method: An Application of the Cost Principle 
A basic principle of the purchase method was to record a business combination at the cost to the 
new owners. For example, several years ago MGM Grand, Inc., acquired Mirage Resorts, Inc., for 
approximately $6.4 billion. This purchase price continued to serve as the valuation basis for Mirage 
Resorts’ assets and liabilities in the preparation of MGM Grand’s consolidated financial statements. 
Several elements of the purchase method reflect a strict application of the cost principle. 
The following items represent examples of how the cost-based purchase method differs from 
the fair-value-based acquisition method. 


e Acquisition date allocations (including bargain purchases). 
e Direct combination costs. 


¢ Contingent consideration. 
¢ In-process research and development. 


We next briefly discuss the accounting treatment for these items across the current and previ- 
ous financial reporting regimes. 


16 Chapter 4 of this text provides further discussion of noncontrolling interest accounting differences across 
U.S. GAAP and IFRS. Other differences are presented in chapters where the applicable topics are covered. 
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Purchase-Date Cost Allocations (Including Bargain Purchases) 


In a business combination, the application of the cost principle often was complicated because 
literally hundreds of separate assets and liabilities were acquired. Accordingly, for asset valu- 
ation and future income determination, firms needed a basis to allocate the total cost among 
the various assets and liabilities received in the bargained exchange. Similar to the acquisition 
method, the purchase method based its cost allocations on the combination-date fair values 
of the acquired assets and liabilities. Also closely related to the acquisition method proce- 
dures, any excess of cost over the sum of the net identified asset fair values was attributed 
to goodwill. 

But the purchase method stands in marked contrast to the acquisition method in bargain 
purchase situations. Under the purchase method, a bargain purchase occurred when the sum 
of the individual fair values of the acquired net assets exceeded the purchase cost. To record a 
bargain purchase at cost, however, the purchase method required that certain long-term assets 
be recorded at amounts below their assessed fair values. 

For example, assume Adams Co. paid $520,000 for Brook Co. in 2008. Brook has the fol- 
lowing assets with appraised fair values: 


Accounts receivable .............. $ 15,000 
Land ...... 2.0.0... eee eee 200,000 
BUIIGING: 2: ssi: ode teen ab ase ee 400,000 
Accounts payable ................ (5,000) 
Total net fair value ............... $610,000 


However, to record the combination at its $520,000 cost, Adams cannot use all of the above 
fair values. The purchase method solution was to require that Adams reduce the valuation as- 
signed to the acquired long-term assets (land and building) proportionately by $90,000 
($610,000 — $520,000). The total fair value of the long-term assets, in this case $600,000, 
provided the basis for allocating the reduction. Thus, Adams would reduce the acquired land 
by (2/6 X $90,000) = $30,000 and the building by (4/6 < $90,000) = $60,000. Adams’ jour- 
nal entry to record the combination using the purchase method would then be as follows: 


ANGGOUM[S:TEGEIV ACen ey wt yeaa Rene ee tered Wenner er ear eae a 15,000 

Leiniel CVANCKCCO = S300) ctocueokeoorasosdocdeudovdouseanaes 170,000 

Uillohine) CACO COO) = KO OOO) convcavcsancoauscceccnedensoonans 340,000 
AGcountSipaVablewe ce er warrants censure geese eee 5,000 
GE ater erae te 8 ney meee viraemuae nce ana Care OnN ty erty cu he Maun ae iar ee 520,000 


Note that the current assets and liabilities did not share in the proportionate reduction to cost. 
Long-term assets were subject to the reduction because their fair-value estimates were consid- 
ered less reliable than current items and liabilities. Finally, in rare situations firms recognized 
an extraordinary gain on a purchase, but only in the very unusual case that the long-term as- 
sets were reduced to a zero valuation. 

In contrast, the acquisition method embraces the fair-value concept and discards the con- 
sideration transferred as a valuation basis for the business acquired in a bargain purchase. In- 
stead, the acquirer measures and recognizes the fair values of each of the assets acquired and 
liabilities assumed at the date of combination, regardless of the consideration transferred in the 
transaction. As a result, (1) no assets are recorded at amounts below their assessed fair values 
as is the case with bargain purchases accounted for by the purchase method and (2) a gain on 
bargain purchase is recognized at the acquisition date. Bargain purchases in acquisitions rep- 
resent an exception to the general rule of valuing an acquisition at the consideration trans- 
ferred by the acquirer. 


Direct Combination Costs 


Almost all business combinations employ professional services to assist in various phases of 
the transaction. Examples include target identification, due diligence regarding the value of an 
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acquisition, financing, tax planning, and preparation of formal legal documents. Prior to 2009, 
under the purchase method, the investment cost basis included direct combination costs. In 
contrast, the acquisition method considers these costs as payments for services received, not 
part of the fair value exchanged for the business. Thus, under the acquisition method, direct 
combination costs are expensed as incurred. 


Contingent Consideration 

Often business combination negotiations result in agreements to provide additional payments 
to former owners if they meet specified future performance measures. The purchase method 
accounted for such contingent consideration obligations as post-combination adjustments to 
the purchase cost (or stockholders’ equity if the contingency involved the parent’s equity share 
value) upon resolution of the contingency. The acquisition method treats contingent consider- 
ation obligations as a negotiated component of the fair value of the consideration transferred, 
consistent with the fair value measurement attribute. 


In-Process Research and Development (IPR&D) 

Prior to 2009, financial reporting standards required the immediate expensing of acquired 
IPR&D if the project had not yet reached technological feasibility and the assets had no future 
alternative uses. Expensing acquired IPR&D was consistent with the accounting treatment for a 
firm’s ongoing research and development costs. The acquisition method, however, requires tan- 
gible and intangible assets acquired in a business combination to be used in a particular research 
and development activity, including those that may have no alternative future use, to be recog- 
nized and measured at fair value at the acquisition date. These capitalized research and develop- 
ment costs are reported as intangible assets with indefinite lives subject to periodic impairment 
reviews. Moreover, because the acquirer identified and paid for the IPR&D, the acquisition 
method assumes an expectation of future economic benefit and therefore recognizes an asset. 


The Pooling of Interests Method: Continuity of 
Previous Ownership 


Historically, former owners of separate firms would agree to combine for their mutual benefit 
and continue as owners of a combined firm. It was asserted that the assets and liabilities of the 
former firms were never really bought or sold; former owners merely exchanged ownership 
shares to become joint owners of the combined firm. Combinations characterized by exchange 
of voting shares and continuation of previous ownership became known as pooling of inter- 
ests. Rather than an exchange transaction with one ownership group replacing another, a pool- 
ing of interests was characterized by a continuity of ownership interests before and after the 
business combination. Prior to its elimination, this method was applied to a significant num- 
ber of business combinations.’’ To reflect the continuity of ownership, two important steps 
characterized the pooling of interests method: 


1. The book values of the assets and liabilities of both companies became the book values re- 
ported by the combined entity. 


2. The revenue and expense accounts were combined retrospectively as well as prospectively. 
The idea of continuity of ownership gave support for the recognition of income accruing to 
the owners both before and after the combination. 


Therefore, in a pooling, reported income was typically higher than under the contemporane- 
ous purchase accounting. Under pooling, not only did the firms retrospectively combine in- 
comes, but also the smaller asset bases resulted in smaller depreciation and amortization 
expenses. Because net income reported in financial statements often is used in a variety of 
contracts, including managerial compensation, managers considered the pooling method an at- 
tractive alternative to purchase accounting. 

Prior to 2002, accounting and reporting standards allowed both the purchase and pooling of 
interest methods for business combinations. However, standard setters established strict criteria 


17 Past prominent business combinations accounted for by the pooling of interests method include ExxonMobil, 
Pfizer-Warner Lambert, Yahoo!-Broadcast.com, Pepsi-Quaker Oats, among thousands of others. 
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EXHIBIT 2.8 
Precombination Information 
for Baker Company 


January 1 Book Values Fair Values 
Current assets $ 30,000 $ 30,000 
Internet domain name 160,000 300,000 
Licensing agreements 0 500,000 
In-process research and development 0 200,000 
Notes payable (25,000) (25,000) 

Total net assets $165,000 $1,005,000 


for use of the pooling method. The criteria were designed to prevent managers from engaging 
in purchase transactions and then reporting them as poolings of interests. Business combinations 
that failed to meet the pooling criteria had to be accounted for by the purchase method. 

These criteria had two overriding objectives. First, to ensure the complete fusion of the two 
organizations, one company had to obtain substantially all (90 percent or more) of the voting 
stock of the other. The second general objective of these criteria was to prevent purchase com- 
binations from being disguised as poolings. Past experience had shown that combination trans- 
actions were frequently manipulated so that they would qualify for pooling of interests 
treatment (usually to increase reported earnings). However, subsequent events, often involving 
cash being paid or received by the parties, revealed the true nature of the combination: One 
company was purchasing the other in a bargained exchange. A number of qualifying criteria 
for pooling of interests treatment were designed to stop this practice. 


Comparisons across the Pooling of Interests, Purchase, 
and Acquisition Methods 


To illustrate some of the differences across the purchase, pooling of interests, and acquisition 
methods, assume that on January 1, Archer, Inc., acquired Baker Company in exchange for 
10,000 shares of its $1.00 par common stock having a fair value of $1,200,000 in a transaction 
structured as a merger. In connection with the acquisition, Archer paid $25,000 in legal and 
accounting fees. Also, Archer agreed to pay the former owners additional cash consideration 
contingent upon the completion of Baker’s existing contracts at specified profit margins. The 
current fair value of the contingent obligation was estimated to be $150,000. Exhibit 2.8 pro- 
vides Baker’s combination-date book values and fair values. 


Purchase Method Applied 
Archer’s valuation basis for its purchase of Baker is computed and allocated as follows: 


Fair value of shares issued .......... 0.00. eee eee eee eee $1,200,000 
Direct combination costs (legal and accounting fees) ............ 25,000 
Cost of the Baker purchase ....... 0.0.0.0. c ee eee $1,225,000 
Cost allocation: 
Current assetS .... 0... cee eee eben ete eas $ 30,000 
Internet domain name ............ 0.0002. eee 300,000 
Licensing agreements 24... ec4 eed te eee ee ees 500,000 
Research and development expense ..............00000 ee 200,000 
Notes:payable: 2.283 Ssciterte te io te elias axe eee eed aoe (25,000) 
Total net fair value of items acquired..................... 1,005,000 
GOOGWIIl - soc iochedtkns toca awh deenedadd beet eee vest $ 220,000 


Note the following characteristics of the purchase method from the above schedule. 


e The valuation basis is cost and includes direct combination costs, but excludes the contingent 
consideration. 

¢ The cost is allocated to the assets acquired and liabilities assumed based on their individual 
fair values (unless a bargain purchase occurs and then the long-term items may be recorded 
as amounts less than their fair values). 
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¢ Goodwill is the excess of cost of the fair values of the net assets purchase. 


e Acquired in-process research and development is expensed immediately at the purchase 
date. 


Pooling of Interests Method Applied 

Because a purchase-sale was deemed not to occur, the pooling method relied on previously 
recorded values reflecting a continuation of previous ownership. Thus, the following asset 
values would be recorded by Archer in a business combination accounted for as a pooling of 
interests. 


Values Assigned 


GUICIPASSEIS: 2.2 S82 ess 22a Sayer weenie ee ete ee $ 30,000 
Internet domain name .........00..0. 000 eee 160,000 
Licensing agreements ............00 00002 cee ee —0- 
In-process research and development .................-5. —-0- 
NOtés payable: iscc vesisieagel dese sabeaty ehaaiese4 a decks _ (25,000) 
Total value assigned within the combination............... $165,000 


Note the following characteristics of the pooling of interests method from the above schedule. 


¢ Because a pooling of interests was predicated on a continuity of ownership, the accounting 
incorporated a continuation of previous book values and ignored fair values exchanged in 
a business combination. 

¢ Previously unrecognized (typically internally developed) intangibles continue to be reported 
at a zero value post-combination. 

¢ Because the pooling of interests method values an acquired firm at its previously recorded 
book value, no new amount for goodwill was ever recorded in a pooling. 


Acquisition Method Applied 


According to the acquisition method, Archer’s valuation basis for its acquisition of Baker is 
computed as follows: 


Fair value of shares issued .......... 00.000 $1,200,000 
Fair value of contingent performance obligation................ 150,000 
Total consideration transferred for the Baker acquisition .......... $1,350,000 
Cost allocation: 
GUPTEMTZASSOIS® cui See Srace wd Gracias bedi Gobi wae ob dad $ 30,000 
Internet domainname ............. 0.000. 300,000 
Licensing agreements .......... 000. eect eee 500,000 
Research and development asset ................-0..0005. 200,000 
Notes Payables isciec cn amaied wade daa > degehalhdu won kohees we (25,000) 
Total net fair value of items acquired ..................0.. 1,005,000 
Goodwill! 3.c a2acc hie aiy s GG hae a ets Fob da ds ad duiand $ 345,000 


Note the following characteristics of the acquisition method from the above entry. 


¢ The valuation basis is fair value of consideration transferred and includes the contingent 
consideration, but excludes direct combination costs. 


¢ The assets acquired and liabilities assumed are recorded at their individual fair values. 


¢ Goodwill is the excess of the consideration transferred over the fair values of the net assets 
acquired. 


e Acquired in-process research and development is recognized as an asset. 
¢ Professional service fees to help accomplish the acquisition are expensed. 
The following table compares the amounts from Baker that Archer would include in its 


combination-date consolidated financial statements under the pooling of interests method, 
the purchase method, and the acquisition method. 
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Values Incorporated in Archer's 
Consolidated Balance Sheet Resulting 
from the Baker Transaction 


Pooling of Purchase Acquisition 
Interests Method Method Method 

Current assets $ 30,000 $ 30,000 $ 30,000 
Internet domain name 160,000 300,000 300,000 
Licensing agreements —0- 500,000 500,000 
In-process research and development asset* —0- —0- 200,000 
Goodwill —0- 220,000 345,000 
Notes payable (25,000) (25,000) (25,000) 
Contingent performance obligation —0- —0- (150,000) 
Total net asset recognized by Archer $165,000 $1,025,000 $1,200,000 


*Acquired in-process research and development was expensed under the purchase method and not recognized at all under the pooling of 
interests method. 


Several comparisons should be noted across these methods of accounting for business 
combinations: 


In consolidating Baker’s assets and liabilities, the purchase and acquisition methods record 
fair values. In contrast, the pooling method uses previous book values and ignores fair val- 
ues. Consequently, although a fair value of $1,350,000 is exchanged, only a net value of 
$165,000 (assets less liabilities) is reported in the pooling. 

The pooling method, as reflected in the preceding example, typically shows smaller asset 
values and consequently lowers future depreciation and amortization expenses. Thus, 
higher future net income was usually reported under the pooling method compared to sim- 
ilar situations that employed the purchase method. 

Under pooling, financial ratios such as Net Income/Total Assets were dramatically inflated. 
Not only was this ratio’s denominator understated through failure to recognize internally de- 
veloped assets acquired (and fair values in general), but the numerator was overstated 
through smaller depreciation and amortization expenses. 


Although not shown, the pooling method retrospectively combined the acquired firm’s rev- 
enues, expenses, dividends, and retained earnings. The purchase and acquisition methods 
incorporate only post-combination values for these operational items. Also all costs of the 
combination (direct and indirect acquisition costs and stock issue costs) were expensed in 
the period of combination under the pooling of interests method. 

Finally, with adoption of the acquisition method, the FASB has moved clearly in the direc- 
tion of increased management accountability for the fair values of all assets acquired and 
liabilities assumed in a business combination. 


Summary 


Consolidation of financial information is required for external reporting purposes when one organi- 
zation gains control of another, thus forming a single economic entity. In many combinations, all but 
one of the companies is dissolved as a separate legal corporation. Therefore, the consolidation 
process is carried out fully at the date of acquisition to bring together all accounts into a single set of 
financial records. In other combinations, the companies retain their identities as separate enterprises 
and continue to maintain their own separate accounting systems. For these cases, consolidation is a 
periodic process necessary whenever the parent produces external financial statements. This periodic 
procedure is frequently accomplished through the use of a worksheet and consolidation entries. 


Under the acquisition method, the fair value of the consideration transferred provides the starting 
point for valuing the acquired firm. The fair value of the consideration transferred by the acquirer in- 
cludes the fair value of any contingent consideration. The acquired company assets and liabilities are 
consolidated at their individual acquisition-date fair values. If the consideration transferred exceeds 
the total fair value of the net assets, the residual amount is recognized in the consolidated financial 
statements as goodwill, an intangible asset. Direct combination costs are expensed as incurred be- 
cause they are not part of the acquired business fair value. When a bargain purchase occurs, individual 
assets and liabilities acquired continue to be recorded at their fair values and a gain on bargain purchase 
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is recognized. Also, in contrast to past practice, the fair value of all acquired in-process research and de- 
velopment is recognized as an asset in business combinations subject to subsequent impairment reviews. 

3. Particular attention should be paid to the recognition of intangible assets in business combinations. 
An intangible asset must be recognized in an acquiring firm’s financial statement if the asset arises 
from a legal or contractual right (e.g., trademarks, copyrights, artistic materials, royalty agreements). 
If the intangible asset does not represent a legal or contractual right, the intangible will still be rec- 
ognized if it is capable of being separated from the firm (e.g., customer lists, noncontractual customer 
relationships, unpatented technology). 

4. Past financial reporting standards required either the purchase method or the pooling of interests 
method to account for business combinations. Because current GAAP prohibits retrospective treat- 
ment, vestiges of the earlier acquisition methods will remain in financial statements for many years 
to come. 

5. The purchase method valued the acquired firm at cost including all direct consolidation costs unless 
expended to issue stock. The acquired assets and liabilities were consolidated at their fair values at 
the date of purchase. If the purchase cost exceeded the fair value of the net acquired assets, the resid- 
ual was recognized in the consolidated financial statements as goodwill, an intangible asset. If the 
purchase price was less than total fair value, certain consolidated assets were reported at less than 
their individual fair values. Because of the bargain purchase, these noncurrent assets were consoli- 
dated at amounts less than their fair values. The total reduction was the difference between the 
acquisition cost and the net fair value of the subsidiary’s assets and liabilities. This figure is prorated 
based on the fair value of the various noncurrent assets. An extraordinary gain was reported if the 
reduction exceeded the total value of the applicable noncurrent assets. 


6. The pooling of interests method was criticized often because it relied on book values only and, there- 
fore, ignored the exchange transaction that formed the economic entity. Poolings ignored unrecorded 
intangible assets even though they were some of the main value drivers among the target firm’s as- 
sets. Poolings were also questioned because of the retroactive treatment of operating results. Conse- 
quently, companies were able to increase reported earnings by pooling with another company rather 
than by improving operating efficiency. Although firms needed to meet specific criteria to quality for 
pooling of interests treatment, many large firms were able to employ this method. After 2002, future 
use of the pooling method was prohibited. 


Com prehensive (Estimated Time: 45 to 65 Minutes) Following are the account balances of Miller Company and Richmond 
Illustration Company as of December 31. The fair values of Richmond Company’s assets and liabilities are also listed. 
PROBLEM 
Miller Richmond Richmond 
Company Company Company 
Book Values Book Values Fair Values 
12/31 12/31 12/31 
(GEIS Mewes eee meee eae ee $ 600,000 $ 200,000 $ 200,000 
Receivablessecqn poser ares 900,000 300,000 290,000 
IMVEM EON armen ttt nee ee trae 1,100,000 600,000 820,000 
Buildings and equipment (net) .... 9,000,000 800,000 900,000 
Unpatented technology ........ —0- —0- 500,000 
In-process research 
and development ........... —0- —0- 100,000 
Accounts payable............. (400,000) (200,000) (200,000) 
NOWES OEWEINE. odes coo dnouceds (3,400,000) (1,100,000) (1,100,000) 
lOtalsae eee seg pete eee ne $ 7,800,000 $ 600,000 $ 1,510,000 
Common stock—$20 par value ... $ (2,000,000) 
Common stock—$5 par value .... $ (220,000) 
Additional paid-in capital ....... (900,000) (100,000) 
Retained earnings, 1/1......... (2,300,000) (130,000) 
REVENUES yiron ca eect Aone (6,000,000) (900,000) 
EXPENSES) wena ee ee eae 3,400,000 750,000 


Note: Parentheses indicate a credit balance. 
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Additional Information (not reflected in the preceding figures) 


¢ On December 31, Miller issues 50,000 shares of its $20 par value common stock for all of the out- 
standing shares of Richmond Company. 

¢ As part of the acquisition agreement, Miller agrees to pay the former owners of Richmond $250,000 
if certain profit projections are realized over the next three years. Miller calculates the acquisition- 
date fair value of this contingency at $100,000. 

¢ Increating this combination, Miller pays $10,000 in stock issue costs and $20,000 in accounting and 
legal fees. 


Required 


a. Miller’s stock has a fair value of $32.00 per share. Using the acquisition method: 
1. Prepare the necessary journal entries if Miller dissolves Richmond so it is no longer a separate 
legal entity. 
2. Assume instead that Richmond will retain separate legal incorporation and maintain its own 
accounting systems. Prepare a worksheet to consolidate the accounts of the two companies. 
b. If Miller’s stock has a fair value of $26.00 per share, describe how the consolidated balances would 
differ from the results in requirement (a). 


SOLUTION 


a. 1. Ina business combination, the accountant first determines the total fair value of the consideration 
transferred. Because Miller’s stock is valued at $32 per share, the 50,000 issued shares are worth 
$1,600,000 in total. Included in the consideration transferred is the $100,000 acquisition-date fair 
value of the contingent performance obligation. 

This $1,700,000 total fair value is compared to the $1,510,000 fair value of Richmond’s assets 
and liabilities (including the value of IPR&D). The $190,000 excess fair value ($1,700,000 — 
$1,510,000) is recognized as goodwill. Because dissolution will occur, Richmond’s asset and liabil- 
ity accounts are transferred to Miller and entered at fair value with the excess recorded as goodwill. 

The $10,000 stock issue cost reduces Additional Paid-In Capital. The $20,000 direct combina- 
tion costs (accounting and legal fees) are expensed when incurred. 


Miller Company’s Financial Records—December 31 


(Es nip trues cicero tolerates Sher espe hee NeoGeo creates Eh nae eee caer ee 200,000 
REGEIWableS eran cerete palmer ivy RARER Rane eu neOe tots. ave ROE eae Arye eee 290,000 
IMVEMLONY: en peices Agee atepe aceite: eyeeenacreet intent heiewrcumra: ms usin le Siew anee 820,000 
HuillChine ls elilel CWO, cocesocscaueandecnecocebonecaoeands 900,000 
Unpatented Technology yes e trwcie ware eee ees et eens 500,000 
In-Process Research and Development Asset .............-....-.- 100,000 
GOOG Wi | [Weare teeter mre Pecan ee NU te vs Dee eae 190,000 
ACGOUITLSS Raya lOme netsh. creer te meme ear rent ay nos ety ener a: 200,000 
NotessPayabll @itarttuesmacsst ome meaner irae eres saver aoa ie 1,100,000 
Contingent Performance Obligation .....................-. 100,000 
Common Stock (Miller) (par value)... 0. ...0 00.0.0 c eee eee 1,000,000 
Additional Paid-In Capital (fair value in excess of par value) ...... 600,000 
To record acquisition of Richmond Company. 
PONS OME SANIGIOWENSES coeasdasgovavdeuseuucenucesusudy 20,000 
Cash (paid for combination costs) ............. 000 cece eee 20,000 
To record legal and accounting fees related to the combination. 
/Nololitioinell PencHin Cepeiell once oo ccaonadcacnaaogsGudebbanequnon 10,000 
(Cash (GOCSISSUEINGSCOSIS) .ccccccscdunasdobusucsenbencds 10,000 


To record payment of stock issuance costs. 
2. Under this scenario, the acquisition fair value is equal to that computed in part (a1). 


50,000 shares of stock at $32.00 each .................. $1,600,000 
Contingent performance obligation .................... 100,000 


Acquisition-date fair value of consideration transferred ...... $1,700,000 
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Because the subsidiary is maintaining separate incorporation, Miller establishes an investment 
account to reflect the $1,700,000 acquisition consideration: 


Miller’s Financial Records—December 31 


InvestmentiniRichmondi@ompanyesren tine eae nner 1,700,000 
Contingent Performance Obligation ....................05. 100,000 
Common Stock (Miller) (par value)... 6.0... ee eee 1,000,000 
Additional Paid-In Capital (market value in excess of par value) ... 600,000 

Professional service expenses 2.2... ee ee 20,000 
@asi(MaldOmeomb! Meatlomicosts) etme ert en inten 20,000 

To record legal and accounting fees related to the combination. 

AdditionaliRatdelnn@apitaleeamnwnae crest cr err er earns 10,000 

Gashn(StocksissUamcercosts) meee eee ree ee een 10,000 


To record payment of stock issuance costs. 


Because Richmond maintains separate incorporation and its own accounting system, Miller pre- 
pares a worksheet for consolidation. To prepare the worksheet, Miller first allocates Richmond’s 
fair value to assets acquired and liabilities assumed based on their individual fair values: 


Fair value of consideration transferred by Miller ............ $1,700,000 
Rook Wale OFIRAIMONG os asdcnnsasonngeanmosvawoenuee 600,000 
Excess fair value over book value ...................000- $1,100,000 


Allocations are made to specific accounts based on differences in fair values and book values: 


Receivables( $290) 000% $300) 000) ier. ner rene $ (10,000) 
[AVEO EAD O00 = YOO.C00) .ccncctcnsnonnaneeoase 220,000 
Buildings and equipment ($900,000 — $800,000) .......... 100,000 
Unpatented technology ($500,000 — 0).................. 500,000 
In-process research and development .................... 100,000 910,000 
GOOGWIIIF Petra tears, nckear. wry tev aN apr ye aE oe tee ren seh tie $ 190,000 


The following steps produce consolidated financial statements totals in Exhibit 2.9: 


¢ Miller’s balances have been updated on this worksheet to include the effects of both the newly 
issued shares of stock, the recognition of the contingent performance liability, and the combi- 
nation expenses. 

¢ Richmond’s revenue and expense accounts have been closed to Retained Earnings. The acqui- 
sition method consolidates only postacquisition revenues and expenses. 


¢ Worksheet Entry S eliminates the $600,000 book value component of the Investment in 
Richmond account along with the subsidiary’s stockholders’ equity accounts. 


Entry A adjusts all of Richmond’s assets and liabilities to fair value based on the allocations 
determined earlier. 


. If the fair value of Miller’s stock is $26.00 per share, then the fair value of the consideration trans- 
ferred in the Richmond acquisition is recomputed as follows: 


Fair value of shares issued ($26 X 50,000 shares) .............. $1,300,000 
Fair value of contingent consideration ....................... 100,000 
Total consideration transferred at fair value ................... $1,400,000 


Because the consideration transferred is $110,000 less than the $1,510,000 fair value of the net assets 
received in the acquisition, a bargain purchase has occurred. In this situation, Miller continues to rec- 
ognize each of the separately identified assets acquired and liabilities assumed at their fair values. Re- 
sulting differences in the consolidated balances relative to the Requirement (a) solution are as follows: 


¢ The $110,000 excess fair value recognized over the consideration transferred is recognized as a 
“gain on bargain purchase.” 


* Consolidated net income increases by the $110,000 gain to $2,690,000. 

° No goodwill is recognized. 

¢ Miller’s additional paid-in capital decreases by $300,000 to $1,190,000. 

* Consolidated retained earnings increase by the $110,000 gain to $4,990,000. 
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EXHIBIT 2.9 Comprehensive Illustration—Solution—Acquisition Method 


MILLER COMPANY AND RICHMOND COMPANY 


Consolidation Worksheet 
For Period Ending December 31 


Miller Richmond SOUS OIL EU Og Ee Consolidated 
Accounts Company Company Debit Credit Totals 
Income Statement 
Revenues (6,000,000) (6,000,000) 
Expenses 3,420,000* 3,420,000* 
Net income (2,580,000) (2,580,000) 
Statement of Retained Earnings 
Retained earnings, 1/1 (2,300,000) (2,300,000) 
Net income (above) (2,580,000) (2,580,000) 
Retained earnings, 12/31 (4,880,000) (4,880,000) 
Balance Sheet 
Cash 570,000* 200,000 770,000 
Receivables 900,000 300,000 (A) 10,000 1,190,000 
Inventory 1,100,000 600,000 (A) 220,000 1,920,000 
Investment in Richmond Company 1,700,000* =0= (A) 1,100,000 —0- 
(S) 600,000 
Buildings and equipment (net) 9,000,000 800,000 (A) 100,000 9,900,000 
Goodwill —0- —0- (A) 190,000 190,000 
Unpatented technology —0- —0- (A) 500,000 500,000 
Research and development asset —0- —-0- (A) 100,000 100,000 
Total assets 13,270,000 1,900,000 14,570,000 
Accounts payable (400,000) (200,000) (600,000) 
Notes payable (3,400,000) (1,100,000) (4,500,000) 
Contingent performance obligation (100,000)* -0- (100,000) 
Common stock (3,000,000)* (220,000) (S) 220,000 (3,000,000) 
Additional paid-in capital (1,490,000)* (100,000) (S) 100,000 (1,490,000) 
Retained earnings, 12/31 (above) (4,880,000)* (280,000)t (S) 280,000 (4,880,000) 
Total liabilities and equities (13,270,000) (1,900,000) 1,710,000 1,710,000 (14,570,000) 


Note: Parentheses indicate a credit balance. 


*Balances have been adjusted for issuance of stock, payment of combination expenses, and recognition of contingent performance liability. 
+ Beginning retained earnings plus revenues minus expenses. 


Also, because of the bargain purchase, the “Investment in Richmond” account balance on Miller’s 
separate financial statements shows the $1,510,000 fair value of the net identified assets received. 
This valuation measure is an exception to the general rule of using the consideration transferred to 
provide the valuation basis for the acquired firm. 


Questions 


nk wWN 


. What is a business combination? 

. Describe the different types of legal arrangements that can take place to create a business combination. 
. What does the term consolidated financial statements mean? 

. Within the consolidation process, what is the purpose of a worksheet? 


Jones Company obtains all of the common stock of Hudson, Inc., by issuing 50,000 shares of its own 
stock. Under these circumstances, why might the determination of an acquisition price be difficult? 
What is the accounting basis for consolidating assets and liabilities in a business combination 
recorded using the acquisition method? 
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7. How are a subsidiary’s revenues and expenses consolidated? 

8. Morgan Company acquires all of the outstanding shares of Jennings, Inc., for cash. Morgan trans- 
fers consideration more than the fair value of the company’s net assets. How should the payment 
in excess of fair value be accounted for in the consolidation process under the acquisition 
method? 

9. Catron Corporation is having liquidity problems, and as a result, it sells all of its outstanding stock 
to Lambert, Inc., for cash. Because of Catron’s problems, Lambert is able to acquire this stock at less 
than the fair value of the company’s net assets. How is this reduction in price accounted for within 
the consolidation process under the acquisition method? 


10. Sloane, Inc., issues 25,000 shares of its own common stock in exchange for all of the outstanding 
shares of Benjamin Company. Benjamin will remain a separately incorporated operation. How does 
Sloane record the issuance of these shares? 

11. To obtain all of the stock of Molly, Inc., Harrison Corporation issued its own common stock. 
Harrison had to pay $98,000 to lawyers, accountants, and a stock brokerage firm in connection 
with services rendered during the creation of this business combination. In addition, Harrison 
paid $56,000 in costs associated with the stock issuance. How will these two costs be recorded 
under the acquisition method? 


Problems Note: Problems 1—25 relate to the acquisition method of accounting for business combinations. Problems 
26 through 30 relate to the purchase method. Problems 31-33 relate to the pooling method. 


The Acquisition Method 


LO1 1. Which of the following does not represent a primary motivation for business combinations? 
a. Combinations as a vehicle for achieving rapid growth and competitiveness. 
b. Cost savings through elimination of duplicate facilities and staff. 
c. Quick entry for new and existing products into markets. 
d. Larger firms being less likely to fail. 


LO2 2. Which of the following is the best theoretical justification for consolidated financial statements? 
In form the companies are one entity; in substance they are separate. 

In form the companies are separate; in substance they are one entity. 

In form and substance the companies are one entity. 


Nuage 


In form and substance the companies are separate. 
(AICPA) 


LO3 3. What is a statutory merger? 
a. A merger approved by the Securities and Exchange Commission. 
b. An acquisition involving the purchase of both stock and assets. 
c. A takeover completed within one year of the initial tender offer. 
d. A business combination in which only one company continues to exist as a legal entity. 
LO8 4. What is the appropriate accounting treatment for the value assigned to in-process research and 
development acquired in a business combination? 
a. Expense upon acquisition. 
b. Capitalize as an asset. 


c. Expense if there is no alternative use for the assets used in the research and development and 
technological feasibility has yet to be reached. 


d. Expense until future economic benefits become certain and then capitalize as an asset. 
Los 5. An acquired entity has a long-term operating lease for an office building used for central manage- 
ment. The terms of the lease are very favorable relative to current market rates. However, the lease 


prohibits subleasing or any other transfer of rights. In its financial statements, the acquiring firm 
should report the value assigned to the lease contract as 


a. An intangible asset under the contractual-legal criterion. 
b. A part of goodwill. 

c. An intangible asset under the separability criterion. 

d. A building. 
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LOo4 6. When does gain recognition accompany a business combination? 


a. When a bargain purchase occurs. 

b. Inacombination created in the middle of a fiscal year. 

c. In an acquisition when the value of all assets and liabilities cannot be determined. 
d. 


When the amount of a bargain purchase exceeds the value of the applicable noncurrent assets 
(other than certain exceptions) held by the acquired company. 


7. According to the acquisition method of accounting for business combinations, costs paid to attor- 
neys and accountants for services in arranging a merger should be 


a. Capitalized as part of the overall fair value acquired in the merger. 
b. Recorded as an expense in the period the merger takes place. 

c. Included in recognized goodwill. 

d. Written off over a five-year maximum useful life. 


8. When negotiating a business acquisition, buyers sometimes agree to pay extra amounts to sellers in 
the future if performance metrics are achieved over specified time horizons. How should buyers ac- 
count for such contingent consideration in recording an acquisition? 

a. The amount ultimately paid under the contingent consideration agreement is added to goodwill 
when and if the performance metrics are met. 

b. The fair value of the contingent consideration is expensed immediately at acquisition date. 
The fair value of the contingent consideration is included in the overall fair value of the consid- 
eration transferred, and a liability or additional owners’ equity is recognized. 

d. The fair value of the contingent consideration is recorded as a reduction of the otherwise deter- 
minable fair value of the acquired firm. 


9. On June 1, Cline Co. paid $800,000 cash for all of the issued and outstanding common stock of 
Renn Corp. The carrying values for Renn’s assets and liabilities on June 1 follow: 


GAS lites ese Ne ene te aera ee ero $150,000 
/NOCOUIMNS WECENEING os ccncseccusesceneas 180,000 
Capitalized software costs. .............. 320,000 
Good Wil lie eee eres eee eee ponies 100,000 
Liabilities! eee We eee toa a ek une en ae eke (130,000) 

INGUASSOLS: cee mp eee ene nate ree $620,000 


On June 1, Renn’s accounts receivable had a fair value of $140,000. Additionally, Renn’s in- 
process research and development was estimated to have a fair value of $200,000. All other items 
were stated at their fair values. On Cline’s June 1 consolidated balance sheet, how much is reported 
for goodwill? 


a. $320,000. 
b. $120,000. 
c. $80,000. 
d. $20,000. 


10. Prior to being united in a business combination, Atkins, Inc., and Waterson Corporation had the fol- 
lowing stockholders’ equity figures: 


Atkins Waterson 


Gommonstocks(SilipalaValllc) een enna: $180,000 $ 45,000 
Additional paid-in capital.................. 90,000 20,000 
Retainedicannin@ Sasa i nnn ent 300,000 110,000 


Atkins issues 51,000 new shares of its common stock valued at $3 per share for all of the outstand- 
ing stock of Waterson. Assume that Atkins acquires Waterson. Immediately afterward, what are con- 
solidated Additional Paid-In Capital and Retained Earnings, respectively? 


a. $104,000 and $300,000. 
b. $110,000 and $410,000. 
c. $192,000 and $300,000. 
d. $212,000 and $410,000. 


LO5 


LO4 


LO8 


LO6 


11. 


12. 


13. 


14. 
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Problems 11 and 12 are based on the following information: 

Hill, Inc., obtains control over Loring, Inc., on July 1. The book value and fair value of Loring’s 
accounts on that date (prior to creating the combination) follow, along with the book value of Hill’s 
accounts: 


Hill Loring Loring 

Book Values Book Values Fair Values 
REVEMUCS 25a nena EO Aenuns $(250,000) $(130,000) 
EXPGMSCSs na fault torent eas open ens 170,000 80,000 
Retained earnings, 1/1 .............. (130,000) (150,000) 
(CaM GING] MACENEIOIES can cssctansuses 140,000 60,000 $ 60,000 
IMVEMTLORY Peters sunne esa redeen e  ere eran 190,000 145,000 175,000 
Patented technology (net) ........... 230,000 180,000 200,000 
[Hern Clie eterna ctr ral Berane Se Ailes dc Ronee dhe 400,000 200,000 225,000 
Buildings and equipment (net) ........ 100,000 75,000 75,000 
[Haloilitles ert eur era ean Rent: (540,000) (360,000) (350,000) 
GOMMOMStOG Kaen ee eee em nene ene (300,000) (70,000) 
Additional paid-in capital............ (10,000) (30,000) 


Assume that Hill issues 10,000 shares of common stock with a $5 par value and a $40 fair value to 
obtain all of Loring’s outstanding stock. How much goodwill should be recognized? 


a, —0-. 

b. $15,000. 
c. $35,000. 
d. $100,000. 


For the fiscal year ending December 31, how will consolidated net income of this business combi- 
nation be determined if Hill acquires all of Loring’s stock? 


a. Hill’s income for the past year plus Loring’s income for the past six months. 

b. Hill’s income for the past year plus Loring’s income for the past year. 

c. Hill’s income for the past six months plus Loring’s income for the past six months. 
d. Hill’s income for the past six months plus Loring’s income for the past year. 


Prycal Co. merges with InterBuy, Inc., and acquires several different categories of intangible assets 

including trademarks, a customer list, copyrights on artistic materials, agreements to receive royal- 

ties on leased intellectual property, and unpatented technology. 

a. Describe the criteria for determining whether an intangible asset acquired in a business combi- 
nation should be separately recognized apart from goodwill. 

b. For each of the acquired intangibles listed, identify which recognition criteria (separability and 
legal/contractual) may or may not apply in recognizing the intangible on the acquiring firm’s 
financial statements. 


The following book and fair values were available for Westmont Company as of March 1. 


Book Value Fair Value 
IMMENWON sanaauh @eabeoabuaao eens $ 630,000 $ 600,000 
Wear UR at eee Ses AUR es PAR oR ile: 750,000 990,000 
MUICNVCS: Seatasdnene bee nen aneeue 1,700,000 2,000,000 
Customer relationships ............ —0- 800,000 
PNECOWMMNS EWEN 52s nhaaaauoaenns (80,000) (80,000) 
COMMON SIORK «ccna wacecansccves (2,000,000) 
Additional paid-in capital ........... (500,000) 
Retaimediea limit Says mentee teen (360,000) 
REVEMUCS een te tien nurs etter re ee (420,000) 
EXPGMSCS on ictseat akties) taut ance tte 280,000 


Arturo Company pays $4,000,000 cash and issues 20,000 shares of its $2 par value common stock 
(fair value of $50 per share) for all of Westmont’s common stock in a merger, after which Westmont 
will cease to exist as a separate entity. Stock issue costs amount to $25,000 and Arturo pays $42,000 
for legal fees to complete the transaction. Prepare Arturo’s journal entry to record its acquisition of 
Westmont. 
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LO6 


LO4, LO5, LO6, LO7 


LO4, LO5, LO6, LO7 


15. 


16. 


17. 


Use the same facts as in problem 14, but assume instead that Arturo pays cash of $4,200,000 to acquire 
Westmont. No stock is issued. Prepare Arturo’s journal entry to record its acquisition of Westmont. 
Following are preacquisition financial balances for Padre Company and Sol Company as of 
December 31. Also included are fair values for Sol Company accounts. 


Padre 
Company Sol Company 
Book Values Book Values Fair Values 

12/31 12/31 12/31 
GaSe a eee a er ere $ 400,000 $ 120,000 $ 120,000 
REGRIVal) GSie sete ner meee re ee 220,000 300,000 300,000 
IAVENNTONVaeetrone tee Ger aut einen aii, 410,000 210,000 260,000 
Retr Clete sate ter eet waren Re eer er ewe 600,000 130,000 110,000 
Building and equipment (net) ......... 600,000 270,000 330,000 
Franchise agreements ............... 220,000 190,000 220,000 
/NECOWINNS OEWEINEY con aanecessocaueda (300,000) (120,000) (120,000) 
AGGhUCdIeXDeNnSeSaa ae sn een ener: (90,000) (30,000) (30,000) 
EOm@ete nin lic oll itieSiemetnee iene ne (900,000) (510,000) (510,000) 
Common stock—$20 par value........ (660,000) 
Common stock—$5 par value......... (210,000) 
Additional paid-in capital ............ (70,000) (90,000) 
Retained earnings, 1/1 .............. (390,000) (240,000) 
REVENUES aa ies > eettrrnene one RN nies (960,000) (330,000) 
EXPENSES re acnms crtiars a ceeactaeec ene 920,000 310,000 


Note: Parentheses indicate a credit balance. 


On December 31, Padre acquires Sol’s outstanding stock by paying $360,000 in cash and issuing 
10,000 shares of its own common stock with a fair value of $40 per share. Padre paid legal and ac- 
counting fees of $20,000 as well as $5,000 in stock issuance costs. 

Determine the value that would be shown in Padre and Sol’s consolidated financial statements 
for each of the accounts listed. 


Accounts 
Inventory Revenues 
Land Additional paid-in capital 
Buildings and equipment Expenses 
Franchise agreements Retained earnings, 1/1 


Goodwill 


On June 30, 2011, Wisconsin, Inc., issued $300,000 in debt and 15,000 new shares of its $10 par value 
stock to Badger Company owners in exchange for all of the outstanding shares of that company. 
Wisconsin shares had a fair value of $40 per share. Prior to the combination, the financial statements 
for Wisconsin and Badger for the six-month period ending June 30, 2011, were as follows: 


Wisconsin Badger 

INENAIUIES «ss. og eek Gg eek Gd a dheke Biamadare bmw a $ (900,000) $ (300,000) 
EXP@NS@S-s.. kin Pea kerk Mena ee nee 660,000 200,000 

NECINCOIE ae own eau Shee ue oe ones oan Bee $ (240,000) $ (100,000) 
ewelinvetel Gerinlinos, Wil ..sckeveccsansasens $ (800,000) $ (200,000) 
NSITIMCCIING saee saleereeae sae ee peee copes (240,000) (100,000) 
Dividends;paldiera we ie are arene 90,000 —0- 

Retained earnings, 6/30................. $ (950,000) $ (300,000) 
GAS hiecee ane ee eter aterm steer se Ati ae ea Rees: $ 80,000 $ 110,000 
Receivables and inventory ................. 400,000 170,000 
Patented technology (net) ................. 900,000 300,000 
EGUINOMMENED) coccoocsceeasocsauevedus 700,000 600,000 

TWOtalfaSSCtSA eee ne eee reese nie nome $ 2,080,000 $ 1,180,000 
liiabiliticsitea ae ee eee aan yarn eee tren $ (500,000) $ (410,000) 
(Cone GIES % sang eekarenaaeeeenanuane (360,000) (200,000) 
Additional paid-in capital ................. (270,000) (270,000) 
ELEN GEVMINGS sa csosbceeooneecneuseas (950,000) (300,000) 

Total liabilities and equities .............. $(2,080,000) $(1,180,000) 
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Wisconsin also paid $30,000 to a broker for arranging the transaction. In addition, Wisconsin 
paid $40,000 in stock issuance costs. Badger’s equipment was actually worth $700,000, but its 
patented technology was valued at only $280,000. 

What are the consolidated balances for the following accounts? 
Net income. 

Retained earnings, 1/1/11. 

Patented technology. 

Goodwill. 

Liabilities. 


Common stock. 


> P RSH ss 


g. Additional paid-In capital. 

18. On January 1, 2011, Pinnacle Corporation exchanged $3,200,000 cash for 100 percent of the out- 
standing voting stock of Strata Corporation. Pinnacle plans to maintain Strata as a wholly owned 
subsidiary with separate legal status and accounting information systems. 

At the acquisition date, Pinnacle prepared the following fair-value allocation schedule: 


Fair value of Strata (consideration transferred) ......... $3,200,000 
Caiivingramountacglirediy 2. anna tra steal eracne 2,600,000 
Excesssfaliavallezes ere come eter ere ee ee eer $ 600,000 
LOMbUIIdingsi(Und ehvalUCGl terse rennin select: $ 300,000 
to licensing agreements (overvalued) .............. (100,000) 200,000 
svomecoyere A711 (LaTe(=2i1 0) ICM |=) ea $ 400,000 


Immediately after closing the transaction, Pinnacle and Strata prepared the following post-acquisition 
balance sheets from their separate financial records. 


Pinnacle Strata 

(WAS eee ee et ae ee heat ie ere nen eee ae $ 433,000 $ 122,000 
/NEEOUIMS WACINAING «os nnacnnaseacnnance 1,210,000 283,000 
INVENTONY >: Bate ae nee aa 1,235,000 350,000 
awesiamernit i) SWAN) ssn wana ncavecsosawe 3,200,000 —0- 
SIUIMCHMOS (MIEN) gos oc eso ouenenegusacuecas 5,572,000 1,845,000 
LENSING) GICIEEMIENMNS on aunocasnegsanca —0- 3,000,000 
GOOc Wille iene ae eee nen ea eas 350,000 —0- 

VTotalRASSeiSwentyaremeeto ite earn $ 12,000,000 $ 5,600,000 
AccouintsspaVabl@ere eens eee ee (300,000) (375,000) 
Longetenmice Digan ne ag mentee ana amen (2,700,000) (2,625,000) 
GomMmoOnestOckee eae a eee ee eras (3,000,000) (1,000,000) 
AP hs aes ere ne Fr ep ee Bel net Poh S vr Nal tea vet —0- (500,000) 
RUNING ECEVMINGS occ ccssoneeagcuaneace (6,000,000) (1,100,000) 

Total liabilities and equities ............. $(12,000,000) $(5,600,000) 


Prepare a January 1, 2011, consolidated balance sheet for Pinnacle Corporation and its subsidiary 
Strata Corporation. 


19. On January 1, 2011, Marshall Company acquired 100 percent of the outstanding common stock of 
Tucker Company. To acquire these shares, Marshall issued $200,000 in long-term liabilities and 
eXe el 20,000 shares of common stock having a par value of $1 per share but a fair value of $10 per share. 


Marshall paid $30,000 to accountants, lawyers, and brokers for assistance in the acquisition and 
another $12,000 in connection with stock issuance costs. 
Prior to these transactions, the balance sheets for the two companies were as follows: 


Marshall Company Tucker Company 


Book Value Book Value 
CGPI at eee ae ei ena Aa or $ 60,000 $ 20,000 
REGCIVADIGSE eer ecranlereerriter prea as 270,000 90,000 
NaN claN ol AY ery mcnceemy ra recisn sured tana eascecnte & 360,000 140,000 
IIS Yooll eee sat eee sts Ae reer Peon dey ae Kan Jat 200,000 180,000 
UNCC. (NED) ccc soccsaucoosuonee ee 420,000 220,000 


(continued) 
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Marshall Company Tucker Company 


Book Value Book Value 
EOI OMMEINE (ME) .ccocccencsveosecece $ 160,000 $ 50,000 
PNEGOWIMS AWE -o5ecndeeuabeussee (150,000) (40,000) 
Fong=teninllialat| tessa anna (430,000) (200,000) 
Common stock—$1 par value......... (110,000) 
Common stock—$20 par value ........ (120,000) 
Additional paid-in capital............. (360,000) == 
Retained earnings, 1/1/11 ............ (420,000) (340,000) 


Note: Parentheses indicate a credit balance. 


In Marshall’s appraisal of Tucker, it deemed three accounts to be undervalued on the subsidiary’s 
books: Inventory by $5,000, Land by $20,000, and Buildings by $30,000. Marshall plans to main- 
tain Tucker’s separate legal identity and to operate Tucker as a wholly owned subsidiary. 

a. Determine the amounts that Marshall Company would report in its postacquisition balance sheet. 
In preparing the postacquisition balance sheet, any required adjustments to income accounts 
from the acquisition should be closed to Marshall’s retained earnings. 

b. To verify the answers found in part (a), prepare a worksheet to consolidate the balance sheets of 
these two companies as of January 2011. 


LO4, LO5, LO7, LO8 20. Pratt Company acquired all of Spider, Inc.’s outstanding shares on December 31, 2011, for $495,000 
cash. Pratt will operate Spider as a wholly owned subsidiary with a separate legal and accounting 
eXe el identity. Although many of Spider’s book values approximate fair values, several of its accounts have 


fair values that differ from book values. In addition, Spider has internally developed assets that re- 
main unrecorded on its books. In deriving the acquisition price, Pratt assessed Spider’s fair and book 
value differences as follows: 


Book Values Fair Values 


(COMMMOUNIE SOMME onc accnencevaucneaaue $ 20,000 $ 70,000 
O(UIOYAANNe) aeae-o craton ane oc Ata teed Oek 40,000 30,000 
GliemeconthaGtse-wrewae eect ee a eer eto —0- 100,000 
In-process research and development ........ —0- 40,000 
Notesipavalll es ine werner sce Wu anwar (60,000) (65,000) 


At December 31, 2011, the following financial information is available for consolidation: 


Pratt Spider 

Casi ees Ce ee eee mee ed eee ees $ 36,000 $ 18,000 
REGAIVa DIGS aiming cei ett ott etme 116,000 52,000 
TON AENAWMO) AY eee rs Receeen ce caterer Mececa ae eres area eae 140,000 90,000 
nwesunnelane ti SNC ccs acon ognstoenoace 495,000 -0- 
(CONMOUWE? SOMME 2 onc cuccoseunsuenoasan 210,000 20,000 
BUMCHAGS (NAY) ccccccce nese ves soseoeucos 595,000 130,000 
CUO MME) scacsanaasuceaseauouaues 308,000 40,000 
GliemteGonithaGtseeeg ee eee eee ee ae ee —0- —0- 
(GIOVoLo NVM acwtae eRe hn Bw HOA a meee a a ee —0- —0- 

OtalkasSets ane. es we ees eee eae $ 1,900,000 $ 350,000 
(AGGOUNTS: Daya DlGhr get orc en ne cr rae ars $ (88,000) $ (25,000) 
NotesipaVablexscestyr cst ret een es (510,000) (60,000) 
OMMOMStOCKe arpa pera ate era tenements (380,000) (100,000) 
Additional paid-in capital ................. (170,000) (25,000) 
RENAE! GAMING sc oosnaasancasegussaads (752,000) (140,000) 

Total liabilities and equities .............. $(1,900,000) $(350,000) 


Prepare a consolidated balance sheet for Pratt and Spider as of December 31, 2011. 

LO4, LO5, LO6 21. Allerton Company acquires all Deluxe Company’s assets and liabilities for cash on January 1, 2011, 
and subsequently formally dissolves Deluxe. At the acquisition date, the following book and fair 
values were available for the Deluxe Company accounts: 


LO4, LO6, LO9 


LO4, LO5 


22. 


Da 
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Book Values Fair Values 


GURFEMTASSCIS ee eee ane ee ee ea $ 60,000 $ 60,000 
BulilGincjigere-s ene te er arene Pan ares arr: 90,000 50,000 
Retr Clete coneae met eno eat eau eee dee Re 10,000 20,000 
KAS IY ali Kgete eevee ae Nowe cient yy eC rn te Mam —0- 30,000 
Goodwill ae ree onic arta pees py ee cane er 15,000 ? 
Mab ilitieswten ca tarsen Cee team eree tare 5 eA eels (40,000) (40,000) 
GOMMMOMnStOck weg era: pete pene runr aa teh (100,000) 


ReWEVINGG! GEVMAINIGIS sana ceaaasnoagasenenuuae (35,000) 


Using the acquisition method, prepare Allerton’s entry to record its acquisition of Deluxe in its 
accounting records assuming the following cash exchange amounts: 


(1) $145,000. 

(2) $110,000. 

On June 30, 2011, Sampras Company reported the following account balances: 

Receivables $ 80,000 Current liabilities $ (10,000) 

Inventory 70,000 Long-term liabilities (50,000) 

Buildings (net) 75,000 Common stock (90,000) 

Equipment (net) 25,000 Retained earnings _(100,000) 
Total assets $250,000 Total liabilities and equities $(250,000) 


On June 30, 2011, Pelham paid $300,000 cash for all assets and liabilities of Sampras, which will 
cease to exist as a separate entity. In connection with the acquisition, Pelham paid $10,000 in legal fees. 
Pelham also agreed to pay $50,000 to the former owners of Sampras contingent on meeting certain 
revenue goals during 2012. Pelham estimated the present value of its probability adjusted expected 
payment for the contingency at $15,000. 

In determining its offer, Pelham noted the following pertaining to Sampras: 


¢ It holds a building with a fair value $40,000 more than its book value. 


¢ It has developed a customer list appraised at $22,000, although it is not recorded in its financial 
records. 


¢ It has research and development activity in process with an appraised fair value of $30,000. 
However, the project has not yet reached technological feasibility and the assets used in the 
activity have no alternative future use. 


¢ Book values for the receivables, inventory, equipment, and liabilities approximate fair values. 
Prepare Pelham’s accounting entry to record the combination with Sampras using the 

a. Acquisition method. 

b. Purchase method. 


SafeData Corporation has the following account balances and respective fair values on June 30: 


Book Values Fair Values 
Receivables $ 80,000 $ 80,000 
Patented technology 100,000 700,000 
Customer relationships —0- 500,000 
In-process research and development —0- 300,000 
Liabilities (400,000) (400,000) 
Common stock (100,000) 
Additional paid-in capital (300,000) 
Retained earnings deficit, 1/1 700,000 
Revenues (300,000) 
Expenses 220,000 


Privacy First, Inc., obtained all of the outstanding shares of SafeData on June 30 by issuing 20,000 
shares of common stock having a $1 par value but a $75 fair market value. Privacy First incurred 
$10,000 in stock issuance costs and paid $75,000 to an investment banking firm for its assistance in 
arranging the combination. In negotiating the final terms of the deal, Privacy First also agrees to pay 
$100,000 to SafeData’s former owners if it achieves certain revenue goals in the next two years. 
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Privacy First estimates the probability adjusted present value of this contingent performance obli- 

gation at $30,000. The transaction is to be accounted for using the acquisition method. 

a. What is the fair value of the consideration transferred in this combination? 

b. How should the stock issuance costs appear in Privacy First’s postcombination financial 
statements? 

c. How should Privacy First account for the fee paid to the investment bank? 

d. How does the issuance of these shares affect the stockholders’ equity accounts of Privacy First, 
the parent? 

e. How is the fair value of the consideration transferred in the combination allocated among the 
assets acquired and the liabilities assumed? 

f. What is the effect of SafeData’s revenues and expenses on consolidated totals? Why? 

g. What is the effect of SafeData’s Common Stock and Additional Paid-In Capital balances on 
consolidated totals? 

h. If Privacy First’s stock had been worth only $50 per share rather than $75, how would the 
consolidation of SafeData’s assets and liabilities have been affected? 

LO4, LO5, LO6, LO7, LO8 24. On January 1, 2011, NewTune Company exchanges 15,000 shares of its common stock for all of the 
outstanding shares of On-the-Go, Inc. Each of NewTune’s shares has a $4 par value and a $50 fair value. 
The fair value of the stock exchanged in the acquisition was considered equal to On-the-Go’s fair value. 
NewTune also paid $25,000 in stock registration and issuance costs in connection with the merger. 

Several of On-the-Go’s accounts have fair values that differ from their book values on this date: 


Book Values Fair Values 


REGCIVADIGSS ere re Senne ares en etd Sievers ore tr $ 65,000 $ 63,000 
RAGE IMAnKSae weeere ee ene ee rns 95,000 225,000 
REGORGIIUS! G@altal © Cmte ne naar ran 60,000 180,000 
In-process research and development ........ —0- 200,000 
Notespayableme aus amr carr n art ncn tere (50,000) (45,000) 


Precombination January 1, 2011, book values for the two companies are as follows: 


NewTune On-the-Go 


Gas eee ee a ware ere ee ea $ 60,000 $ 29,000 
REGCIVADIGS acre ene ener yeet tre meme 150,000 65,000 
TAC SNM ANKS eebeteee ea, ke ear ne oracle: 400,000 95,000 
NEGO) AMUSE CAWEIOC) oo ones coon save anes 840,000 60,000 
EC(UPOMMEMNE (MED) 2c onccccoacccsaucns oes 320,000 105,000 
OtalS arcu more eh a ecte ent ear ereent $ 1,770,000 $ 354,000 
PNG COW ANS (OENEIONE oy gc odbeacdevodeoun de $ (110,000) $ (34,000) 
NIMES OEWEINS: pauhotueaweeeoeeeooanya (370,000) (50,000) 
(COMMMANOM SOE S nein Rete nop Aenea ee (400,000) (50,000) 
Additional paid-in capital ............... (30,000) (30,000) 
REGIA GENMINGS oon ccensocnsaanoaaus (860,000) (190,000) 
LO talSaeeeee nisin eee 8 see eee] aoe ee eee atte gee $(1,770,000) $(354,000) 
Required: 


a. Assume that this combination is a statutory merger so that On-the-Go’s accounts will be trans- 
ferred to the records of NewTune. On-the-Go will be dissolved and will no longer exist as a legal 
entity. Using the acquisition method, prepare a postcombination balance sheet for NewTune as of 
the acquisition date. 

b. Assume that no dissolution takes place in connection with this combination. Rather, both com- 
panies retain their separate legal identities. Using the acquisition method, prepare a worksheet to 
consolidate the two companies as of the combination date. 

c. How do the balance sheet accounts compare across parts (a) and (b)? 

25. On December 31, 2010, Pacifica, Inc., acquired 100 percent of the voting stock of Seguros Company. 
Pacifica will maintain Seguros as a wholly owned subsidiary with its own legal and accounting 
identity. The consideration transferred to the owner of Seguros included 50,000 newly issued Paci- 
fica common shares ($20 market value, $5 par value) and an agreement to pay an additional 
$130,000 cash if Seguros meets certain project completion goals by December 31, 2011. Pacifica 
estimates a 50 percent probability that Seguros will be successful in meeting these goals and uses a 
4 percent discount rate to represent the time value of money. 
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Immediately prior to the acquisition, the following data for both firms were available: 


Seguros Seguros 
Pacifica Book Values Fair Values 
REV EM UGS scare eit teste erent wy fete acer $(1,200,000) 
EXDEMSCSwrete reser sr wet neuer ara rset ein aa ten 875,000 
NetInCOneiea ee nnaen seer rcs $ (325,000) 
Retained earnings, 1/1/10 .......... $ (950,000) 
NGISINGCIIE setae oem eee eee Ao oy (325,000) 
Divitcleinyoks eee] sche accenuessouuoe 90,000 
Retained earnings, 12/31/10 ...... $(1,185,000) 
(Gases reste cee te $ 110,000 $ 85,000 $ 85,000 
Receivables and inventory .......... 750,000 190,000 180,000 
Property, plant, and equipment ...... 1,400,000 450,000 600,000 
Uelellaneli Gitsw aad naas des Geh sle ees ___ 300,000 __ 160,000 200,000 
TOtalgaSSCtS ee eee een $ 2,560,000 $ 885,000 
Ife oll[iiliaearetae etn Centre Paleo ane $ (500,000) $(180,000) $(180,000) 
(COMMMNOMN SIDES soscucssudeesuacoe (400,000) (200,000) 
Additional paid-in capital .......... (475,000) (70,000) 
EIEN GENIMINGS 2c ssenceanoegee (1,185,000) (435,000) 
Total liabilities and equities ....... $(2,560,000) $(885,000) 


In addition, Pacifica assessed a research and development project under way at Seguros to have a 
fair value of $100,000. Although not yet recorded on its books, Pacifica paid legal fees of $15,000 
in connection with the acquisition and $9,000 in stock issue costs. 
Using the acquisition method, prepare the following: 
a. Pacifica’s entries to account for the consideration transferred to the former owners of Seguros, 
the direct combination costs, and the stock issue and registration costs. (Use a 0.961538 present 
value factor where applicable.) 


b. A postacquisition column of accounts for Pacifica. 
c. A worksheet to produce a consolidated balance sheet as of December 31, 2010. 


Purchase Method 


Ke}:) 26. Bakel Corporation has the following December 31 account balances: 
REGAIVAD|OSaenrer ta teh ce moe ean nec ace ine tere, $ 80,000 
INVEMCO NY aaa arg teaes i eee eta eaeenen as 200,000 
Ue Cline eeiate 8 ce ene ie tare Cit aban MP oes 600,000 
Bull Glin) Meeeee reuse erect ner eerie ne 500,000 
[Belov lMhtetsee vetecame um setts Faia ee eR Ae A (400,000) 
GOmimOnistOcGkae warren (100,000) 
Additional paid-in capital ............. (100,000) 
Retained earnings, 1/1 ............... (700,000) 
REVEMUCS Mees icasa es ree rota a arvensis (300,000) 
EXDONSCSi yet ent ates 20 ena ee tens Rane 220,000 


Several of Bakel’s accounts have fair values that differ from book value: land—$400,000; building— 
$600,000; inventory —$280,000; and liabilities—$330,000. Homewood, Inc., obtains all of Bakel’s 
outstanding shares by issuing 20,000 shares of common stock having a $5 par value but a $55 fair 
value. Stock issuance costs amount to $10,000. 


a. What is the purchase price in this combination? 

b. What is the book value of Bakel’s net assets on the date of the takeover? 
c. How are the stock issuance costs handled? 
d. 


. How does the issuance of these shares affect the stockholders’ equity accounts of Homewood, the 
parent? 


i) 


What allocations are made of Homewood’s purchase price to specific accounts and to goodwill? 


jf. IfBakel had in-process research and development assets (with no alternative future uses) valued 
at $60,000, how would the allocations in part (e) change? Where is acquired in-process research 
and development typically reported on consolidated financial statements? 


g. How do Bakel’s revenues and expenses affect consolidated totals? Why? 
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h. How do Bakel’s common stock and additional paid-in capital balances affect consolidated totals? 


i. In financial statements prepared immediately following the takeover, what impact will this ac- 
quisition have on the various consolidated totals? 


j. If Homewood’s stock had been worth only $40 per share rather than $55, how would the consol- 
idation of Bakel’s assets and liabilities have been affected? 


27. Winston has the following account balances as of February 1. 


IAVENtORy sarin eno. peer ne teen arene wee eC ne reoene. $ 600,000 
EEUIVG Ie cagsceectin don ey oe eon ON Mcrae rant pete Alek pee Ree 500,000 
Buildings (net) (valued at $1,000,000) ............ 900,000 
GonnmonestockaGlOloatavall Ue) mene enn ere (800,000) 
NeVelinetel GENMIMOS, Wi) sacodanodoucooseonaeunoe (1,100,000) 
REVEMUCS ae eens piper ear noe ene pera ot eae roc (600,000) 
EC OTeNAISLSIS: cue tene picnic sateen sonar resetrenstrn: oaNU mee m aecatencentan 500,000 


Arlington pays $1.4 million cash and issues 10,000 shares of its $30 par value common stock (val- 
ued at $80 per share) for all of Winston’s outstanding stock. Stock issuance costs amount to $30,000. 
Prior to recording these newly issued shares, Arlington reports a Common Stock account of 
$900,000 and Additional Paid-In Capital of $500,000. For each of the following accounts, determine 
what balance would be included in a February | consolidation. 

a. Goodwill. 

b. Expenses. 

c. Retained Earnings, 1/1. 

d. Buildings. 

28. Use the same information as presented in problem 27 but assume that Arlington pays cash of 
$2.3 million. No stock is issued. An additional $40,000 is paid in direct combination costs. For each 
of the following accounts, determine what balance would be included in a February 1 consolidation. 
a. Goodwill. 

b. Expenses. 


c. Retained Earnings, 1/1. 
d. Buildings. 

29. Use the same information as presented in problem 27 but assume that Arlington pays $2,020,000 
in cash. An additional $20,000 is paid in direct combination costs. For each of the following ac- 
counts, determine what balance will be included in a February | consolidation. 


Inventory. 

Goodwill. 

Expenses. 

Buildings. 

Land. 

30. Merrill acquires 100 percent of the outstanding voting shares of Harriss Company on January 1, 
2008. To obtain these shares, Merrill pays $200,000 in cash and issues 10,000 shares of its own 
$10 par value common stock. On this date, Merrill’s stock has a fair value of $18 per share. Merrill 
also pays $10,000 to a local investment company for arranging the acquisition. Merrill paid an 
additional $6,000 in stock issuance costs. 

The book values for both Merrill and Harriss as of January 1, 2008, follow. The fair value of each 
of Harriss’s accounts is also included. In addition, Harriss holds a fully amortized patent that still re- 


Vora 


tains a $30,000 value. Harriss 

Merrill, Inc. aseee many, 

Book Values Book Values Fair Values 
@ashtewae cao ewer ene sear eo $ 300,000 $ 40,000 $ 40,000 
REGINA DIGS Heya meres cer eee oar 160,000 90,000 80,000 
IAVEINTO Yao eare oe ee areca 220,000 130,000 130,000 
[elalolernate meant acne en ere ranean ea 100,000 60,000 60,000 
BUMNCHAGS (NEW) ccascceacaecouccas 400,000 110,000 140,000 
EG(UIOMMEME (MEW) 2. cc cesacesvesees 120,000 50,000 50,000 
/NECOUIMS ORWEINE sco oaaecasuenas 160,000 (30,000 (30,000) 
Long-term liabilities .............. 380,000 (170,000 (150,000) 


( ) ) 
( ) ) 
(COMMMOGM SIOEK sssacesusaveanavee (400,000) (40,000) 
Retained earnings................ (360,000) (240,000) 


LO9 


LO9 


LO9 
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a. Assume that this combination is a statutory merger so that Harriss’s accounts are to be trans- 
ferred to Merrill’s records with Harriss subsequently being dissolved as a legal corporation. Pre- 
pare the journal entries for Merrill to record this merger. 

b. Assume that no dissolution is to take place in connection with this combination. Rather, both 
companies retain their separate legal identities. Prepare a worksheet to consolidate the two com- 
panies as of January 1, 2008. 


Pooling Method 


31. 


3, 


2)3)5 


How would equipment obtained in a business combination have been recorded under each of the fol- 
lowing methods? 


Pooling of Interests Purchase 
a. Recorded value Recorded value 
b. Recorded value Fair value 
c. Fair value Fair value 
d. Fair value Recorded value 
(AICPA adapted) 


Flaherty Company entered into a business combination with Steeley Company in March 2001. 

The combination was accounted for as a pooling of interests. Registration fees were incurred in 

issuing common stock in this combination. Other costs, such as legal and accounting fees, were 

also paid. 

a. Inthe business combination accounted for as a pooling of interests, how should the assets and 
liabilities of the two companies be included within consolidated statements? What was the ra- 
tionale for accounting for a business combination as a pooling of interests? 

b. In the business combination accounted for as a pooling of interests, how were the registration 
fees and the other direct costs recorded? 


c. Inthe business combination accounted for as a pooling of interests, how were the results of the 
operations for 2001 reported? 


(AICPA adapted) 


On February 1, Piscina Corporation completed a combination with Swimwear Company accounted 
for as a pooling of interests. At that date, Swimwear’s account balances were as follows: 


Book Values __— Fair Values 


[AWE an 3:4 chaos oonedGoeds oa se ae $ 600,000 $ 650,000 
[Feit Cliente arte se cheers unten pel mn mern are 450,000 750,000 
UUCMMCS saaceeanoseanasecebuaod bude 900,000 1,000,000 
Unpatented technology ................ —0- 1,500,000 
Common stock ($10 par value) .......... (750,000) 
Reine GerMines, Wi socancnccenocnoae (1,100,000) 
REVEM UES atrtcte acre t sek yc ea teeters rely tues (600,000) 
EXDEMSCSttes aan ene eines ae eine rae ee ae 500,000 


Piscina issued 30,000 shares of its common stock with a par value of $25 and a fair value of $150 
per share to the owners of Swimwear for all of their Swimwear shares. Upon completion of the com- 
bination, Swimwear Company was formally dissolved. 

Prior to 2002, business combinations were accounted for using either purchase or pooling of 
interests accounting. The two methods often produced substantially different financial statement 
effects. For the scenario above, 


a. What are the respective consolidated values for Swimwear’s assets under the pooling method and 
the purchase method? 


b. Under each of the following methods, how would Piscina account for Swimwear’s current year, 
but prior to acquisition, revenues and expenses? 


° Pooling of interests method 
e Purchase method 


c. Explain the alternative impact of pooling versus purchase accounting on performance ratios such 
as return on assets and earnings per share in periods subsequent to the combination. 
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Develop Your 
Skills 


FASB ASC RESEARCH AND ANALYSIS CASE—CONSIDERATION 
OR COMPENSATION? 


CPA NaviNow Company agrees to pay $20 million in cash to the four former owners of TrafficEye for all of 

skills its assets and liabilities. These four owners of TrafficEye developed and patented a technology for real- 
time monitoring of traffic patterns on the nation’s top 200 frequently congested highways. NaviNow 
plans to combine the new technology with its existing global positioning systems and projects a result- 
ing substantial revenue increase. 

As part of the acquisition contract, NaviNow also agrees to pay additional amounts to the former own- 
ers upon achievement of certain financial goals. NaviNow will pay $8 million to the four former owners 
of TrafficEye if revenues from the combined system exceed $100 million over the next three years. Navi- 
Now estimates this contingent payment to have a probability adjusted present value of $4 million. 

The four former owners have also been offered employment contracts with NaviNow to help with 
system integration and performance enhancement issues. The employment contracts are silent as to 
service periods, have nominal salaries similar to those of equivalent employees, and specify a profit- 
sharing component over the next three years (if the employees remain with the company) that NaviNow 
estimates to have a current fair value of $2 million. The four former owners of TrafficEye say they will 
stay on as employees of NaviNow for at least three years to help achieve the desired financial goals. 

Should NaviNow account for the contingent payments promised to the former owners of TrafficEye 
as consideration transferred in the acquisition or as compensation expense to employees? 


RESEARCH CASE—ABBOTT’S ACQUISITION OF ADVANCED MEDICAL OPTICS 


CPA On February 25, 2009, Abbott Laboratories acquired 100 percent of the equity of Advanced Medical 
skills Optics Corporation in exchange for $1.4 billion cash. Referring to Abbott’s 2009 financial statements, 
answer the following: 


1. How did Abbott account for the Advanced Medical Optics acquisition? 


2. What allocations did Abbott make to the assets acquired and liabilities assumed in the acquisition? 
Provide a calculation showing how Abbott determined the amount allocated to goodwill. 


3. How will Abbott account for the in-process research and development acquired in the combination? 
4. How will Abbott account for its acquisition-related expenses? 
5. Why did Abbott acquire Advanced Medical Optics? 


FASB ASC RESEARCH CASE—THE DOW CHEMICAL COMPANY’S 
ACQUIRED CONTINGENCIES 


CPA On April 1, 2009, The Dow Chemical Company completed its acquisition of Rohm and Haas Company. 
skills Dow Chemical paid $15,681 million cash consideration to Rohm and Haas stockholders in exchange for 
their ownership shares. Rohm and Haas continued as a wholly owned subsidiary of Dow Chemical. 
Refer to Dow Chemical’s 2009 second-quarter report, as well as related standards, to answer the fol- 
lowing questions: 
1. Did Dow Chemical recognize any acquired contingencies for its acquisition of Rohm and Haas? If it 
did, how were they measured? If not, why not? 
2. Under what circumstances should a firm recognize an asset acquired or a liability assumed in a busi- 
ness combination that arises from a contingency? 
3. How should Dow Chemical account for its acquired contingencies in periods after the acquisition 
date? 
4. What is the disclosure requirement for Dow Chemical’s acquired contingencies? 
5. What are some potential concerns with authoritative accounting literature for acquired contingencies? 


Consolidations— 


Subsequent to the 
Date of Acquisition 


In 1996, Berkshire Hathaway, Inc. acquired all of the outstanding stock 
of Geico, Inc., an insurance company. Although this transaction involved 
well-known companies, it was not unique; mergers and acquisitions 
have long been common in the business world. 

Berkshire Hathaway's current financial statements indicate that Geico 
is still a component of this economic entity. However, Geico, Inc., contin- 
ues as a Separate legally incorporated concern long after its purchase. As 
discussed in Chapter 2, a parent will often maintain separate legal sta- 
tus for a subsidiary corporation to better utilize its inherent value as a 
going concern. 

For external reporting purposes, maintenance of incorporation creates 
an ongoing challenge for the accountant. In each subsequent period, 
consolidation must be simulated anew through the use of a work- 
sheet and consolidation entries. Thus, for more than a decade, the 
financial data for Berkshire Hathaway and Geico (along with dozens 
of other subsidiaries) have been brought together periodically to pro- 
vide figures for the financial statements that represent this business 
combination. 

As also discussed in Chapter 2, the acquisition method governs the 
way we initially record a business combination. In periods subsequent to 
acquisition, the fair-value bases (established at the acquisition date) 
for subsidiary assets acquired and liabilities assumed will be amortized 
(or tested for possible impairment) for proper income recognition. 
Additionally, some combinations require accounting for the eventual 
disposition of contingent consideration, which, as presented later in this 
chapter, continues to follow a fair-value model. 

In the next several sections of this chapter, we present the procedures 
to prepare consolidated financial statements in the years subsequent 
to acquisition. We start by analyzing the relation between the parent's 
internal accounting method for its subsidiary investment and the ad- 
justments required in consolidation. We also examine the specific proce- 
dures for amortizing the acquisition-date fair-value adjustments to the 
subsidiary’s assets and liabilities. We then cover testing for goodwill 
impairment, accounting for contingent consideration, and push-down 
accounting. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 


LO2 


LO3 


LO4 


LO5 


LO6 


LO7 


LO8 


Recognize the complexities 
in preparing consolidated 
financial reports that 
emerge from the passage 
of time. 


Identify and describe the 
various methods available 
to a parent company in or- 
der to maintain its invest- 
ment in subsidiary account 
in its internal records. 


Understand that a parent’s 
internal accounting 
method for its subsidiary 
investments has no effect 
on the resulting consoli- 
dated financial statements. 


Prepare consolidated 
financial statements 
subsequent to acquisition 
when the parent has 
applied in its internal 
records: 


a. The equity method. 

b. The initial value method. 

c. The partial equity 
method. 


Discuss the rationale for 
the goodwill impairment 
testing approach. 


Describe the procedures 
for conducting a goodwill 
impairment test. 


Understand the account- 
ing and reporting for 
contingent consideration 
subsequent to a business 
acquisition. 


Understand in general 

the requirements of push- 
down accounting and 
when its use is appropriate. 
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CONSOLIDATION—THE EFFECTS CREATED BY THE PASSAGE OF TIME 


LO1 


Recognize the complexities in 
preparing consolidated financial 
reports that emerge from the 
passage of time. 


In Chapter 2, consolidation accounting is analyzed at the date that a combination is created. 
The present chapter carries this process one step further by examining the consolidation pro- 
cedures that must be followed in subsequent periods whenever separate incorporation of the 
subsidiary is maintained. 

Despite complexities created by the passage of time, the basic objective of all consolida- 
tions remains the same: to combine asset, liability, revenue, expense, and equity accounts of a 
parent and its subsidiaries. From a mechanical perspective, a worksheet and consolidation en- 
tries continue to provide structure for the production of a single set of financial statements for 
the combined business entity. 

The time factor introduces additional complications into the consolidation process. For in- 
ternal record-keeping purposes, the parent must select and apply an accounting method to 
monitor the relationship between the two companies. The investment balance recorded by the 
parent varies over time as a result of the method chosen, as does the income subsequently rec- 
ognized. These differences affect the periodic consolidation process but not the figures to be 
reported by the combined entity. Regardless of the amount, the parent’s investment account is 
eliminated on the worksheet so that the subsidiary’s actual assets and liabilities can be consol- 
idated. Likewise, the income figure accrued by the parent is removed each period so that the 
subsidiary’s revenues and expenses can be included when creating an income statement for the 
combined business entity. 


INVESTMENT ACCOUNTING BY THE ACQUIRING COMPANY 


LO2 


Identify and describe the various 
methods available to a parent 
company in order to maintain its 
investment in subsidiary account 
in its internal records. 


LO3 


Understand that a parent's 
internal accounting method for 
its subsidiary investments has 

no effect on the resulting consoli- 
dated financial statements. 


For a parent company’s external financial reporting, consolidation of a subsidiary becomes 
necessary whenever control exists. For internal record-keeping, though, the parent has a 
choice for monitoring the activities of its subsidiaries. Although several variations occur in 
practice, three methods have emerged as the most prominent: the equity method, the initial 
value method,! and the partial equity method. 

At the acquisition date, each investment accounting method (equity, initial value, and par- 
tial equity) begins with an identical value recorded in an investment account. Typically the fair 
value of the consideration transferred by the parent will serve as the recorded valuation basis 
on the parent’s books.” 

Subsequent to the acquisition date, the three methods produce different account balances 
for the parent’s investment in subsidiary, income recognized from the subsidiary’s activities, 
and retained earnings accounts. /mportantly, the selection of a particular method does not 
affect the totals ultimately reported for the combined companies. However, the parent’s choice 
of an internal accounting method does lead to distinct procedures for consolidating the finan- 
cial information from the separate organizations. 


Internal Investment Accounting Alternatives—The Equity Method, 
Initial Value Method, and Partial Equity Method 


The internal reporting philosophy of the acquiring company often determines the accounting 
method choice for its subsidiary investment. Depending on the measures a company uses to 
assess the ongoing performances of its subsidiaries, parent companies may choose their own 
preferred internal reporting method. Regardless of this choice, however, consolidated finan- 
cial statements are required for external reporting. 


The Equity Method 


The equity method embraces full accrual accounting in maintaining the investment account 
and related income over time. Under the equity method, the acquiring company accrues 


' The initial value method was formerly referred to as the cost method. 


2 In the unusual case of a bargain purchase, the valuation basis for the investment account is the fair value of 
the net amount of the assets acquired and liabilities assumed. 
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income when the subsidiary earns it. To match the additional fair value recorded in the 
combination against income, amortization expense stemming from the original excess fair- 
value allocations is recognized through periodic adjusting entries. Unrealized gains on 
intra-entity transactions are deferred; dividends paid by the subsidiary serve to reduce 
the investment balance. As discussed in Chapter 1, the equity method creates a parallel 
between the parent’s investment accounts and changes in the underlying equity of the 
acquired company.’ 

When the parent has complete ownership, equity method earnings from the subsidiary, 
combined with the parent’s other income sources, create a total income figure reflective of 
the entire combined business entity. Consequently, the equity method often is referred to as a 
single-line consolidation. The equity method is especially popular in companies where 
management periodically (e.g., monthly or quarterly) measures each subsidiary’s profitability 
using accrual-based income figures. 


The Initial Value Method (formerly known as the cost method) 


Subsequent to acquisition, the initial value method uses the cash basis for income recogni- 
tion. Dividends received by the parent from the subsidiary are recognized as income. No 
recognition is given to the income earned by the subsidiary. The investment balance re- 
mains permanently on the parent’s financial records at the initial fair value assigned at the 
acquisition date. 

The initial value method might be selected because the parent does not require an accrual- 
based income measure of subsidiary performance. For example, the parent may wish to assess 
subsidiary performance on its ability to generate cash flows, on revenues generated, or some 
other nonincome basis. Also, some firms may find the initial value method’s ease of applica- 
tion attractive. Because the investment account is eliminated in consolidation, and the actual 
subsidiary revenues and expenses are eventually combined, firms may avoid the complexity of 
the equity method unless they need the specific information provided by the equity income 
measure for internal decision making. 


The Partial Equity Method 


A third method available to the acquiring company is a partial application of the equity 
method. Under this approach, the parent recognizes the reported income accruing from the 
subsidiary. Dividends that are collected reduce the investment balance. However, no other eq- 
uity adjustments (amortization or deferral of unrealized gains) are recorded. Thus, in many 
cases, earnings figures on the parent’s books approximate consolidated totals but without the 
effort associated with a full application of the equity method. 

Exhibit 3.1 provides a summary of these three internal accounting techniques. The method 
adopted affects only the acquiring company’s separate financial records. No changes are cre- 
ated in either the subsidiary’s accounts or the consolidated totals. 

Because specific worksheet procedures differ based on the investment method utilized 
by the parent, the consolidation process subsequent to the date of combination will be intro- 
duced twice. First, we review consolidations in which the acquiring company uses the equity 
method. Then we redevelop all procedures when the investment is recorded by one of the 
alternative methods. 

Each acquiring company must decide for itself the appropriate approach in recording the 
operations of its subsidiaries. For example, Alliant Food Service, Inc., applies the equity method. 
According to Joe Tomezak, vice president and controller of Alliant Food Service, Inc., “We 
maintain the parent holding company books on an equity basis. This approach provides the 
best method of providing information for our operational decisions.”* 


3 In Chapter 1, the equity method was introduced in connection with the external reporting of investments 
in which the owner held the ability to apply significant influence over the investee (usually by possessing 

20 to 50 percent of the company’s voting stock). Here, the equity method is utilized for the internal reporting 
of the parent for investments in which control is maintained. Although the accounting procedures are similar, 
the reason for using the equity method is different. 


4 Telephone conversation with Joe Tomczak. 
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EXHIBIT 3.1 Internal Reporting of Investment Accounts by Acquiring Company 


Method Investment Account Income Account Advantages 

Equity Continually adjusted to Income accrued as earned; Acquiring company totals give 
reflect ownership of amortization and other a true representation of 
acquired company. adjustments are recognized. consolidation figures. 

Initial value Remains at acquisition-date Cash received recorded as It is easy to apply; it measures 
value assigned. Dividend Income. cash flows. 

Partial equity Adjusted only for accrued Income accrued as earned; It usually gives balances 
income and dividends no other adjustments approximating consolidation 
received from acquired recognized. figures, but it is easier to apply 
company. than equity method. 


In contrast, Reynolds Metals Corporation has chosen to utilize the partial equity method 
approach. Allen Earehart, director of corporate accounting for Reynolds, states, ““We do adjust 
the carrying value of our investments annually to reflect the earnings of each subsidiary. 
We want to be able to evaluate the parent company on a stand-alone basis and a regular equity 
accrual is, therefore, necessary. However, we do separate certain adjustments such as the elim- 
ination of intra-entity gains and losses and record them solely within the development of 
consolidated financial statements.”> 


SUBSEQUENT CONSOLIDATION—INVESTMENT RECORDED 
BY THE EQUITY METHOD 


Acquisition Made during the Current Year 
Prepare consolidated financial As a basis for this illustration, assume that Parrot Company obtains all of the outstanding 


statements subsequent to acquisi- —cgmmon stock of Sun Company on January 1, 2010. Parrot acquires this stock for $800,000 
tion when the parent has applied 


the equity method in its internal in cash. . . 
records. The book values as well as the appraised fair values of Sun’s accounts follow: 
Book Values Fair Values 
1/1/10 1/1/10 Difference 
Current assets... ....00....000000. $ 320,000 $ 320,000 —0- 
Trademarks (indefinite life). ........ : 200,000 220,000 + 20,000 
Patented technology (10-year life)... .. 320,000 450,000 +130,000 
Equipment (5-year life)............ : 180,000 150,000 (30,000) 
LADIES stds ey Sean ea eacuny eee eee (420,000) (420,000) —0- 
Net book value ................. $ 600,000 $ 720,000 $120,000 
Common stock—$40 par value..... . $(200,000) 
Additional paid-in capital ........... (20,000) 
Retained earnings, 1/1/10........... (380,000) 


Parrot considers the economic life of Sun’s trademarks as extending beyond the foreseeable 
future and thus having an indefinite life. Such assets are not amortized but are subject to peri- 
odic impairment testing.° For the definite lived assets acquired in the combination (patented 
technology and equipment), we assume that straight-line amortization with no salvage value 
is appropriate.” 


° Telephone conversation with Allen Earehart. 
5 In other cases, trademarks can have a definite life and thus would be subject to regular amortization. 


7 Unless otherwise stated, all amortization expense computations in this textbook are based on the straight-line 
method with no salvage value. 


EXHIBIT 3.2 
Excess Fair 
Value Allocation 


EXHIBIT 3.3 
Annual Excess 
Amortization 
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PARROT COMPANY 
100 Percent Acquisition of Sun Company 
Allocation of Acquisition-Date Subsidiary Fair Value 
January 1, 2010 


Sun Company fair value (consideration transferred by Parrot Company) . . $ 800,000 
Book value of Sun Company: 
EOmmMonrstock een mew eee ioe ere nee eae ore $200,000 
Additionalipald-imcapitalinrarwis ee ree tees arena er ener ae 20,000 
NAIA ee ialinteisy WWII ae kesckaokeogonedaoueeuaadusomace 380,000 (600,000) 
Excession fall; ValUcrOVERDOOKsValUCh yee eiaie een rata scennn 200,000 
Allocation to specific accounts based on fair values: 
UIT 0 C= nate ]d Goer eet ae se a Seat oe ake eh IA on at og nr $ 20,000 
Ratemtedstechimology cera cry wiycene ret etre eens sce eee 130,000 
Equipmemt(ovenvaltied) iy garnss sete ete ween ees uh renee meee eee (30,000) 120,000 


Excess fair value not identified with specific accounts—goodwill ....... $ 80,000 


Parrot paid $800,000 cash to acquire Sun Company, clear evidence of the fair value of the 
consideration transferred. As shown in Exhibit 3.2, individual allocations are used to adjust 
Sun’s accounts from their book values to their acquisition-date fair values. Because the total 
value of these assets and liabilities was only $720,000, goodwill of $80,000 must be recog- 
nized for consolidation purposes. 

Each of these allocated amounts (other than the $20,000 attributed to trademarks and the 
$80,000 for goodwill) represents a valuation associated with a definite life. As discussed in 
Chapter 1, Parrot must amortize each allocation over its expected life. The expense recogni- 
tion necessitated by this fair value allocation is calculated in Exhibit 3.3. 

One aspect of this amortization schedule warrants further explanation. The fair value of 
Sun’s Equipment account was $30,000 /ess than book value. Therefore, instead of attributing 
an additional amount to this asset, the $30,000 allocation actually reflects a fair-value reduc- 
tion. As such, the amortization shown in Exhibit 3.3 relating to Equipment is not an additional 
expense but an expense reduction. 

Having determined the allocation of the acquisition-date fair value in the previous example 
as well as the associated amortization, the parent’s separate record-keeping for its first year of 
Sun Company ownership can be constructed. Assume that Sun earns income of $100,000 dur- 
ing the year and pays a $40,000 cash dividend on August 1. 

In this first illustration, Parrot has adopted the equity method. Apparently, this company 
believes that the information derived from using the equity method is useful in its evaluation 
of Sun. 


PARROT COMPANY 
100 Percent Acquisition of Sun Company 
Excess Amortization Schedule—Allocation of Acquisition-Date Fair Values 


Useful Annual Excess 
Account Allocation Life Amortizations 
Trademarks $ 20,000 Indefinite —0- 
Patented technology 130,000 10 years $13,000 
Equipment (30,000) 5 years (6,000) 
Goodwill 80,000 Indefinite —0- 
$ 7,000* 


*Total excess amortizations will be $7,000 annually for five years until the equipment allocation is fully removed. At the end of each 
asset’s life, future amortizations will change. 
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Application of the Equity Method 


Parrot's Financial Records 


1/1/10 hnvesinnteintt In SUI COMPEMY occcccnveseeeeacvanseacs 800,000 
Gasper terse ace ey a eh oar Gee es 800,000 
To record the acquisition of Sun Company. 
8/1/10 Gas Nis cetera Guam eae eee A no ne Tine 40,000 
fasvestanvetane lin) SUM COMNSEMY ocncoanaccusesusense 40,000 


To record receipt of cash dividend from subsidiary 
under the equity method. 


12/31/10 Fnvesinnteinie int SUN COMMON sooecnsnesoonecnseeusedcn 100,000 
EquityaimesUOsiclianyaEarminG/Saenei nett nie 100,000 
To accrue income earned by 100 percent owned subsidiary. 
12/31/10 EC (UINGY Un) SUIOSICIEINY ECIMINGS ocaccccneaseceencvanasaas 7,000 
[fanvretsunntetan lin) Sin) (CCVMSEM osoeceesccusesuseucn 7,000 


To recognize amortizations on allocations made 
in acquisition of subsidiary (see Exhibit 3.3). 


Parrot’s application of the equity method, as shown in this series of entries, causes the Invest- 
ment in Sun Company account balance to rise from $800,000 to $853,000 ($800,000 — $40,000 
+ $100,000 — $7,000). During the same period the parent recognizes a $93,000 equity income 
figure (the $100,000 earnings accrual less the $7,000 excess amortization expenses). 

The consolidation procedures for Parrot and Sun one year after the date of acquisition are 
illustrated next. For this purpose, Exhibit 3.4 presents the separate 2010 financial statements 
for these two companies. Parrot recorded both investment-related accounts (the $853,000 as- 
set balance and the $93,000 income accrual) based on applying the equity method. 


Determination of Consolidated Totals 


Before becoming immersed in the mechanical aspects of a consolidation, the objective of this 
process should be understood. As indicated in Chapter 2, in the preparation of consolidated 
financial reports, the subsidiary’s revenue, expense, asset, and liability accounts are added to the 
parent company balances. Within this procedure, several important guidelines must be followed: 


e Sun’s assets and liabilities are adjusted to reflect the allocations originating from their 
acquisition-date fair values. 

¢ Because of the passage of time, the income effects (e.g., amortizations) of these allocations 
must also be recognized within the consolidation process. 


¢ Any reciprocal or intra-entity® accounts must be offset. If, for example, one of the compa- 
nies owes money to the other, the receivable and the payable balances have no connection 
with an outside party. Both should be eliminated for external reporting purposes. When the 
companies are viewed as a single entity, the receivable and the payable are intra-entity bal- 
ances to be removed. 


A consolidation of the two sets of financial information in Exhibit 3.4 is a relatively un- 
complicated task and can even be carried out without the use of a worksheet. Understanding 
the origin of each reported figure is the first step in gaining a knowledge of this process. 


¢ Revenues = $1,900,000. The revenues of the parent and the subsidiary are added together. 


* Cost of goods sold = $950,000. The cost of goods sold of the parent and subsidiary are 
added together. 


® The FASB Accounting Standards Codification (ASC) recently began using the term intra-entity to describe 
transfers of assets across business entities affiliated though common stock ownership or other control 
mechanisms. The phrase indicates that although such transfers occur across separate legal entities, they are 
nonetheless made within a consolidated entity. Prior to the use of the term intra-entity, such amounts were 
routinely referred to as intercompany balances. 


EXHIBIT 3.4 
Separate Records— 
Equity Method Applied 
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PARROT COMPANY AND SUN COMPANY 
Financial Statements 
For Year Ending December 31, 2010 


Parrot Sun 
Company Company 
Income Statement 
REVETIUCS eae nce me ae tnee aa ce arin gr ew oe Ae 0 ee ae es $(1,500,000) $ (400,000) 
OStIONGOOUS:SOlciee eee ee ee ee rey se ert hese ee 700,000 250,000 
AMOntizatlOnvexMeNSCum are areames eri mae tripe tea peciee en) ee 120,000 20,000 
Depreciationfexpense meee, cre eee re tree eat aud amr 80,000 30,000 
LEO LUTGY iin) SUSSICIEINY CRMMMING Bp ao cae oegnedecedaaapaaauenee (93,000) -0- 
ING@tIMEOnNe ere reece een ee eter yen ieee een wer $ (693,000) $ (100,000) 
Statement of Retained Earnings 
iReiwlinvetel rnimiines, WAWIO., oncescedscpascegeuonnavddnedaur $ (840,000) $ (380,000) 
Netuincome:(abOVe) exter eet ee tet an aia (693,000) (100,000) 
Dividends: palditeewsre ent etre eer net ee teeta nets 120,000 40,000 
Retainedteanmimg sr: 2/3 11/4llO)ervesn en-au a nee ace aware $(1,413,000) $ (440,000) 
Balance Sheet 
GUTEMtaSSEtS: cus worn eee ren enc, a euen ee ee eta $ 1,040,000 $ 400,000 
Investment in Sun Company (at equity).................-... 853,000 -0- 
(ragdennarksy wueecen eee ear eC RE encour cement 600,000 200,000 
Patemtedstechnologyareew ita re eee ee 370,000 288,000 
Equipmenti(met)t epcmencore steers orca icusrnssaneen mone eens 250,000 220,000 
MOtaltaSSets Sterner ee eer a me gek oer GRC yg aug $ 3,113,000 $ 1,108,000 
[abit eSiewaaer ye cues nro enca a eh omar a Onis ctenbaneryea rata $ (980,000) $ (448,000) 
GommonistocKaeewaew te ee erence a enone oes me fee (600,000) (200,000) 
Additionalipald:inicapitalle ier ear irene rane (120,000) (20,000) 
Retained earnings, 12/31/10 (above)...................20-. (1,413,000) (440,000) 
Totaliliabilitiestamdkea Uityaenerwsr en a keetn Weer enn enr a rree $(3,113,000) $(1,108,000) 


Note: Parentheses indicate a credit balance. 


Amortization expense = $153,000. The balances of the parent and of the subsidiary are 
combined along with the additional amortization from the recognition of the excess fair 
value over book value attributed to the subsidiary’s patented technology. 


Depreciation expense = $104,000. The depreciation expenses of the parent and subsidiary 
are added together along with the $6,000 reduction in equipment depreciation, as indicated 
in Exhibit 3.3. 

Equity in subsidiary earnings = —0—. The investment income recorded by the parent is 
eliminated so that the subsidiary’s revenues and expenses can be included in the consoli- 
dated totals. 

Net income = $693,000. Consolidated revenues less consolidated expenses. 

Retained earnings, 1/1/10 = $840,000. The parent figure only because the subsidiary was 
not owned prior to that date. 

Dividends paid = $120,000. The parent company balance only because the subsidiary’s 
dividends were paid intra-entity to the parent, not to an outside party. 

Retained earnings, 12/31/10 = $1,413,000. Consolidated retained earnings as of the be- 
ginning of the year plus consolidated net income less consolidated dividends paid. 
Current assets = $1,440,000. The parent’s book value plus the subsidiary’s book value. 
Investment in Sun Company = —0-—. The asset recorded by the parent is eliminated so that 
the subsidiary’s assets and liabilities can be included in the consolidated totals. 
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¢ Trademarks = $820,000. The parent’s book value plus the subsidiary’s book value plus the 
$20,000 acquisition-date fair value allocation. 

¢ Patented technology = $775,000. The parent’s book value plus the subsidiary’s book value plus 
the $130,000 acquisition-date fair value allocation less current year amortization of $13,000. 

¢ Equipment = $446,000. The parent’s book value plus the subsidiary’s book value less the 
$30,000 fair value reduction allocation plus the current year expense reduction of $6,000. 

* Goodwill = $80,000. The residual allocation shown in Exhibit 3.2. Note that goodwill is 
not amortized. 

° Total assets = $3,561,000. A vertical summation of consolidated assets. 

¢ Liabilities = $1,428,000. The parent’s book value plus the subsidiary’s book value. 

* Common stock = $600,000. The parent’s book value. Subsidiary shares are no longer 
outstanding. 

¢ Additional paid-in capital = $120,000. The parent’s book value. Subsidiary shares are no 
longer outstanding. 

¢ Retained earnings, 12/31/10 = $1,413,000. Computed previously. 

° Total liabilities and equities = $3,561,000. A vertical summation of consolidated liabilities 
and equities. 


Consolidation Worksheet 


Although the consolidated figures to be reported can be computed as just shown, accountants 
normally prefer to use a worksheet. A worksheet provides an organized structure for this 
process, a benefit that becomes especially important in consolidating complex combinations. 

For Parrot and Sun, only five consolidation entries are needed to arrive at the same figures 
previously derived for this business combination. As discussed in Chapter 2, worksheet entries 
are the catalyst for developing totals to be reported by the entity but are not physically 
recorded in the individual account balances of either company. 


Consolidation Entry S 
Connon Siete (SUM COMPERMY). saccccccccnesneooeasenescdoosuveaee 200,000 
Additional Paid-In Capital (Sun Company) ............. 0.0.0 e eee eee 20,000 
Relelinael leavin, WAVAIO (Swim (ComOeM)) .cncecccceccunsnosonecceabe 380,000 
TESTI SUN COMMPEMN casccasteussonsecatusvgasceouccuae 600,000 


As shown in Exhibit 3.2, Parrot’s $800,000 Investment account balance reflects two compo- 
nents: (1) a $600,000 amount equal to Sun’s book value and (2) a $200,000 figure attributed 
to the difference, at January 1, 2010, between the book value and fair value of Sun’s assets and 
liabilities (with a residual allocation made to goodwill). Entry S removes the $600,000 com- 
ponent of the Investment in Sun Company account so that the book value of each subsidiary 
asset and liability can be included in the consolidated figures. A second worksheet entry 
(Entry A) eliminates the remaining $200,000 portion of the January 1, 2010, Investment in 
Sun account, allowing the specific allocations to be included along with any goodwill. 

Entry S also removes Sun’s stockholders’ equity accounts as of the beginning of the year. 
Subsidiary equity balances generated prior to the acquisition are not relevant to the business 
combination and should be deleted. The elimination is made through this entry because the eq- 
uity accounts and the $600,000 component of the investment account represent reciprocal bal- 
ances: Both provide a measure of Sun’s book value as of January 1, 2010. 

Before moving to the next consolidation entry, a clarification point should be made. In ac- 
tual practice, worksheet entries are usually identified numerically. However, as in the previous 
chapter, the label “Entry S” used in this example refers to the elimination of Sun’s beginning 
Stockholders’ Equity. As a reminder of the purpose being served, all worksheet entries are iden- 
tified in a similar fashion. Thus, throughout this textbook, “Entry S” always refers to the re- 
moval of the subsidiary’s beginning stockholders’ equity balances for the year against the book 
value portion of the investment account. 
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Consolidation Entry A 
Ufo UII eee eet Amo sea Wns Ath SOA 2s oY eae Sc Syn tele oA 20,000 
Ratenteditechmoloc yas rt ser erry ae ner reer ee ee a 130,000 
Good Wille ee meses cre ee parry ok gat ores ens ge Reve Pen ane RE 80,000 
Ho lUll Clanlctnitens a gee oene ned Se cata nos ie ke een eens Eoerae 30,000 
Tinesenalone tiny SUN GCMNeelWs cs eaodednsocaoanccndeatenuauqeences 200,000 


Consolidation entry A adjusts the subsidiary balances from their book values to acquisition- 
date fair values (see Exhibit 3.2). This entry is labeled “Entry A” to indicate that it represents 
the Allocations made in connection with the excess of the subsidiary’s fair values over its book 
values. Sun’s accounts are adjusted collectively by the $200,000 excess of Sun’s $800,000 ac- 
quisition-date fair value over its $600,000 book value. 


Consolidation Entry I 


EO UNG? lint SULOSICNENY ERMMIMNCS ..aoccmacnaenccoedandacodevedacaransigos 93,000 
InvestmentimeSUmbG@ompanyeeene crear cert meee cern oe renner eee 93,000 


“Entry I’ (for Income) removes the subsidiary income recognized by Parrot during the year so 
that Sun’s underlying revenue and expense accounts (and the current amortization expense) 
can be brought into the consolidated totals. The $93,000 figure eliminated here represents the 
$100,000 income accrual recognized by Parrot, reduced by the $7,000 in excess amortizations. 
For consolidation purposes, the one-line amount appearing in the parent’s records is not ap- 
propriate and is removed so that the individual revenues and expenses can be included. The en- 
try originally recorded by the parent is simply reversed on the worksheet to remove its impact. 


Consolidation Entry D 


(Ianetrinnlelone lin) SUIn) COMIN . ca eecoceneedacccavacccaveaananeabencn 40,000 
Byivicemss Pail clbeemee crater ee wetwrn ra nena see gi a eet ay are Arana 40,000 


The dividends distributed by the subsidiary during the year also must be eliminated from the 
consolidated totals. The entire $40,000 payment was made to the parent so that, from the view- 
point of the consolidated entity, it is simply an intra-entity transfer of cash. The distribution did 
not affect any outside party. Therefore, “Entry D” (for Dividends) is designed to offset the im- 
pact of this transaction by removing the subsidiary’s Dividends Paid account. Because the eq- 
uity method has been applied, Parrot’s receipt of this money was recorded originally as a 
decrease in the Investment in Sun Company account. To eliminate the impact of this reduction, 
the investment account is increased. 


Consolidation Entry E 
AIMOntZatlOMIEXPOMSC teen ears uceseeneune ae hoe eee eae mea eerie eae 13,000 
EquIDIMEM tic ea ice eee tk eye eee te teytete cence en gr en eee 6,000 
Patentediech mology essa seres mre enc perncret err Peer onary ere earrmeerees 13,000 
DepreciationiEXpense: err ete teen rane pice eres omen eee eters 6,000 


This final worksheet entry records the current year’s excess amortization expenses relating to 
the adjustments of Sun’s assets to acquisition-date fair values. Because the equity method 
amortization was eliminated within Entry I, “Entry E” (for Expense) now records the current 
year expense attributed to each of the specific account allocations (see Exhibit 3.3). Note that 
we adjust depreciation expense for the tangible asset equipment and we adjust amortization 
expense for the intangible asset patented technology. As a matter of custom, we refer to the ad- 
justments to all expenses resulting from excess acquisition-date fair value allocations collec- 
tively as excess amortization expenses. 
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Thus, the worksheet entries necessary for consolidation when the parent has applied the eq- 
uity method are as follows: 


Entry S—Eliminates the subsidiary’s stockholders’ equity accounts as of the beginning 
of the current year along with the equivalent book value component within the parent’s 
investment account. 


Entry A—Recognizes the unamortized allocations as of the beginning of the current year 
associated with the original adjustments to fair value. 


Entry I—Eliminates the impact of intra-entity subsidiary income accrued by the parent. 
Entry D—Eliminates the impact of intra-entity subsidiary dividends. 


Entry E—Recognizes excess amortization expenses for the current period on the alloca- 
tions from the original adjustments to fair value. 


Exhibit 3.5 provides a complete presentation of the December 31, 2010, consolidation 
worksheet for Parrot Company and Sun Company. The series of entries just described brings 


EXHIBIT 3.5 
PARROT COMPANY AND SUN COMPANY 
Consolidated Worksheet 
Investment: Equity Method For Year Ending December 31, 2010 
Consolidation Entries C 
Parrot Sun Consolidated 

Accounts Company Company Debit Credit Totals 
Income Statement 
Revenues (1,500,000) (400,000) (1,900,000) 
Cost of goods sold 700,000 250,000 950,000 
Amortization expense 120,000 20,000 (E) 13,000 153,000 
Depreciation expense 80,000 30,000 (E) 6,000 104,000 
Equity in subsidiary earnings (93,000) —0- (I) 93,000 —0- 

Net income (693,000) (100,000) (693,000) 
Statement of Retained Earnings o> age 
Retained earnings, 1/1/10 (840,000) (380,000) (S) 380,000 (840,000) 
Net income (above) (693,000) (100,000) (693,000) 
Dividends paid 120,000 40,000 (D) 40,000 120,000 

Retained earnings, 12/31/10 (1,413,000) (440,000) (1,413,000) 
Balance Sheet ——— eee 
Current assets 1,040,000 400,000 1,440,000 
Investment in Sun Company 853,000 —0- D) 40,000 (S) 600,000 —0- 

(A) 200,000 
(I) 93,000 

Trademarks 600,000 200,000 A) 20,000 820,000 
Patented technology 370,000 288,000 A) 130,000 (E) 13,000 775,000 
Equipment (net) 250,000 220,000 (E) 6,000 (A) 30,000 446,000 
Goodwill -0- -0- A) 80,000 80,000 

Total assets 3,113,000 1,108,000 3,561,000 
Liabilities (980,000) (448,000) | (1,428,000) 
Common stock (600,000) (200,000) (S) 200,000 (600,000) 
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000) 
Retained earnings, 12/31/10 (above) (1,413,000) (440,000) (1,413,000) 

Total liabilities and equities (3,113,000) (1,108,000) 982,000 982,000 (3,561,000) 


Note: Parentheses indicate a credit balance. 


Consolidation entries: 
(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account. 
(A) Allocation of Sun’s acquisition-date excess fair values over book values. 
(1) Elimination of parent’s equity in subsidiary earnings accrual. 
(D) Elimination of intra-entity dividend payment. 
(E) Recognition of current year excess fair-value amortization and depreciation expenses. 
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together the separate financial statements of these two organizations. Note that the consoli- 
dated totals are the same as those computed previously for this combination. 

Observe that Parrot separately reports net income of $693,000 as well as ending retained 
earnings of $1,413,000, figures that are identical to the totals generated for the consolidated 
entity. However, subsidiary income earned after the date of acquisition is to be added to that 
of the parent. Thus, a question arises in this example as to why the parent company figures 
alone equal the consolidated balances of both operations. 

In reality, Sun’s income for this period is contained in both Parrot’s reported balances 
and the consolidated totals. Through the application of the equity method, the current year 
earnings of the subsidiary have already been accrued by Parrot along with the appropriate 
amortization expense. The parent's Equity in Subsidiary Earnings account is, therefore, an 
accurate representation of Sun's effect on consolidated net income. If the equity method is 
employed properly, the worksheet process simply replaces this single $93,000 balance 
with the specific revenue and expense accounts that it represents. Consequently, when the 
parent employs the equity method, its net income and retained earnings mirror consoli- 
dated totals. 


Consolidation Subsequent to Year of Acquisition—Equity Method 

In many ways, every consolidation of Parrot and Sun prepared after the date of acquisition 
incorporates the same basic procedures outlined in the previous section. However, the contin- 
ual financial evolution undergone by the companies prohibits an exact repetition of the 
consolidation entries demonstrated in Exhibit 3.5. 

As a basis for analyzing the procedural changes necessitated by the passage of time, assume 
that Parrot Company continues to hold its ownership of Sun Company as of December 31, 
2013. This date was selected at random; any date subsequent to 2010 would serve equally well 
to illustrate this process. As an additional factor, assume that Sun now has a $40,000 liability 
that is payable to Parrot. 

For this consolidation, assume that the January 1, 2013, Sun Company’s Retained Earnings 
balance has risen to $600,000. Because that account had a reported total of only $380,000 on 
January 1, 2010, Sun’s book value apparently has increased by $220,000 during the 2010-2012 
period. Although knowledge of individual operating figures in the past is not required, Sun’s 
reported totals help to clarify the consolidation procedures. 


Sun Company Dividends Increase in Ending 
Year Net Income Paid Book Value Retained Earnings 
2010 $100,000 $ 40,000 $ 60,000 $440,000 
2011 140,000 50,000 90,000 530,000 
2012 90,000 20,000 70,000 600,000 
$330,000 $110,000 $220,000 


For 2013, the current year, we assume that Sun reports net income of $160,000 and pays 
cash dividends of $70,000. Because it applies the equity method, Parrot recognizes earnings 
of $160,000. Furthermore, as shown in Exhibit 3.3, amortization expense of $7,000 applies to 
2013 and must also be recorded by the parent. Consequently, Parrot reports an Equity in Sub- 
sidiary Earnings balance for the year of $153,000 ($160,000 — $7,000). 

Although this income figure can be reconstructed with little difficulty, the current balance 
in the Investment in Sun Company account is more complicated. Over the years, the initial 
$800,000 acquisition price has been subjected to adjustments for 


1. The annual accrual of Sun’s income. 
2. The receipt of dividends from Sun. 
3. The recognition of annual excess amortization expenses. 


Exhibit 3.6 analyzes these changes and shows the components of the Investment in Sun Com- 
pany account balance as of December 31, 2013. 
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EXHIBIT 3.6 


PARROT COMPANY 
Investment in Sun Company Account 
As of December 31, 2013 
Equity Method Applied 


Fair value of consideration transferred at date of acquisition $ 800,000 
Entries recorded in prior years: 
Accrual of Sun Company's income 


2010 $100,000 

2011 140,000 

2012 90,000 330,000 
Sun Company—Dividends paid 

2010 $ (40,000) 

2011 (50,000) 

2012 (20,000) (110,000) 
Excess amortization expenses 

2010 $ (7,000) 

2011 (7,000) 

2012 (7,000) (21,000) 
Entries recorded in current year—2013 

Accrual of Sun Company's income $160,000 

Sun Company—Dividends paid (70,000) 

Excess amortization expenses (7,000) 83,000 
Investment in Sun Company, 12/31/13 $1,082,000 


Following the construction of the Investment in Sun Company account, the consolidation 
worksheet developed in Exhibit 3.7 should be easier to understand. Current figures for both 
companies appear in the first two columns. The parent’s investment balance and equity income 
accrual as well as Sun’s income and stockholders’ equity accounts correspond to the informa- 
tion given previously. Worksheet entries (lettered to agree with the previous illustration) are 
then utilized to consolidate all balances. 

Several steps are necessary to arrive at these reported totals. The subsidiary’s assets, liabil- 
ities, revenues, and expenses are added to those same accounts of the parent. The unamortized 
portion of the original acquisition-date fair-value allocations are included along with current 
excess amortization expenses. The investment and equity income balances are both eliminated 
as are the subsidiary’s stockholders’ equity accounts. Intra-entity dividends are removed with 
the same treatment required for the debt existing between the two companies. 


Consolidation Entry S 


Once again, this first consolidation entry offsets reciprocal amounts representing the sub- 
sidiary’s book value as of the beginning of the current year. Sun’s January 1, 2013, stockhold- 
ers’ equity accounts are eliminated against the book value portion of the parent’s investment 
account. Here, though, the amount eliminated is $820,000 rather than the $600,000 shown in 
Exhibit 3.5 for 2010. Both balances have changed during the 2010-2012 period. Sun’s opera- 
tions caused a $220,000 increase in retained earnings. Parrot’s application of the equity 
method created a parallel effect on its Investment in Sun Company account (the income ac- 
crual of $330,000 less dividends collected of $110,000). 

Although Sun’s Retained Earnings balance is removed in this entry, the income this com- 
pany earned since the acquisition date is still included in the consolidated figures. Parrot ac- 
crues these profits annually through application of the equity method. Thus, elimination of the 
subsidiary’s entire Retained Earnings is necessary; a portion was earned prior to the acquisi- 
tion and the remainder has already been recorded by the parent. 

Entry S removes these balances as of the first day of 2013 rather than at the end of the 
year. The consolidation process is made a bit simpler by segregating the effect of preceding 
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Investment: Equity Method 


PARROT COMPANY AND SUN COMPANY 


Consolidated Worksheet 


For Year Ending December 31, 2013 


Consolidation Entries 5 
Parrot Sun Consolidated 

Accounts Company Company Debit Credit Totals 
Income Statement 
Revenues (2,100,000) (600,000) (2,700,000) 
Cost of goods sold 1,000,000 380,000 1,380,000 
Amortization expense 200,000 20,000 (E) 13,000 233,000 
Depreciation expense 100,000 40,000 (E) 6,000 134,000 
Equity in subsidiary earnings (153,000) —0- (I) 153,000 —0- 

Net income (953,000) (160,000) (953,000) 
Statement of Retained Earnings 
Retained earnings, 1/1/13 (2,044,000) (600,000) (S) 600,000 (2,044,000) 
Net income (above) (953,000) (160,000) (953,000) 
Dividends paid 420,000 70,000 (D) 70,000 420,000 

Retained earnings, 12/31/13 (2,577,000) (690,000) (2,577,000) 
Balance Sheet 
Current assets 1,705,000 500,000 (P) 40,000 2,165,000 
Investment in Sun Company 1,082,000 —0- (D) 70,000 (S) 820,000 —0- 

(A) 179,000 
(I) 153,000 

Trademarks 600,000 240,000 (A) 20,000 860,000 
Patented technology 540,000 420,000 (A) 91,000 (E) 13,000 1,038,000 
Equipment (net) 420,000 210,000 (E) 6,000 (A) 12,000 624,000 
Goodwill -0- -0- (A) 80,000 80,000 

Total assets 4,347,000 1,370,000 4,767,000 
Liabilities (1,050,000) (460,000) (P) 40,000 (1,470,000) 
Common stock (600,000) (200,000) (S) 200,000 (600,000) 
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000) 
Retained earnings, 12/31/13 (above) (2,577,000) (690,000) (2,577,000) 

Total liabilities and equities (4,347,000) (1,370,000) 1,293,000 1,293,000 (4,767,000) 


Note: Parentheses indicate a credit balance. 
Consolidation entries: 


(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account. 
(A) Allocation of Sun’s acquisition-date excess fair values over book values, unamortized balance as of beginning of year. 
(1) Elimination of parent’s equity in subsidiary earnings accrual. 


(D) Elimination of intra-entity dividend payment. 
(E) Recognition of current year excess fair-value amortization and depreciation expenses. 
(P) Elimination of intra-entity receivable/payable. 


operations from the transactions of the current year. Thus, all worksheet entries relate specif- 
ically to either the previous years (S and A) or the current period (I, D, E, and P). 
Consolidation Entry A In the initial consolidation (2010), fair-value allocations amounting 
to $200,000 were entered, but these balances have now undergone three years of amortization. 
As computed in Exhibit 3.8, expenses for these prior years totaled $21,000, leaving a balance of 
$179,000. Allocation of this amount to the individual accounts is also determined in Exhibit 3.8 
and reflected in worksheet Entry A. As with Entry S, these balances are calculated as of 
January 1, 2013, so that the current year expenses can be included separately (in Entry E). 
Consolidation Entry I As before, this entry eliminates the equity income recorded currently 
by Parrot ($153,000) in connection with its ownership of Sun. The subsidiary’s revenue and 
expense accounts are left intact so they can be included in the consolidated figures. 
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EXHIBIT 3.8 

Excess Amortizations 
Relating to Individual 
Accounts as of 
January 1, 2013 


Annual Excess Amortizations 


Original Balance 
Accounts Allocation 2010 2011 2012 1/1/13 
Trademarks $ 20,000 —0- == —0- $ 20,000 
Patented technology 130,000 $13,000 $13,000 $13,000 91,000 
Equipment (30,000) (6,000) (6,000) (6,000) (12,000) 
Goodwill 80,000 —0- —0- —0- 80,000 

$200,000 $ 7,000 $ 7,000 $ 7,000 $179,000 

a. 
$21,000 


Consolidation Entry D This worksheet entry offsets the $70,000 intra-entity dividend pay- 
ment made by Sun to Parrot during the current period. 

Consolidation Entry E_ Excess amortization expenses relating to acquisition-date fair-value 
adjustments are individually recorded for the current period. 

Before progressing to the final worksheet entry, note the close similarity of these entries 

with the five incorporated in the 2010 consolidation (Exhibit 3.5). Except for the numerical 
changes created by the passage of time, the entries are identical. 
Consolidation Entry P_ This last entry (labeled “Entry P” because it eliminates an intra- 
entity Payable) introduces a new element to the consolidation process. As noted earlier, 
intra-entity debt transactions do not relate to outside parties. Therefore, Sun’s $40,000 
payable and Parrot’s $40,000 receivable are reciprocals that must be removed on the work- 
sheet because the companies are being reported as a single entity. 

In reviewing Exhibit 3.7, note several aspects of the consolidation process: 


¢ The stockholders’ equity accounts of the subsidiary are removed. 
¢ The Investment in Sun Company and the Equity in Subsidiary Earnings are both removed. 


e The parent’s Retained Earnings balance is not adjusted. Because the parent applies the 
equity method this account should be correct. 


¢ The acquisition-date fair-value adjustments to the subsidiary’s assets are recognized but 
only after adjustment for annual excess amortization expenses. 


e Intra-entity transactions such as dividend payments and the receivable/payable are offset. 


SUBSEQUENT CONSOLIDATIONS—INVESTMENT RECORDED 
USING INITIAL VALUE OR PARTIAL EQUITY METHOD 


Prepare consolidated financial 
statements subsequent to acquisi- 
tion when the parent has applied 
the initial value method in its 
internal records. 


Prepare consolidated financial 
statements subsequent to acquisi- 
tion when the parent has applied 
the partial equity method in its 
internal records. 


Acquisition Made during the Current Year 
As discussed at the beginning of this chapter, the parent company may opt to use the initial 
value method or the partial equity method for internal record-keeping rather than the equity 
method. Application of either alternative changes the balances recorded by the parent over 
time and, thus, the procedures followed in creating consolidations. However, choosing one of 
these other approaches does not affect any of the final consolidated figures to be reported. 
When a company utilizes the equity method, it eliminates all reciprocal accounts, assigns 
unamortized fair-value allocations to specific accounts, and records amortization expense for 
the current year. Application of either the initial value method or the partial equity method has 
no effect on this basic process. For this reason, a number of the consolidation entries remain 
the same regardless of the parent’s investment accounting method. 
In reality, just three of the parent’s accounts actually vary because of the method applied: 


¢ The investment account. 
e The income recognized from the subsidiary. 
e The parent’s retained earnings (in periods after the initial year of the combination). 
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EXHIBIT 3.9 
PARROT COMPANY AND SUN COMPANY 
Consolidated Worksheet 
Investment: Initial Value Method For Year Ending December 31, 2010 
C lidation Entri 
Parrot Sun Sesame aneeeeuenee Consolidated 

Accounts Company Company Debit Credit Totals 
Income Statement 
Revenues (1,500,000) (400,000) (1,900,000) 
Cost of goods sold 700,000 250,000 950,000 
Amortization expense 120,000 20,000 (E) 13,000 153,000 
Depreciation expense 80,000 30,000 (E) 6,000 104,000 
Dividend income (40,000)|* —0- (l) _40,000|* —0- 

Net income (640,000) (100,000) (693,000) 
Statement of Retained Earnings 
Retained earnings, 1/1/10 (840,000) (380,000) (S) 380,000 (840,000) 
Net income (above) (640,000) (100,000) (693,000) 
Dividends paid 120,000 40,000 (l) 40,000 |* 120,000 

Retained earnings, 12/31/10 (1,360,000) (440,000) (1,413,000) 
Balance Sheet 
Current assets 1,040,000 400,000 1,440,000 
Investment in Sun Company 800,000|* —0- (S) 600,000 —0- 

(A) 200,000 

Trademarks 600,000 200,000 (A) 20,000 820,000 
Patented technology 370,000 288,000 (A) 130,000 (E) 13,000 775,000 
Equipment (net) 250,000 220,000 (E) 6,000 (A) 30,000 446,000 
Goodwill -0- -0- (A) 80,000 80,000 

Total assets 3,060,000 1,108,000 3,561,000 
Liabilities (980,000) (448,000) (1,428,000) 
Common stock (600,000) (200,000) (S) 200,000 (600,000) 
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000) 
Retained earnings, 12/31/10 (above) (1,360,000) (440,000) (1,413,000) 

Total liabilities and equities (3,060,000) (1,108,000) 889,000 889,000 (3,561,000) 


Note: Parentheses indicate a credit balance. 
*Boxed items highlight differences with consolidation in Exhibit 3.5. 
Consolidation entries: 
(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account. 
(A) Allocation of Sun’s acquisition-date excess fair values over book values. 
(1) Elimination of intra-entity dividend income and dividend paid by Sun. 
(E) Recognition of current year excess fair-value amortization and depreciation expenses. 
Note: Consolidation entry (D) is not needed when the parent applies the initial value method because entry (I) eliminates the intra-entity dividend effects. 


Only the differences found in these balances affect the consolidation process when another 
method is applied. Thus, any time after the acquisition date, accounting for these three bal- 
ances is of special importance. 

To illustrate the modifications required by the adoption of an alternative accounting 
method, the consolidation of Parrot and Sun as of December 31, 2010, is reconstructed. Only 
one differing factor is introduced: the method by which Parrot accounts for its investment. 
Exhibit 3.9 presents the 2010 consolidation based on Parrot’s use of the initial value method. 
Exhibit 3.10 demonstrates this same process assuming that the parent applied the partial 
equity method. Each entry on these worksheets is labeled to correspond with the 2010 con- 
solidation in which the parent used the equity method (Exhibit 3.5). Furthermore, differences 
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EXHIBIT 3.10 


Investment: Partial Equity Method 


PARROT COMPANY AND SUN COMPANY 


Consolidated Worksheet 


For Year Ending December 31, 2010 


Consolidation Entries 


Parrot Sun Consolidated 

Accounts Company Company Debit Credit Totals 
Income Statement 
Revenues (1,500,000) (400,000) (1,900,000) 
Cost of goods sold 700,000 250,000 950,000 
Amortization expense 120,000 20,000 (E) 13,000 153,000 
Depreciation expense 80,000 30,000 (E) 6,000 104,000 
Equity in subsidiary earnings (100,000) * —0- (1) 100,000) * —0- 

Net income (700,000) (100,000) (693,000) 
Statement of Retained Earnings 
Retained earnings, 1/1/10 (840,000) (380,000) (S) 380,000 (840,000) 
Net income (above) (700,000) (100,000) (693,000) 
Dividends paid 120,000 40,000 (D) 40,000 120,000 

Retained earnings, 12/31/10 (1,420,000) (440,000) (1,413,000) 
Balance Sheet 
Current assets 1,040,000 400,000 1,440,000 
Investment in Sun Company 860,000 |* —0- (D) 40,000 (S) 600,000 —0- 

(A) 200,000 
(I) 100,000 |* 

Trademarks 600,000 200,000 (A) 20,000 820,000 
Patented technology 370,000 288,000 (A) 130,000 (E) 13,000 775,000 
Equipment (net) 250,000 220,000 (E) 6,000 (A) 30,000 446,000 
Goodwill -0- -0- (A) 80,000 80,000 

Total assets 3,120,000 1,108,000 3,561,000 
Liabilities (980,000) (448,000) (1,428,000) 
Common stock (600,000) (200,000) (S) 200,000 (600,000) 
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000) 
Retained earnings, 12/31/10 (above) (1,420,000) (440,000) (1,413,000) 

Total liabilities and equities (3,120,000) (1,108,000) (3,561,000) 


Note: Parentheses indicate a credit balance. 


*Boxed items highlight differences with consolidation in Exhibit 3.5. 


Consolidation entries: 


(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of the investment account. 
(A) Allocation of Sun’s acquisition-date excess fair values over book values. 
(1) Elimination of parent’s equity in subsidiary earnings accrual. 


(D) Elimination of intra-entity dividend payment. 


(E) Recognition of current year excess fair-value amortization and depreciation expenses. 


with the equity method (both on the parent company records and with the consolidation 


entries) are highlighted on each of the worksheets. 


Initial Value Method Applied—2010 Consolidation 


Although the initial value method theoretically stands in marked contrast to the equity method, 
few reporting differences actually exist. In the year of acquisition, Parrot’s income and invest- 
ment accounts relating to the subsidiary are the only accounts affected. 


Under the initial value method, income recognition in 2010 is limited to the $40,000 divi- 


dend received by the parent; no equity income accrual is made. At the same time, the invest- 
ment account retains its $800,000 initial value. Unlike the equity method, no adjustments are 
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recorded in the parent’s investment account in connection with the current year operations, 
subsidiary dividends, or amortization of any fair-value allocations. 

After the composition of these two accounts has been established, worksheet entries can be 
used to produce the consolidated figures found in Exhibit 3.9 as of December 31, 2010. 


Consolidation Entry S As with the previous Entry S in Exhibit 3.5, the $600,000 component 
of the investment account is eliminated against the beginning stockholders’ equity account of 
the subsidiary. Both are equivalent to Sun’s net assets at January 1, 2010, and are, therefore, 
reciprocal balances that must be offset. This entry is not affected by the accounting method 
in use. 


Consolidation Entry A Sun’s $200,000 excess acquisition-date fair value over book value is 
allocated to Sun’s assets and liabilities based on their fair values at the date of acquisition. The 
$80,000 residual is attributed to goodwill. This procedure is identical to the corresponding 
entry in Exhibit 3.5 in which the equity method was applied. 


Consolidation Entry I Under the initial value method, the parent records dividend collec- 
tions as income. Entry I removes this Dividend Income account along with Sun’s Dividends 
Paid. From a consolidated perspective, these two $40,000 balances represent an intra-entity 
transfer of cash that had no financial impact outside of the entity. In contrast to the equity 
method, Parrot has not accrued subsidiary income, nor has amortization been recorded; thus, 
no further income elimination is needed. 


Dividend Income Meearcecte cote ee Mom oe ere Cee Geer nee tne near 40,000 
BVIC ERC Sia Clearer ete ares eee ree arene eee eer 40,000 
To eliminate intra-entity income. 


Consolidation Entry D When the initial value method is applied, the parent records intra- 
entity dividends as income. Because these distributions were already removed from the con- 
solidated totals by Entry I, no separate Entry D is required. 


Consolidation Entry E_ Regardless of the parent’s method of accounting, the reporting entity 
must recognize excess amortizations for the current year in connection with the original fair 
value allocations. Thus, Entry E serves to bring the current year expenses into the consolidated 
financial statements. 

Consequently, using the initial value method rather than the equity method changes only 
Entries I and D in the year of acquisition. Despite the change in methods, reported figures 
are still derived by (1) eliminating all reciprocals, (2) allocating the excess portion of the 
acquisition-date fair values, and (3) recording amortizations on these allocations. As indi- 
cated previously, the consolidated totals appearing in Exhibit 3.9 are identical to the figures 
produced previously in Exhibit 3.5. Although the income and the investment accounts on the 
parent company’s separate statements vary, the consolidated balances are not affected. 

One significant difference between the initial value method and equity method does exist: 
The parent’s separate statements do not reflect consolidated income totals when the initial 
value method is used. Because equity adjustments (such as excess amortizations) are ignored, 
neither Parrot’s reported net income of $640,000 nor its retained earnings of $1,360,000 pro- 
vides an accurate portrayal of consolidated figures. 


Partial Equity Method Applied—2010 Consolidation 


Exhibit 3.10 presents a worksheet to consolidate these two companies for 2010 (the year of ac- 
quisition) based on the assumption that Parrot applied the partial equity method. Again, the 
only changes from previous examples are found in (1) the parent’s separate records for this in- 
vestment and its related income and (2) worksheet Entries I and D. 

As discussed earlier, under the partial equity approach, the parent’s record-keeping is limited 
to two periodic journal entries: the annual accrual of subsidiary income and the receipt of div- 
idends. Hence, within the parent’s records, only a few differences exist when the partial equity 
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method is applied rather than the initial value method. The entries recorded by Parrot in con- 
nection with Sun’s 2010 operations illustrate both of these approaches. 


Parrot Company Parrot Company 
Initial Value Method 2010 Partial Equity Method 2010 
Cashier ree ee 40,000 Gash etree ey 40,000 
Dividend Income .. . 40,000 Investment in Sun 
Dividends collected Gompanyee nese 40,000 
from subsidiary. Dividends collected 


from subsidiary. 
Investment in Sun 
(CONSE aaaccnaabaenae 100,000 
Equity in 
Subsidiary Earnings .... 100,000 


Accrual of subsidiary 
income. 


Therefore, by applying the partial equity method, the investment account on the parent’s 
balance sheet rises to $860,000 by the end of 2010. This total is composed of the original 
$800,000 acquisition-date fair value for Sun adjusted for the $100,000 income recognition and 
the $40,000 cash dividend payment. The same $100,000 equity income figure appears within 
the parent’s income statement. These two balances are appropriately found in Parrot’s records 
in Exhibit 3.10. 

Because of the handling of income recognition and dividend payments, Entries I and D 
again differ on the worksheet. For the partial equity method, the $100,000 equity income is 
eliminated (Entry I) by reversing the parent’s entry. Removing this accrual allows the individ- 
ual revenue and expense accounts of the subsidiary to be reported without double-counting. 
The $40,000 intra-entity dividend payment must also be removed (Entry D). The Dividend 
Paid account is simply deleted. However, elimination of the dividend from the Investment in 
Sun Company actually causes an increase because receipt was recorded by Parrot as a reduc- 
tion in that account. All other consolidation entries (Entries S, A, and E) are the same for all 
three methods. 


Consolidation Subsequent to Year of Acquisition—Initial Value 
and Partial Equity Methods 


By again incorporating the December 31, 2013, financial data for Parrot and Sun (presented 
in Exhibit 3.7), consolidation procedures for the initial value method and the partial equity 
method are examined for years subsequent to the date of acquisition. In both cases, estab- 
lishment of an appropriate beginning retained earnings figure becomes a significant goal of 
the consolidation. 


Conversion of the Parent’s Retained Earnings 

to a Full-Accrual (Equity) Basis 

Consolidated financial statements require a full accrual-based measurement of both in- 
come and retained earnings. The initial value method, however, employs the cash basis for 
income recognition. The partial equity method only partially accrues subsidiary income. 
Thus, neither provides a full-accrual-based measure of the subsidiary activities on the par- 
ent’s income. As a result, over time the parent’s retained earnings account fails to show a 
full accrual-based amount. Therefore, new worksheet adjustments are required to convert 
the parent’s beginning of the year retained earnings balance to a full-accrual basis. These 
adjustments are made to beginning of the year retained earnings because current year earn- 
ings are readily converted to full-accrual basis by simply combining current year revenue 
and expenses. The resulting current year combined income figure is then added to the 


EXHIBIT 3.11 
Retained Earnings 
Differences 
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PARROT COMPANY AND SUN COMPANY 
Previous Years—2010-2012 


Initial Partial 
Equity Method Value Method Equity Method 
Equity accrual $330,000 —0- $330,000 
Dividend income -0- $110,000 =O= 
Excess amortization expenses (21,000) —0- —0- 
Increase in parent's retained earnings $309,000 $110,000 $330,000 


adjusted beginning of the year retained earnings to arrive at a full accrual ending retained 
earnings balance. 

This concern was not faced previously when the equity method was adopted. Under that ap- 
proach, the parent’s Retained Earnings account balance already reflects a full-accrual basis so 
that no adjustment is necessary. In the earlier illustration, the $330,000 income accrual for the 
2010-2012 period as well as the $21,000 amortization expense were recognized by the parent 
in applying the equity method (see Exhibit 3.6). Having been recorded in this manner, these 
two balances form a permanent part of Parrot’s retained earnings and are included automati- 
cally in the consolidated total. Consequently, if the equity method is applied, the process is 
simplified; no worksheet entries are needed to adjust the parent’s Retained Earnings account 
to record subsidiary operations or amortization for past years. 

Conversely, if a method other than the equity method is used, a worksheet change must be 
made to the parent’s beginning Retained Earnings account (in every subsequent year) to equate 
this balance with a full-accrual amount. To quantify this adjustment, the parent’s recognized 
income for these past three years under each method is first determined (Exhibit 3.11). For 
consolidation purposes, the beginning retained earnings account must then be increased or de- 
creased to create the same effect as the equity method. 


Initial Value Method Applied—Subsequent Consolidation 


As shown in Exhibit 3.11, if Parrot applied the initial value method during the 2010-2012 
period, it recognizes $199,000 less income than under the equity method ($309,000 — 
$110,000). Two items cause this difference. First, Parrot has not accrued the $220,000 in- 
crease in the subsidiary’s book value across the periods prior to the current year. Although 
the $110,000 in dividends was recorded as income, the parent never recognized the remain- 
der of the $330,000 earned by the subsidiary.’ Second, no accounting has been made of the 
$21,000 excess amortization expenses. Thus, the parent’s beginning Retained Earnings 
account is $199,000 ($220,000 — $21,000) below the appropriate consolidated total and 
must be adjusted. '° 

To simulate the equity method so that the parent’s beginning Retained Earnings account re- 
flects a full-accrual basis, this $199,000 increase is recorded through a worksheet entry. The 
initial value method figures reported by the parent effectively are converted into equity 
method balances. 


° Two different calculations are available for determining the $220,000 in nonrecorded income for prior 
years: (1) subsidiary income less dividends paid and (2) the change in the subsidiary’s book value as of the 
first day of the current year. The second method works only if the subsidiary has had no other equity 
transactions such as the issuance of new stock or the purchase of treasury shares. Unless otherwise stated, 
the assumption is made that no such transactions have occurred. 

10 Because neither the income in excess of dividends nor excess amortization is recorded by the parent under 
the initial value method, its beginning Retained Earnings account is $199,000 less than the $2,044,000 
reported under the equity method (Exhibit 3.7). Thus, a $1,845,000 balance is shown in Exhibit 3.12 
($2,044,000 — this $199,000). Conversely, if the partial equity method had been applied, Parrot’s absence 
of amortization would cause the Retained Earnings account to be $21,000 higher than the figure derived 
by the equity method. For this reason, Exhibit 3.13 shows the parent with a beginning Retained Earnings 
account of $2,065,000 rather than $2,044,000. 
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Consolidation Entry *C 


Invesinnrelnt I) SUN CCMNCENY cacccutcoscedanganoedsuouboodteauaee 199,000 
Retained Earnings, 1/1/13 (Parrot Company)...............-20-5 199,000 


To convert parent's beginning retained earnings from the initial 
value method to equity method. 


This adjustment is labeled Entry *C. The C refers to the conversion being made to equity 
method (full accrual) totals. The asterisk indicates that this equity simulation relates solely to 
transactions of prior periods. Thus, Entry *C should be recorded before the other worksheet 
entries to align the beginning balances for the year. 

Exhibit 3.12 provides a complete presentation of the consolidation of Parrot and Sun as 
of December 31, 2013, based on the parent’s application of the initial value method. After 
Entry *C has been recorded on the worksheet, the remainder of this consolidation follows 
the same pattern as previous examples. Sun’s stockholders’ equity accounts are eliminated 
(Entry S) while the allocations stemming from the $800,000 initial fair value are recorded 
(Entry A) at their unamortized balances as of January 1, 2013 (see Exhibit 3.8). Intra- 
entity dividend income is removed (Entry I) and current year excess amortization expenses 
are recognized (Entry E). To complete this process, the intra-entity debt of $40,000 is off- 
set (Entry P). 

In retrospect, the only new element introduced here is the adjustment of the parent’s begin- 
ning Retained Earnings. For a consolidation produced after the initial year of acquisition, an 
Entry *C is required if the parent has not applied the equity method. 


Partial Equity Method Applied—Subsequent Consolidation 

Exhibit 3.13 demonstrates the worksheet consolidation of Parrot and Sun as of December 31, 
2013, when the investment accounts have been recorded by the parent using the partial equity 
method. This approach accrues subsidiary income each year but records no other equity ad- 


justments. Therefore, as of December 31, 2013, Parrot’s Investment in Sun Company account 
has a balance of $1,110,000: 


Fair value of consideration transferred for Sun Company 1/1/10 .. . $800,000 
Sun Company's 2010-2012 increase in book value: 

Accrual of Sun Company's income ...............20-0205- $330,000 

Collection of Sun Company's dividends ................... (110,000) 220,000 
Sun Company's 2013 operations: 

Accrual of Sun Company's income ..............020-0205- $160,000 

Collection of Sun Company's dividends ................... (70,000) 90,000 
Investment in Sun Company, 12/31/13 (Partial equity method) .... $1,110,000 


As indicated here and in Exhibit 3.11, Parrot has recognized the yearly equity income 
accrual but not amortization. Consequently, if the partial equity method is in use, the parent’s 
beginning Retained Earnings Account must be adjusted to include this expense. The three-year 
total of $21,000 amortization is reflected through Entry *C to simulate the equity method and, 
hence, consolidated totals. 


Consolidation Entry *C 


Retained Earnings, 1/1/13 (Parrot Company) .............-.-2++e+0e- 21,000 
INVEStMeMtIMES UI Onn Dam View eee eter ener eee nr 21,000 


To convert parent's beginning Retained Earnings from partial equity 
method to equity method by including excess amortizations. 
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EXHIBIT 3.12 
PARROT COMPANY AND SUN COMPANY 
Consolidated Worksheet 
Investment: Initial Value Method For Year Ending December 31, 2013 
Consolidation Entries 
Parrot Sun Consolidation 

Accounts Company Company Debit Credit Totals 
Income Statement 
Revenues (2,100,000) (600,000) (2,700,000) 
Cost of goods sold 1,000,000 380,000 1,380,000 
Amortization expense 200,000 20,000 (E) 13,000 233,000 
Depreciation expense 100,000 40,000 (E) 6,000 134,000 
Dividend income (70,000)|* —0- (I) 70,000 | * —0- 

Net income (870,000) (160,000) (953,000) 
Statement of Retained Earnings 
Retained earnings, 1/1/13 

Parrot Company [(1,845,000)t]* (*C) 199,000]* (2,044,000) 

Sun Company (600,000) (S) 600,000 -0- 
Net income (above) (870,000) (160,000) (953,000) 
Dividends paid 420,000 70,000 (I) _70,000}* 420,000 

Retained earnings, 12/31/13 (2,295,000) (690,000) (2,577,000) 
Balance Sheet 
Current assets 1,705,000 500,000 (P) 40,000 2,165,000 
Investment in Sun Company 800,000|* —0- (*C) 199,000 (S) 820,000 —0- 

(A) 179,000 

Trademarks 600,000 240,000 (A) 20,000 860,000 
Patented technology 540,000 420,000 (A) 91,000 (E) 13,000 1,038,000 
Equipment (net) 420,000 210,000 (E) 6,000 (A) 12,000 624,000 
Goodwill —0- -0- (A) 80,000 80,000 

Total assets 4,065,000 1,370,000 4,767,000 
Liabilities (1,050,000) (460,000) (P) 40,000 | (1,470,000) — 
Common stock (600,000) (200,000) (S) 200,000 (600,000) 
Additional paid-in capital (120,000) (20,000) (S) 20,000 (120,000) 
Retained earnings, 12/31/13 (above) (2,295,000) (690,000) (2,577,000) 

Total liabilities and equities (4,065,000) (1,370,000) 1,339,000 1,339,000 (4,767,000) 


Note: Parentheses indicate a credit balance. 
*Boxed items highlight differences with consolidation in Exhibit 3.7. 
+See footnote 9. 
Consolidation entries: 
(*C) To convert parent’s beginning retained earnings to full accrual basis. 
(S) Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of investment account. 
(A) Allocation of Sun’s excess acquisition-date fair value over book value, unamortized balance as of beginning of year. 
(1) — Elimination of intra-entity dividend income and dividend paid by Sun. 
(E) Recognition of current year excess fair-value amortization and depreciation expenses. 
(P) Elimination of intra-entity receivable/payable. 
Note: Consolidation entry (D) is not needed when the parent applies the initial value method because entry (I) eliminates the intra-entity dividend effects. 


By recording Entry *C on the worksheet, all of the subsidiary’s operational results for the 
2010-2012 period are included in the consolidation. As shown in Exhibit 3.13, the remainder 
of the worksheet entries follow the same basic pattern as that illustrated previously for the year 
of acquisition (Exhibit 3.10). 


Summary of Investment Methods 


Having three investment methods available to the parent means that three sets of entries must 
be understood to arrive at reported figures appropriate for a business combination. The 
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EXHIBIT 3.13 


Investment: Partial Equity Method 


Accounts 


Income Statement 
Revenues 

Cost of goods sold 
Amortization expense 


Depreciation expense 
Equity in subsidiary earnings 
Net income 


Statement of Retained Earnings 
Retained earnings, 1/1/13 
Parrot Company 


Sun Company 


Net income (above) 
Dividends paid 
Retained earnings, 12/31/13 


Balance Sheet 
Current assets 


Investment in Sun Company 


Trademarks 


Patented technology 


Equipment (net) 
Goodwill 

Total assets 
Liabilities 
Common stock 


Additional paid-in capital 
Retained earnings, 12/31/13 (above) 
Total liabilities and equities 


PARROT COMPANY AND SUN COMPANY 


Consolidated Worksheet 


For Year Ending December 31, 2013 


Consolidation Entries 


Parrot Sun 
Company Company 
(2,100,000) (600,000) 
1,000,000 380,000 
200,000 20,000 
100,000 40,000 
[(160,000) |* -0- 
(960,000) (160,000) 
(2,065,000)t| * 
(600,000) 
(960,000) (160,000) 
420,000 70,000 
(2,605,000) (690,000) 
1,705,000 500,000 
[1.170,000] * -0- 
600,000 240,000 
540,000 420,000 
420,000 210,000 
== == 
4,375,000 1,370,000 
(1,050,000) (460,000) 
(600,000) (200,000) 
(120,000) (20,000) 
(2,605,000) (690,000) 
(4,375,000) (1,370,000) 


Debit 


(E) 13,000 


(I) 160,000 |* 


(QPF OOo)|e 


(S) 600,000 


(D) 70,000 


A) 20,000 
A) 91,000 
E) 6,000 
A) 80,000 


(P) 40,000 
(S) 200,000 
(S) 20,000 


1,321,000 


Credit 


(E) 6,000 


(D) 70,000 * 


P) 40,000 


( 

(*C) 21,000 |* 
(S) 820,000 
(A) 179,000 


(I) 160,000 |* 


(E) 13,000 
(A) 12,000 


1,321,000 


Consolidation 
Totals 


(2,700,000) 
1,380,000 
233,000 
134,000 
= 


(953,000) 


(2,044,000) 
= 

(953,000) 
420,000 


(2,577,000) 


2,165,000 
a= 


860,000 
1,038,000 
624,000 
80,000 


4,767,000 


(1,470,000) 
(600,000) 
(120,000) 

(2,577,000) 

(4,767,000) 


Note: Parentheses indicate a credit balance. 
*Boxed items highlight differences with consolidation in Exhibit 3.7. 
+See footnote 8. 
Consolidation entries: 
To convert parent’s beginning retained earnings to full accrual basis. 
Elimination of Sun’s stockholders’ equity January 1 balances and the book value portion of investment account. 
Allocation of Sun’s excess acquisition-date fair value over book value, unamortized balance as of beginning of year. 
Elimination of parent’s equity in subsidiary earnings accrual. 


(*C) 
(S) 
(A) 
(D 
(D) 
(E) 
(P) 


Elimination of intra-entity dividend payment. 


Recognition of current year excess fair-value amortization and depreciation expenses. 


Elimination of intra-entity receivable/payable. 


process can initially seem to be a confusing overlap of procedures. However, at this point in 
the coverage, only three worksheet entries actually are affected by the choice of either the eq- 
uity method, partial equity method, or initial value method: Entries *C, I, and D. Furthermore, 
accountants should never get so involved with a worksheet and its entries that they lose sight 
of the balances that this process is designed to calculate. These figures are never affected by 


the parent’s choice of an accounting method. 
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Consolidated Totals Subsequent to Acquisition* 


Current revenues Parent revenues are included. 
Subsidiary revenues are included but only for the period 
since the acquisition. 

Current expenses Parent expenses are included. 
Subsidiary expenses are included but only for the period 
since the acquisition. 
Amortization expenses of the excess fair-value allocations 
are included by recognition on the worksheet. 


Investment (or dividend) income Income recognized by parent is eliminated and effectively 
replaced by the subsidiary’s revenues and expenses. 

Retained earnings, Parent balance is included. 

beginning balance The change in the subsidiary balance since acquisition 


is included either as a regular accrual by the parent or 
through a worksheet entry to increase parent balance. 
Past amortization expenses of the excess fair-value 
allocations are included either as a part of parent balance 
or through a worksheet entry. 

Assets and liabilities Parent balances are included. 

Subsidiary balances are included after adjusting for 
acquisition-date fair values. 
Intra-entity receivable/payable balances are eliminated. 

Goodwill Original fair-value allocation is included. 

Investment in subsidiary Asset account recorded by parent is eliminated on the 
worksheet so that the balance is not included in 
consoliated figures. 

Capital stock and additional Parent balances only are included although they will have 

paid-in capital been adjusted at acquisition date if stock was issued. 


*The next few chapters discuss the necessity of altering some of these balances for consolidation purposes. Thus, this table is not definitive but 
is included only to provide a basic overview of the consolidation process as it has been described to this point. 


After the appropriate balance for each account is understood, worksheet entries assist the 
accountant in deriving these figures. To help clarify the consolidation process required under 
each of the three accounting methods, Exhibit 3.14 describes the purpose of each worksheet 
entry: first during the year of acquisition and second for any period following the year of 
acquisition. 


GOODWILL IMPAIRMENT 


LO5 


Discuss the rationale for the 
goodwill impairment testing 
approach. 


The FASB ASC Topic 350, Intangibles—Goodwill and Other, provides the accounting stan- 
dards for reporting the income statement effects from either amortization or impairment of in- 
tangibles acquired in a business combination. In accounting for goodwill subsequent to the 
acquisition date, GAAP requires an impairment approach rather than amortization. The 
FASB reasoned that although goodwill can decrease over time, it does not do so in the “ratio- 
nal and systematic” manner that periodic amortization suggests.'! Thus, amortization was not 
viewed as representationally faithful of the pattern of goodwill decline and the FASB decided 
that goodwill would no longer be subject to amortization. As a result, a consolidated balance 
sheet today can show acquisition-related goodwill at its original assigned value. Only upon the 
recognition of an impairment loss (or partial sale of a subsidiary) will goodwill decline from 
one period to the next. 

Current financial reporting standards require an annual test for goodwill impairment. Ad- 
ditionally, if one or more indicators of a potential impairment are present, testing must be per- 
formed more frequently. Goodwill is considered impaired when its carrying amount exceeds 


11 L. Todd Johnson and Kimberly R. Petrone, “Why Did the Board Change Its Mind on Goodwill Amortization?” 
FASB Viewpoints, December 2000. 
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EXHIBIT 3.14 Consolidation Worksheet Entries 


Equity Method Applied 


Initial Value Method Applied 


Partial Equity Method Applied 


Any Time during Year of Acquisition 


Entry S 


Entry A 


Entry I 


Entry D 


Entry E 


Entry P 


Beginning stockholders’ equity of 


subsidiary is eliminated against book 
value portion of investment account. 


Excess fair value is allocated to 
assets and liabilities based on 
difference in book values and fair 
values; residual is assigned 

to goodwill. 

Equity income accrual (including 
amortization expense) is eliminated. 
Intra-entity dividends paid by 
subsidiary are eliminated. 


Current year excess amortization 


expenses of fair-value allocations are 


recorded. 


Intra-entity payable/receivable 
balances are offset. 


Any Time Following Year of Acquisition 


Entry *C 


Entry S 
Entry A 


Entry I 

Entry D 
Entry E 
Entry P 


No entry—equity income for prior 
years has already been recognized 
along with amortization expenses. 


Same as initial year. 


Unamortized excess fair value at 
beginning of year is allocated to 
specific accounts and to goodwill. 


Same as initial year. 
Same as initial year. 
Same as initial year. 
Same as initial year. 


Same as equity method. 


Same as equity method. 


Dividend income is 
eliminated. 


No entry—intra-entity 
dividends are eliminated 
in Entry 1. 


Same as equity method. 


Same as equity method. 


Increase in subsidiary’s book 
value during prior years as 
well as excess amortization 
expenses are recognized 
(conversion is made to 
equity method). 

Same as initial year. 

Same as equity method. 


Same as initial year. 
Same as initial year. 
Same as initial year. 
Same as initial year. 


Same as equity method. 


Same as equity method. 


Equity income accrual is 
eliminated. 


Same as equity method. 


Same as equity method. 


Same as equity method. 


Excess amortization expenses for 
prior years are recognized 
(conversion is made to equity 
method). 


Same as initial year. 
Same as equity method. 


Same as initial year. 
Same as initial year. 
Same as initial year. 
Same as initial year. 


its implied fair value. Goodwill impairment losses are reported as operating items in the con- 
solidated income statement. 
Importantly, goodwill impairment testing is performed at the reporting unit level. As dis- 
cussed shortly, all assets (including goodwill) acquired and liabilities assumed in a business 
combination must be assigned across reporting units within a consolidated enterprise. The 
goodwill residing in each reporting unit is then separately subjected to periodic impairment 
testing. For example, Univision, Inc., recently noted the following in its annual report: 


For purposes of performing the impairment test of goodwill, we established the following 
reporting units: Television, Radio, and Interactive Media. The Company compares the fair value 
of the reporting unit to its carrying amount on an annual basis to determine if there is potential 
goodwill impairment. If the fair value of the reporting unit is less than its carrying value, an 
impairment loss is recorded to the extent that the fair value of the goodwill within the reporting 
unit is less than its carrying value. 


Recent evidence shows that goodwill impairment losses can be substantial. A study released 
in 2009 by KPMG showed a large increase in goodwill impairments in 2008. Based on financial 
information from 1,604 U.S. companies, total impairment charges were $340 billion in 2008, 


Discussion Question 


LO6 
Describe the procedures for 
conducting a goodwill impair- 
ment test. 


EXHIBIT 3.15 

Goodwill Impairment 
Examples (in billions) 
2002—First Year of 
Impairment Requirements 


HOW DOES A COMPANY REALLY DECIDE WHICH INVESTMENT METHOD TO APPLY? 


Pilgrim Products, Inc., buys a controlling interest in the common stock of Crestwood Cor- 
poration. Shortly after the acquisition, a meeting of Pilgrim’s accounting department is 
convened to discuss the internal reporting procedures required by the ownership of this 
subsidiary. Each member of the staff has a definite opinion as to whether the equity 
method, initial value method, or partial equity method should be adopted. To resolve this 
issue, Pilgrim’s chief financial officer outlines several of her concerns about the decision. 


| already understand how each method works. | know the general advantages and 
disadvantages of all three. | realize, for example, that the equity method provides 
more detailed information whereas the initial value method is much easier to apply. 
What | need to know are the factors specific to our situation that should be consid- 
ered in deciding which method to adopt. | must make a recommendation to the 
president on this matter, and he will want firm reasons for my favoring a particular 
approach. | don’t want us to select a method and then find out in six months that 
the information is not adequate for our needs or that the cost of adapting our sys- 
tem to monitor Crestwood outweighs the benefits derived from the data. 


What are the factors that Pilgrim's officials should evaluate when making this decision? 


up from $143 billion in 2007 and $87 billion in 2006.!* Exhibit 3.15 provides examples of 
goodwill impairment losses recognized in 2002—the first year goodwill impairment testing 
was required. 


Testing Goodwill for Impairment 

The notion of an indefinite life for goodwill allows firms to report over time the original amount 
of goodwill acquired in a business combination at its assigned acquisition-date value. However, 
such goodwill can, at some point in time, become impaired, requiring loss recognition and a re- 
duction in the amount reported in the consolidated balance sheet. Unlike amortization, which pe- 
riodically reduces asset values, impairment must first be revealed before a write-down is justified. 
To detect when goodwill impairment has occurred, a two-step testing procedure is utilized. 


Step 1—Goodwill Impairment Test: Is the Fair Value of a Reporting Unit 

Less Than Its Carrying Value? 

In the first step of impairment testing, fair values of the consolidated entity’s reporting units 
with allocated goodwill are compared with their carrying values (including goodwill). If an 
individual reporting unit’s total fair value exceeds its carrying value, its goodwill is not consid- 
ered impaired, and the second step in testing is not performed. Goodwill remains at the amount 
assigned at the date of the business combination. However, if the fair value of a reporting unit 
has fallen below its carrying value, a potential for goodwill impairment exists. In this case, a 
second step must be performed to determine whether goodwill has been impaired. 


AOL Time Warner $99.7 billion 
Boeing DAL 
Blockbuster 1.8 

SBC Communications 1.8 

General Electric 1.0 
Coca-Cola 926 million 
AT&T 856 
Safeway 700 
Verizon Communications 500 


12 KPMG LLP, “Evaluation Impairment Risk: Goodwill Impairment Continues Its Upward Climb,” 2009. 
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Step 2—Goodwill Impairment Test: Is Goodwill’s Implied Value 

Less Than Its Carrying Value? 

If Step 1 indicates a potential goodwill impairment for a reporting unit, goodwill ’s implied and 
carrying values are compared for that reporting unit. The second test requires determining the 
fair value of the related goodwill. If goodwill’s fair value has declined below its carrying 
value, an impairment loss is recognized for the excess carrying value over fair value. However, 
determining fair values for reporting units and goodwill can be complex, making implemen- 
tation of the necessary comparisons costly. These complexities are described in terms of three 
key attributes that govern the process of testing goodwill for impairment: 


1. The assignment of acquisition values to reporting units. 
2. The periodic determination of the fair values of reporting units. 
3. The determination of goodwill implied fair value. 


Assigning Values to Reporting Units 

In deciding to forgo amortization in favor of impairment testing for goodwill, the FASB 
noted that goodwill is primarily associated with individual reporting units within the consol- 
idated entity. Such goodwill is often considered “synergistic” because it arises from the in- 
teraction of the assets of the acquired company with those of the acquirer in specific ways. 
To better assess potential declines in value for goodwill (in place of amortization), the most 
specific business level at which goodwill is evident is deemed the appropriate level for im- 
pairment testing. This specific business level is referred to as the reporting unit. The FASB 
also noted that, in practice, goodwill is often assigned to reporting units either at the level of 
a reporting segment—as described in FASB ASC Topic 280, Segment Reporting—or at a 
lower level within a segment of a combined enterprise. Consequently, the reporting unit is the 
designated enterprise component for tests of goodwill impairment. Reporting units may thus 
include the following: 


¢ A component of an operating segment at a level below the operating segment. Segment 
management should review and assess performance at this level. Also, the component 
should be a business in which discrete financial information is available and should differ 
economically from other components of the operating segment. 


¢ The segments of an enterprise. 
e The entire enterprise. 


For example, Pfizer Inc. observed in its 2008 annual report: 


For goodwill, which includes amounts related to our Pharmaceutical and Animal Health segments, 
each year and whenever impairment indictors are present, we calculate the fair value of each 
business segment and calculate the implied fair value of goodwill by subtracting the fair value of 
the identifiable net assets other than goodwill and record an impairment loss for the excess of book 
value of goodwill over the implied fair value, if any. 


In implementing impairment tests, it is essential first to identify the reporting units result- 
ing from the acquisition. The assets and liabilities (including goodwill) acquired in a busi- 
ness combination are then assigned to these identified reporting units. The assignment 
should consider where the acquired assets and liabilities will be employed and whether they 
will be included in determining the reporting unit’s fair value. The goodwill should be 
assigned to those reporting units that are expected to benefit from the synergies of the com- 
bination. Overall, the objective of the assignment of acquired assets and liabilities to re- 
porting units is to facilitate the required fair value/carrying value comparisons for periodic 
impairment testing. 


Determining Fair Values of Reporting Units Periodically 

The necessary comparisons to determine whether goodwill is impaired depend first on the 
fair-value computation of the reporting unit and then, if necessary, the fair-value computation 
for goodwill—but how are such values computed? How can fair values be known if the sub- 
sidiary is wholly owned and thus not traded publicly? 
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Several alternative methods exist for determining the fair values of the reporting units that 
compose a consolidated entity. First, any quoted market prices that exist can provide a basis 
for assessing fair value—particularly for subsidiaries with actively traded noncontrolling in- 
terests. Second, comparable businesses may exist that can help indicate market values. Third, 
a variety of present value techniques assess the fair value of an identifiable set of future cash 
flow streams or profit projections discounted for the riskiness of the future flows. Clearly, por- 
tions of consolidated entities are frequently bought and sold. In these transactions, parties do 
derive fair values. However, the required periodic assessment of fair value is costly when ap- 
plied to many firms. 

Once a detailed determination of the fair value of a reporting unit is made, that fair value 
may be used in subsequent periods if a// of the following criteria are met: 


¢ The assets and liabilities that compose the reporting unit have not changed significantly 
since the most recent fair-value determination. (A recent acquisition or a reorganization of 
an entity’s segment reporting structure are examples of events that might significantly 
change the composition of a reporting unit.) 


¢ The most recent fair-value determination resulted in an amount that exceeded the carrying 
amount of the reporting unit by a substantial margin. 

¢ Based on an analysis of events that have occurred and circumstances that have changed 
since the most recent fair-value determination, it is remote that a current fair-value deter- 
mination would be less than the reporting unit’s current carrying amount. 


If any of these criteria are not met, an updated determination of the reporting unit’s fair value 
is required. 


Determining Goodwill’s Implied Fair Value 


If the fair value of a reporting unit, once determined, falls below its carrying value, the second 
step of the impairment test focuses on the possibility that goodwill could be impaired. Then 
the fair value of goodwill must be determined in order to make the relevant comparison to its 
carrying value. Because, by definition, goodwill is not separable from other assets, it is not 
possible to directly observe its market value. Therefore, an implied value for goodwill is cal- 
culated in a similar manner to the determination of goodwill in a business combination. The 
fair value of the reporting unit is treated as an acquisition-date fair value as if the reporting 
unit were being acquired in a business combination. Then this amount is allocated to all of the 
reporting unit’s identifiable assets and liabilities with any remaining excess considered as the 
fair value of goodwill. This procedure is used only for assessing the fair value of goodwill. 
None of the other values allocated to assets and liabilities in the testing comparison are used 
to adjust their reported amounts. 


Example—Accounting and Reporting for a Goodwill Impairment Loss 


To illustrate the procedure for recognizing goodwill impairment, assume that on January 1, 
2011, Newcall Corporation was formed to consolidate the telecommunications operations of 
DSM, Inc., Rocketel Company, and Visiontalk Company in a deal valued at $2.9 billion. Each 
of the three former firms is considered an operating segment, and each will be maintained as 
a subsidiary of Newcall. Additionally, DSM comprises two divisions—DSM Wired and DSM 
Wireless—that along with Rocketel and Visiontalk are treated as independent reporting units 
for internal performance evaluation and management reviews. Newcall recognized $221 mil- 
lion as goodwill at the merger date and allocated this entire amount to its reporting units. That 
information and each unit’s acquisition fair value were as follows: 


Newcall’s Acquisition Fair Value 
Reporting Units Goodwill January 1, 2011 
DSM Wired $ 22,000,000 $950,000,000 
DSM Wireless 155,000,000 748,000,000 
Rocketel 38,000,000 492,000,000 


Visiontalk 6,000,000 710,000,000 
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In December 2011, Newcall tested each of its four reporting units for goodwill impairment. 
Accordingly, Newcall compared the fair value of each of its reporting units to their respective 
carrying values. The comparisons revealed that the fair value of each reporting unit exceeded 
its carrying value except for DSM Wireless, whose market value had fallen to $600 million, 
well below its current carrying value. The decline in value was attributed to a failure to real- 
ize expected cost-saving synergies with Rocketel. 

Newcall then compares the implied fair value of the DSM Wireless goodwill to its carry- 
ing value. Newcall derived the implied fair value of goodwill through the following allocation 
of the fair value of DSM Wireless: 


DSM Wireless Dec. 31, 2011, fair value $600,000,000 
Fair values of DSM Wireless net assets at Dec. 31, 2011: 

Current assets $ 50,000,000 

Property 125,000,000 

Equipment 265,000,000 

Subscriber list 140,000,000 

Patented technology 185,000,000 

Current liabilities (44,000,000) 

Long-term debt (125,000,000) 
Value assigned to identifiable net assets 596,000,000 
Implied fair value of goodwill 4,000,000 
Carrying value before impairment 155,000,000 
Impairment loss $151,000,000 


Thus, $151,000,000 is reported as a separate line item in the operating section of Newcall’s 
consolidated income statement as a goodwill impairment loss. Additional disclosures are re- 
quired describing (1) the facts and circumstances leading to the impairment and (2) the 
method of determining the fair value of the associated reporting unit (e.g., market prices, com- 
parable business, present value technique). 

Although the amount reported for goodwill changes, the amounts for the other assets and 
liabilities of DSM Wireless do not change. The reported values for all of DSM Wireless’s 
remaining assets and liabilities continue to be based on amounts assigned at the business 
combination date. 


COMPARISONS WITH INTERNATIONAL ACCOUNTING STANDARDS 


International Financial Reporting Standards (IFRS) and U.S. GAAP both require goodwill 
recognition in a business combination when the fair value of the consideration transferred ex- 
ceeds the net fair values of the assets acquired and liabilities assumed. Subsequent to acquisi- 
tion, both IFRS and U.S. GAAP require testing for goodwill impairment at least annually and 
more frequently in the presence of potential impairment indicators. Also for both sets of stan- 
dards, goodwill impairments, once recognized, are not recoverable. However, differences exist 
across the two sets of standards in the way goodwill impairment is tested for and recognized. 
In particular, goodwill allocation, impairment testing, and determination of the impairment 
loss differ across the two reporting regimes and are discussed below. 


Goodwill Allocation 


¢ US. GAAP Goodwill acquired in a business combination is allocated to reporting units ex- 
pected to benefit from the goodwill. Reporting units are operating segments or a business 
component one level below an operating segment. 

¢ JFRS. International Accounting Standard (JAS) 36 requires goodwill acquired in a business 
combination to be allocated to cash-generating units or groups of cash-generating units 
that are expected to benefit from the synergies of the business combination. Cash-generating 
groups represent the lowest level within the entity at which the goodwill is monitored for 
internal management purposes and are not to be larger than an operating segment or deter- 
mined in accordance with IFRS 8 Operating Segments. 
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Impairment Testing 


e US. GAAP A two-step testing procedure first requires a comparison between each report- 
ing unit’s total fair value and carrying value. If carrying value exceeds fair value, then a 
second step comparing goodwill’s implied fair value to its carrying amount is performed. 


e IFRS. A one-step approach compares the fair and carrying values of each cash-generating 
unit with goodwill. If the carrying amount exceeds the fair value of the cash-generating 
unit, then goodwill (and possibly other assets of the cash-generating unit) is considered 
impaired. 


Determination of the Impairment Loss 

¢ US. GAAP In step two, a reporting unit’s implied fair value for goodwill is computed as 
the excess of the reporting unit’s fair value over the fair value of its identifiable net assets. 
If the carrying amount of goodwill is greater than its implied fair value, an impairment loss 
is recognized for the difference. 

e IFRS. Any excess carrying amount over fair value for a cash-generating unit is first as- 
signed to reduce goodwill. If goodwill is reduced to zero, then the other assets of the cash- 
generating unit are reduced pro-rata based on the carrying amounts of the assets. 


Finally, the FASB and IASB have agreed to include impairment recognition and reporting 
as one of their future convergence projects. 


AMORTIZATION AND IMPAIRMENT OF OTHER INTANGIBLES 


As discussed in Chapter 2, the acquisition method governs how we initially consolidate the assets 
acquired and liabilities assumed in a business combination. In periods subsequent to acquisi- 
tion, income determination becomes a regular part of the consolidation process. The fair value 
bases (established at the acquisition date) for definite-lived subsidiary assets acquired and 
liabilities assumed will be amortized over their remaining lives for income recognition. For 
indefinite-lived assets (e.g., goodwill, certain other intangibles), an impairment model is used 
to assess whether asset write-downs are appropriate. 

Current accounting standards suggest categories of intangible assets for possible recogni- 
tion when one business acquires another. Examples include noncompetition agreements, cus- 
tomer lists, patents, subscriber lists, databases, trademarks, lease agreements, licenses, and 
many others. All identified intangible assets should be amortized over their economic useful 
life unless such life is considered indefinite. The term indefinite life is defined as a life that ex- 
tends beyond the foreseeable future. A recognized intangible asset with an indefinite life 
should not be amortized unless and until its life is determined to be finite. Importantly, indefinite 
does not mean “infinite.” Also, the useful life of an intangible asset should not be considered 
indefinite because a precise finite life is not known. 

For those intangible assets with finite lives, the amortization method should reflect the pat- 
tern of decline in the economic usefulness of the asset. If no such pattern is apparent, the 
straight-line method of amortization should be used. The amount to be amortized should be 
the value assigned to the intangible asset less any residual value. In most cases, the residual 
value is presumed to be zero. However, that presumption can be overcome if the acquiring 
enterprise has a commitment from a third party to purchase the intangible at the end of its use- 
ful life or an observable market exists for the intangible asset that provides a basis for esti- 
mating a terminal value. 

The length of the amortization period for identifiable intangibles (i.e., those not included in 
goodwill) depends primarily on the assumed economic life of the asset. Factors that should be 
considered in determining the useful life of an intangible asset include 


¢ Legal, regulatory, or contractual provisions. 


¢ The effects of obsolescence, demand, competition, industry stability, rate of technological 
change, and expected changes in distribution channels. 
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e The enterprise’s expected use of the intangible asset. 
¢ The level of maintenance expenditure required to obtain the asset’s expected future benefits. 


Any recognized intangible assets considered to possess indefinite lives are not amortized 
but instead are tested for impairment on an annual basis.'° To test for impairment, the carry- 
ing amount of the intangible asset is compared to its fair value. If the fair value is less than the 
carrying amount, then the intangible asset is considered impaired and an impairment loss is 
recognized. The asset’s carrying value is reduced accordingly. 


CONTINGENT CONSIDERATION 


LO7 


Understand the accounting 
and reporting for contingent 
consideration subsequent to a 
business acquisition. 


Contingency agreements frequently accompany business combinations. In many cases, the tar- 
get firm asks for consideration based on projections of its future performance. The acquiring 
firm, however, may not share the projections and, thus, may be unwilling to pay now for un- 
certain future performance. To close the deal, agreements for the acquirer’s future payments to 
the former owners of the target are common. Alternatively, when the acquirer’s stock com- 
prises the consideration transferred, the sellers of the target firm may request a guaranteed 
minimum market value of the stock for a period of time to ensure a fair price. 


Accounting for Contingent Consideration in Business Combinations 
Under the acquisition method, contingent consideration obligations are recognized as part of the 
initial value assigned in a business combination, consistent with the fair-value concept. Therefore, 
the acquiring firm must estimate the fair value of the contingent portion of the total business fair 
value. The contingency’s fair value is recognized as part of the acquisition regardless of whether 
it is based on future performance of the target firm or the future stock prices of the acquirer. '* 

As an illustration, assume that Skeptical, Inc., acquires 100 percent of the voting stock of 
Rosy Pictures Company on January 1, 2011, for the following consideration: 


¢ $550,000 market value of 10,000 shares of its $5-par common stock. 

¢ A contingent payment of $80,000 cash if Rosy Pictures generates cash flows from opera- 
tions of $20,000 or more in 2011. 

e A payment of sufficient shares of Skeptical common stock to ensure a total value of 
$550,000 if the price per share is less than $55 on January 1, 2012. 


Under the acquisition method, each of the three elements of consideration represents a portion 
of the negotiated fair value of Rosy Pictures and therefore must be included in the recorded 
value entered on Skeptical’s accounting records. For the cash contingency, Skeptical estimates 
that there is a 30 percent chance that the $80,000 payment will be required. For the stock con- 
tingency, Skeptical estimates that there is a 20 percent probability that the 10,000 shares issued 
will have a market value of $540,000 on January 1, 2012, and an 80 percent probability that 
the market value of the 10,000 shares will exceed $550,000. Skeptical uses an interest rate of 
4 percent to incorporate the time value of money. 

To determine the fair values of the contingent consideration, Skeptical computes the pre- 
sent value of the expected payments as follows: 


° Cash contingency = $80,000 X 30% X (1/[1 + .04]) = $23,077 
¢ Stock contingency = $10,000 X 20% X (1/[1 + .04]) = $1,923 


13 Impairment tests should also be conducted on an interim basis if an event or circumstance occurs between 
annual tests indicating that an intangible asset could be impaired. 


14 The FASB recommends that a probability weighted approach, such as the expected cash flow discussed in 
FASB Concepts Statement No. 7, “Using Cash Flow Information and Present Value in Accounting Measure- 
ments,” may be useful in estimating the fair value of contingent consideration. This approach may include 
any or all of the following five elements: 


1. An estimate of the future cash flow or, in more complex cases, series of future cash flows at different times. 
2. Expectations about possible variations in the amount or timing of those cash flows. 

3. The time value of money, represented by the risk-free rate of interest. 

4. The price for bearing the uncertainty inherent in the asset or liability. 


5. Other, sometimes unidentifiable, factors including illiquidity and market imperfections. 
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Skeptical then records in its accounting records the acquisition of Rosy Pictures as follows: 


IanesinMelaue In) INOW PICWUIES 2nnoccoebcoenaneveesaubaanecedsonounse 575,000 
Gommeonrstock(S pan) imaeesn cae ee eur aries cuaence ayer nene 50,000 
PRPC Seve es mcuge te eorcn a ein etis ae ancl aeedabebaicrhe earel aie tua akan eer eee come 500,000 
Contingentipenormanceobligationieer eee eee ete 23,077 
APIC—Contingent equity outstanding .................-.+-.0--- 1,923 


To record acquisition of Rosy Pictures at fair value of consideration 
transferred including performance and stock contingencies. 


Skeptical will report the contingent cash payment under its liabilities and the contingent stock 
payment as a component of stockholders’ equity. Subsequent to acquisition, obligations for 
contingent consideration that meet the definition of a liability will continue to be measured at 
fair value with adjustments recognized in income. Those obligations classified as equity are 
not subsequently remeasured at fair value, consistent with other equity issues (e.g., common 
stock). 

To continue the preceding example, assume that in 2011 Rosy Pictures exceeds the cash 
flow from operations threshold of $20,000, thus requiring an additional payment of $80,000. 
Also, Skeptical’s stock price had fallen to $54.45 at January 1, 2012, thus requiring Skeptical 
to issue another 101 shares of its $5 par common stock to the former owners of Rosy Pictures. 


Contingent pertormancctobligationmeee erent entre err 23,077 
Loss from revaluation of contingent performance obligation ............. 56,923 
(GEIS nlieeene genet ere Enc tee ene eaten ch Rene Et oro cael ers Gene etree 80,000 


To record contingent cash payment required by original Rosy Pictures 
acquisition agreement. 


APIC—Contingent equity outstanding .................-20:0e eee eee 1,923 
(Elolanlamelaeiole evae et lucene Sia Acne E HI ae Re Se as he ete 505 
TB | Cee ee ee ope a Pi a ON pred Ra ee Seta nce Cr at SPP ee 1,418 


To record contingent stock issue required by original Rosy Pictures 
acquisition agreement. 


The loss from revaluation of the contingent performance obligation is reported in Skeptical’s 
consolidated income statement as a component of ordinary income. Regarding the additional 
required stock issue, note that Skeptical’s total paid-in capital remains unchanged from the to- 
tal $551,923 recorded at the acquisition date. 


PUSH-DOWN ACCOUNTING 


LO8 


Understand in general the 
requirements of push-down 
accounting and when its use 
is appropriate. 


External Reporting 

In the analysis of business combinations to this point, discussion has focused on (1) the 
recording by the parent company and (2) required consolidation procedures. Unfortunately, of- 
ficial accounting pronouncements give virtually no guidance as to the impact of an acquisition 
on the separate financial statements of the subsidiary. 

This issue has become especially significant in recent years because of acquisitions by private- 
equity firms. An organization, for example, might acquire a company and subsequently offer the 
shares back to the public in hopes of making a large profit. What should be reported in the 
subsidiary’s financial statements being distributed with this offering? Such deals have reheated 
a long-standing debate over the merits of push-down accounting, the direct recording of fair- 
value allocations and subsequent amortization by a subsidiary. 

For this reason, the FASB has explored various methods of reporting by a company that has 
been acquired or reorganized. To illustrate, assume that Yarrow Company owns one asset: a 
building with a book value of $200,000 but a fair value of $900,000. Mannen Corporation 
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pays exactly $900,000 in cash to acquire Yarrow. Consolidation offers no real problem here: 
The building will be reported by the business combination at $900,000. 

However, if Yarrow continues to issue separate financial statements (for example, to its 
creditors or potential stockholders), should the building be reported at $200,000 or $900,000? 
If adjusted, should the $700,000 increase be reported as a gain by the subsidiary or as an ad- 
dition to contributed capital? Should depreciation be based on $200,000 or $900,000? If the 
subsidiary is to be viewed as a new entity with a new basis for its assets and liabilities, should 
Retained Earnings be returned to zero? If the parent acquires only 51 percent of Yarrow, does 
that change the answers to the previous questions? These questions represent just a few of the 
difficult issues currently being explored. 

Proponents of push-down accounting argue that a change in ownership creates a new basis 
for subsidiary assets and liabilities. An unadjusted balance ($200,000 in the preceding illus- 
tration) is a cost figure applicable to previous stockholders. That total is no longer relevant in- 
formation. Rather, according to this argument, it is the historical cost paid by the current 
owner that is important, a figure that is best reflected by the expenditure made in acquiring the 
subsidiary. Balance sheet accounts should be reported at the cost incurred by the present 
stockholders ($900,000 in the illustration) rather than the cost incurred by the company. 

Currently, primary guidance concerning push-down accounting for external reporting pur- 
poses is provided by the Securities and Exchange Commission (SEC). Through StaffAccount- 
ing Bulletin No. 54, “Application of ‘Push Down’ Basis of Accounting in Financial Statements 
of Subsidiaries Acquired by Purchase,” and Staff Accounting Bulletin No. 73, “‘Push Down’ 
Basis of Accounting for Parent Company Debt Related to Subsidiary Acquisitions,” the SEC 
has indicated that 


push down accounting should be used in the separate financial statements of a “‘substantially 
wholly owned” subsidiary. . . . That view is based on the notion that when the form of ownership 
is within the control of the parent company, the accounting basis should be the same whether the 
entity continues to exist or is merged into the parent’s operations. If a purchase of a “substantially 
wholly owned” subsidiary is financed by debt of the parent, that debt generally must be pushed 
down to the subsidiary. . .. As a general rule, the SEC requires push down accounting when the 
ownership change is greater than 95 percent and objects to push down accounting when the 
ownership change is less than 80 percent. However, if the acquired subsidiary has outstanding 
public debt or preferred stock, push down accounting is encouraged by the SEC but not required. 


Thus, the SEC requires the use of push-down accounting for the separate financial state- 
ments of any subsidiary when no substantial outside ownership of the company’s common 
stock, preferred stock, and publicly held debt exists. Apparently, the SEC believes that a 
change in ownership of that degree justifies a new basis of reporting for the subsidiary’s assets 
and liabilities. Until the FASB takes action, though, application is required only when the sub- 
sidiary desires to issue securities (stock or debt) to the public as regulated by the SEC. 


Internal Reporting 


Although the use of push-down accounting for external reporting is limited, this approach has 
gained significant popularity in recent years for internal reporting purposes. 


Subsidiaries owned by the Chesapeake Corporation are recorded using push-down accounting. 
Under this theory, the subsidiary adjusts its assets and liabilities to current value at the time of 
the acquisition while also recording the necessary goodwill. The subsidiary’s net assets, as 
adjusted, would equal the amount recorded by the parent as the investment in subsidiary.!> 


Push-down accounting has several advantages for internal reporting. For example, it sim- 
plifies the consolidation process. Because the allocations and amortization have already been 
entered into the records of the subsidiary, worksheet Entries A (to recognize the allocations 
originating from the fair-value adjustments) and E (amortization expense) are not needed. 
Therefore, except for eliminating the effects of intra-entity transactions, the assets, liabilities, 
revenues, and expenses of the subsidiary can be added directly to those of the parent to derive 
consolidated totals. 


15 Letter from Timothy M. Harhan, senior corporate accountant with Chesapeake Corporation. 
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More important, push-down accounting provides better information for internal evaluation. 
Because the subsidiary’s separate figures include amortization expense, the net income 
reported by the company is a good representation of the impact that the acquisition has on 
the earnings of the business combination. As an example, assume that Ace Corporation owns 
100 percent of Waxworth, Inc. Waxworth uses push-down accounting and reports net income 
of $500,000: $600,000 from operations less $100,000 in amortization expense resulting from 
fair-value allocations. Thus, Ace Corporation’s officials know that this acquisition has added 
$500,000 to the consolidated net income of the business combination. They can then evaluate 
whether these earnings provide a sufficient return for the parent’s investment. 

However, the recording of amortization expense by the subsidiary can lead to dissension. 
Members of the subsidiary’s management could argue that they are being forced to record a 
large expense over which they have no control or responsibility. This amortization comes 
directly from the consideration paid by the parent but is not a result of any action taken by the 
subsidiary. Chesapeake Corporation has considered this problem and resolved it in the fol- 
lowing manner: “For internal reporting of income statement activity, earnings from operations 
are identified separately from amortization. This allows management to analyze the sub- 
sidiary’s results without the effect of amortization.”!® 


16 Ibid. 


Summary 


1. The procedures used to consolidate financial information generated by the separate companies in a 
business combination are affected by both the passage of time and the method applied by the parent 
in accounting for the subsidiary. Thus, no single consolidation process that is applicable to all busi- 
ness combinations can be described. 

2. The parent might elect to utilize the equity method to account for a subsidiary. As discussed in Chap- 
ter 1, the parent accrues income when earned by the subsidiary and dividend receipts are recorded as 
reductions in the investment account. The effects of excess fair-value amortizations or any intra-entity 
transactions also are reflected within the parent’s financial records. The equity method provides the 
parent with accurate information concerning the subsidiary’s impact on consolidated totals; however, 
it is usually somewhat complicated to apply. 

3. The initial value method and the partial equity method are two alternatives to the equity method. The 
initial value method recognizes only the subsidiary’s dividends as income while the asset balance re- 
mains at the acquisition-date fair value. This approach is simple and provides a measure of cash flows 
between the two companies. Under the partial equity method, the parent accrues the subsidiary’s in- 
come as earned but does not record adjustments that might be required by excess fair-value amorti- 
zations or intra-entity transfers. The partial equity method is easier to apply than the equity method, 
and, in many cases, the parent’s income is a reasonable approximation of the consolidated total. 

4. For a consolidation in any subsequent period, all reciprocal balances must be eliminated. Thus, the 
subsidiary’s equity accounts, the parent’s investment balance, and intra-entity income, dividends, and 
liabilities are removed. In addition, the remaining unamortized portions of the fair-value allocations 
are recognized along with excess amortization expenses for the period. If the equity method has not 
been applied, the parent’s beginning Retained Earnings account also must be adjusted for any previ- 
ous income or excess amortizations that have not yet been recorded. 

5. For each subsidiary acquisition, the parent must assign the acquired assets and liabilities (including 
goodwill) to individual reporting units of its combined operations. The reporting units should be at 
the level of operating segment or lower and must provide the basis for future assessments of fair 
value. Any value assigned to goodwill is not amortized but instead is tested annually for impairment. 
This test consists of two steps. First, if the fair values of any of the consolidated entity’s reporting 
units fall below their carrying values, then the implied value of the associated goodwill must be re- 
computed. Second, the recomputed implied value of goodwill is compared to its carrying value. An 
impairment loss must then be recognized if the carrying value of goodwill exceeds its implied value. 


6. The acquisition-date fair value assigned to a subsidiary can be based, at least in part, on the fair value 
of any contingent consideration. For contingent obligations that meet the definition of a liability, the 
obligation is adjusted for changes in fair value over time with corresponding recognition of gains or 
losses from the revaluation. For contingent obligations classified as equity, no remeasurement to fair 
value takes place. In either case the initial value recognized in the combination does not change re- 
gardless of whether the contingency is eventually paid or not. 
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7. Push-down accounting is the adjustment of the subsidiary’s account balances to recognize allocations 
and goodwill stemming from the parent’s acquisition. Subsequent amortization of these figures also 
is recorded by the subsidiary as an expense. At this time, push-down accounting is required by the 
SEC for the separate statements of the subsidiary only when no substantial outside ownership exists. 
The FASB is currently studying push-down accounting and may issue more specific rules on its 
application. However, for internal reporting purposes, push-down accounting is gaining popularity 
because it aids company officials in evaluating the impact that the subsidiary has on the business 
combination. 


Comprehensive (Estimated Time: 40 to 65 Minutes) On January 1, 2011, Top Company acquired all of Bottom Com- 
Illustration pany’s outstanding common stock for $842,000 in cash. As of that date, one of Bottom’s buildings with 
a 12-year remaining life was undervalued on its financial records by $72,000. Equipment with a 10-year 
life was undervalued, but only by $10,000. The book values of all of Bottom’s other assets and liabilities 
PROBLEM were equal to their fair values at that time except for an unrecorded licensing agreement with an assessed 
value of $40,000 and a 20-year remaining useful life. Bottom’s book value at the acquisition date was 

$720,000. 
During 2011, Bottom reported net income of $100,000 and paid $30,000 in dividends. Earnings were 
$120,000 in 2012 with $20,000 in dividends distributed by the subsidiary. As of December 31, 2013, 
the companies reported the following selected balances, which include all revenues and expenses for 


the year: 
Top Company Bottom Company 
December 31, 2013 December 31, 2013 
Debit Credit Debit Credit 

BUNGHNGS ossoaaceeosuanae $1,540,000 $460,000 
Cash and receivables....... 50,000 90,000 
OmmOntStOckarry nnrae $ 900,000 $400,000 
Dividends paid ........... 70,000 10,000 
ECUNOMMEM sancacseouonas 280,000 200,000 
Cost of goods sold ........ 500,000 120,000 
Depreciation expense ...... 100,000 60,000 
IAVEMLONY eteenceterns hae 280,000 260,000 
Ic nlob: saute enn earths een 330,000 250,000 
Eos ences aga wees ae 480,000 260,000 
Retained earnings, 1/1/13 ... 1,360,000 490,000 
INEVENUIES: Seeceudasesanee 900,000 300,000 
Required 


a. If Top applies the equity method, what is its investment account balance as of December 31, 2013? 

b. If Top applies the initial value method, what is its investment account balance as of December 31, 
2013? 

c. Regardless of the accounting method in use by Top, what are the consolidated totals as of December 
31, 2013, for each of the following accounts? 


Buildings Revenues 

Equipment Net Income 

Land Investment in Bottom 
Depreciation Expense Dividends Paid 
Amortization Expense Cost of Goods Sold 


d. Prepare the worksheet entries required on December 31, 2013, to consolidate the financial records of 
these two companies. Assume that Top applied the equity method to its investment account. 

e. How would the worksheet entries in requirement (d) be altered if Top has used the initial value 
method? 


SOLUTION 
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a. To determine the investment balances under the equity method, four items must be determined: the 


Cc. 


initial value assigned, the income accrual, dividend payments, and amortization of excess acquisition- 
date fair value over book value. Although the first three are indicated in the problem, amortizations 
must be calculated separately. 

An allocation of Bottom’s acquisition-date fair values as well as the related amortization expense 
follows. 


Fair value of consideration transferred by Top Company ........ $ 842,000 
Book value of Bottom Company, 1/1/11 ...............-.0-. (720,000) 
Excess fair value over book value ........................ $ 122,000 


Adjustments to specific accounts based on fair values: 


Life Annual 

(years) Amortization 
Buildingsee. sss rey ee $ 72,000 12 $6,000 
EO(UNOMEM .scccaasvsuanacae 10,000 10 1,000 
Licensing agreement.......... 40,000 20 2,000 
lOtalSaRtun rey Ryrese coe kere $122,000 $9,000 


Thus, if Top adopts the equity method to account for this subsidiary, the Investment in Bottom 
account shows a December 31, 2013, balance of $1,095,000, computed as follows: 


Initial value (fair value of consideration transferred by Top) ..... $ 842,000 
Bottom Company’s 2011-2012 increase in book value 
(ineoinn@ less clyilelenels) oo ccc essescaudeeseeavseuscseas 170,000 
Excess amortizations for 2011-2012 
(GG) WWO (Kar WAI TON WO VERIS) ocacccasccosnsssaccescsan (18,000) 
Current year recognition (2013): 
Equity income accrual (Bottom’s revenues less its expenses)... $120,000 
ess EliMoMivAOlN ONES - sen dussedeonausaasanaus (9,000) 
Diniteleinel irolnn HOW o.oo cnc caecuasauasnsaenungvouas (10,000) 101,000 
Investment in Bottom Company, 12/31/13 ................. $1,095,000 


The $120,000 income accrual and the $9,000 excess amortization expenses indicate that an 

Equity in Subsidiary Earnings balance of $111,000 appears in Top’s income statement for the 

current period. 

If Top Company applies the initial value method, the Investment in Bottom Company account per- 

manently retains its original $842,000 balance, and the parent recognizes only the intra-entity divi- 

dend of $10,000 as income in 2013. 

¢ The consolidated Buildings account as of December 31, 2013, has a balance of $2,054,000. 
Although the two book value figures total only $2 million, a $72,000 allocation was made to this 
account based on fair value at the date of acquisition. Because this amount is being depreciated at 
the rate of $6,000 per year, the original allocation will have been reduced by $18,000 by the end 
of 2013, leaving only a $54,000 increase. 

¢ On December 31, 2013, the consolidated Equipment account amounts to $487,000. The book val- 
ues found in the financial records of Top and Bottom provide a total of $480,000. Once again, the 
allocation ($10,000) established by the acquisition-date fair value must be included in the consol- 
idated balance after being adjusted for three years of depreciation ($1,000 X 3 years, or $3,000). 

¢ Land has a consolidated total of $580,000. Because the book value and fair value of Bottom’s land 
were in agreement at the date of acquisition, no additional allocation was made to this account. 
Thus, the book values are simply added together to derive a consolidated figure. 

* Cost of goods sold = $620,000. The cost of goods sold of the parent and subsidiary are added 
together. 
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¢ Depreciation expense = $167,000. The depreciation expenses of the parent and subsidiary are 
added together along with the $6,000 additional building depreciation and the $1,000 additional 
equipment depreciation as presented in the fair-value allocation schedule. 

¢ Amortization expense = $2,000. An additional expense of $2,000 is recognized from the amorti- 
zation of the licensing agreement acquired in the business combination. 

e The Revenues account appears as $1.2 million in the consolidated income statement. None of the 
worksheet entries in this example affects the individual balances of either company. Consolidation 
results merely from the addition of the two book values. 

¢ Net income for this business combination is $411,000: consolidated expenses of $789,000 sub- 
tracted from revenues of $1.2 million. 

¢ The parent’s Investment in Bottom account is removed entirely on the worksheet so that no bal- 
ance is reported. For consolidation purposes, this account is always eliminated so that the indi- 
vidual assets and liabilities of the subsidiary can be included. 

¢ Dividends paid by the combination should be reported as $70,000, the amount Top distributed. 
Because Bottom’s dividend payments are entirely intra-entity, they are deleted in arriving at con- 
solidated figures. 


d. Consolidation Entries Assuming Equity Method Used by Parent 


Entry S 
Gomnmonrstocks(BottonmG@onn aly) Maen ae ene eer 400,000 
Retained Earnings, 1/1/13 
(BORtOMMEG@ ON Dany) meaweeare reenter en seensepeere eer ae necator are ea 490,000 
ASANTE Un HONKeI COME cao coGscesecasccosnugesoeocadaue 890,000 


Elimination of subsidiary’s beginning stockholders’ equity accounts 
against book value portion of investment account. 


Entry A 
(SUT olnte iiatetare saeenerese Sieectae tee ca muuea ema Gurnee Me cies cae re eee Blac: 60,000 
[eto (UL OVAL SHOES sex pe eeeeet eo chenpeectne cere aac ep Nene ear ape A tA ee eS Arte eet Ne aE 8,000 
EicemsingrAGreementsga rrr. cen cence teen esteem a eeyaeny trea res 36,000 
[[aNvSSHUnALelo Tin) (evewolnn) COMMS accaceaneancsagascanaeenascaneae 104,000 


To recognize fair-value allocations to the subsidiary’s assets in excess 
of book value. Balances represent original allocations 
less two years of amortization for the 2011-2013 period. 


Entry I 
EC UIGy (int SUSISICIEINY EMINGS ooccananaccdeenennaodecdeqnnoetoecccnnec 111,000 
INVeSstMentinBottomiGcmpanyaewen eet tn eee eer eee 111,000 


To eliminate parent's equity income accrual, balance is computed 
in requirement (a). 


Entry D 
IRVESEE Mt IMB Ott liter ere rays eee neg owen eae ee Se a 10,000 
Divicdenelss Peat Cite tm whee meee eer Rect ee Un as i te ee Oe eee 10,000 


To eliminate intra-entity dividend payment made by the subsidiary 
to the parent (and recorded as a reduction in the investment account 
because the equity method is in use). 


Entry E 
DEPreGiatiOmsexMemSe a wnmet art. ees mete enraa Unter Pee cas care ae erie tee ete 7,000 
AIMOntiZatloMmieXDEMS@ ns eae gel cat coerce Cea ees Gmneae ree egaeece i eee 2,000 
EquipMmenitvse essere ene rare en a eee nr ee per eee eee ee 1,000 
BUIIGIMGSse crore ee ewan ornare eure sare aannencue ream meet aura 6,000 
KiGemsinGPAGreenne tit eee sianarar nee em tesa cure ponent ese ny ark renee eee 2,000 


To recognize excess fair-value depreciation and amortization for 2013. 
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e. IfTop utilizes the initial value method rather than the equity method, three changes are required in the 
development of consolidation entries: 


(1) An Entry *C is required to update the parent’s beginning Retained Earnings account as if the eq- 
uity method had been applied. Both an income accrual as well as excess amortizations for the prior 
two years must be recognized because these balances were not recorded by the parent. 


Entry *C 
[NESUNNLEIANE (Kn) CMON (COMOENIY coceossuascoooeeeecveuocesésnunssuse 152,000 
RetaimeciEanningsan M/s; (opi @ompaly) mene ieee 152,000 


To convert to the equity method by accruing the net effect 

of the subsidiary’s operations (income less dividends) for the prior 
two years ($170,000) along with excess amortization expenses 
($18,000) for this same period. 


(2) An alteration is needed in Entry I because, under the initial value method, only dividend payments 
are recorded by the parent as income. 


Entry I 
LDyhate Felnvebl InteColanVehastee sceere GMa aes eh a iene UD Loe ie a aed Oe eee ere 10,000 
(DYNAte PAniGES Iola ans etn haa etn RH a Oe oe ee ae Ae ean 10,000 
To eliminate intra-entity dividend payments recorded by parent as income. 


(3) Finally, because the intra-entity dividends have been eliminated in Entry I, no separate Entry D 
is needed. 


Questions 1. CCES Corporation acquires a controlling interest in Schmaling, Inc. CCES may utilize any one of 
three methods to internally account for this investment. Describe each of these methods, and indi- 
cate their advantages and disadvantages. 


2. Maguire Company obtains 100 percent control over Williams Company in 2010. Several years after 
the takeover, consolidated financial statements are being produced. For each of the following ac- 
counts, briefly describe the values that should be included in consolidated totals. 


Equipment. 

Investment in Williams Company. 
Dividends Paid. 

Goodwill. 

Revenues. 

Expenses. 

Common Stock. 
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Net Income. 


3. When a parent company uses the equity method to account for an investment in a subsidiary, why do both 
the parent’s Net Income and Retained Earnings account balances agree with the consolidated totals? 


4. When a parent company uses the equity method to account for investment in a subsidiary, the amor- 
tization expense entry recorded during the year is eliminated on a consolidation worksheet as a com- 
ponent of Entry I. What is the necessity of removing this amortization? 

5. When a parent company applies the initial value method or the partial equity method to an invest- 
ment, worksheet adjustment must be made to the parent’s beginning Retained Earnings account 
(Entry *C) in every period after the year of acquisition. What is the necessity for this entry? Why is 
no similar entry found when the parent utilizes the equity method? 

6. Several years ago, Jenkins Company acquired a controlling interest in Lambert Company. Lambert 
recently borrowed $100,000 from Jenkins. In consolidating the financial records of these two com- 
panies, how will this debt be handled? 

7. Benns adopts the equity method for its 100 percent investment in Waters. At the end of six years, 
Benns reports an investment in Waters of $920,000. What figures constitute this balance? 

8. One company acquired another in a transaction in which $100,000 of the acquisition price is 
assigned to goodwill. Several years later, a worksheet is being produced to consolidate these two 
companies. How is the reported value of the goodwill determined at this date? 

9. When should a parent consider recognizing an impairment loss for goodwill associated with a sub- 
sidiary? How should the loss be reported in the financial statements? 
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Reimers Company acquires Rollins Corporation on January 1, 2010. As part of the agreement, the 
parent states that an additional $100,000 payment to the former owners of Rollins will be made in 
2012, depending on the achievement of certain income thresholds during the first two years follow- 
ing the acquisition. How should Reimers account for this contingency in its 2010 consolidated 
financial statements? 


11. When is the use of push-down accounting required, and what is the rationale for its application? 

12. How are the individual financial records of both the parent and the subsidiary affected when push- 
down accounting is being applied? 

13. Why has push-down accounting gained popularity for internal reporting purposes? 

Problems 1. A company acquires a subsidiary and will prepare consolidated financial statements for external re- 
porting purposes. For internal reporting purposes, the company has decided to apply the initial value 
LOo2 method. Why might the company have made this decision? 

a. Itisa relatively easy method to apply. 
b. Operating results appearing on the parent’s financial records reflect consolidated totals. 
c. GAAP now requires the use of this particular method for internal reporting purposes. 
d. Consolidation is not required when the parent uses the initial value method. 

2. A company acquires a subsidiary and will prepare consolidated financial statements for external re- 
porting purposes. For internal reporting purposes, the company has decided to apply the equity 
method. Why might the company have made this decision? 

a. Itisa relatively easy method to apply. 

b. Operating results appearing on the parent’s financial records reflect consolidated totals. 
c. GAAP now requires the use of this particular method for internal reporting purposes. 
d. Consolidation is not required when the parent uses the equity method. 

3. When should a consolidated entity recognize a goodwill impairment loss? 

a. If both the market value of a reporting unit and its associated implied goodwill fall below their 
respective carrying values. 

b. Whenever the entity’s market value declines significantly. 

c. Ifareporting unit’s market value falls below its original acquisition price. 

d. Annually on a systematic and rational basis. 

4. Willkom Corporation bought 100 percent of Szabo, Inc., on January 1, 2010. On that date, 
Willkom’s equipment (10-year life) has a book value of $300,000 but a fair value of $400,000. 
Szabo has equipment (10-year life) with a book value of $200,000 but a fair value of $300,000. 
Willkom uses the equity method to record its investment in Szabo. On December 31, 2012, Willkom 
has equipment with a book value of $210,000 but a fair value of $330,000. Szabo has equipment 
with a book value of $140,000 but a fair value of $270,000. What is the consolidated balance for the 
Equipment account as of December 31, 2012? 

a. $600,000. 
b. $490,000. 
c. $480,000. 
d. $420,000. 

5. How would the answer to problem (4) have been affected if the parent had applied the initial value 
method rather than the equity method? 

a. No effect: The method the parent uses is for internal reporting purposes only and has no impact 
on consolidated totals. 

b. The consolidated Equipment account would have a higher reported balance. 

c. The consolidated Equipment account would have a lower reported balance. 

d. The balance in the consolidated Equipment account cannot be determined for the initial value 
method using the information given. 

6. Goodwill recognized in a business combination must be allocated among a firm’s identified report- 


ing units. If the fair value of a particular reporting unit with recognized goodwill falls below its car- 

rying amount, which of the following is true? 

a. No goodwill impairment loss is recognized unless the implied value for goodwill exceeds its 
carrying amount. 
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b. A goodwill impairment loss is recognized if the carrying amount for goodwill exceeds its 
implied value. 


c. A goodwill impairment loss is recognized for the difference between the reporting unit’s fair 
value and carrying amount. 


d. The reporting unit reduces the values assigned to its long-term assets (including any unrecog- 
nized intangibles) to reflect its fair value. 


If no legal, regulatory, contractual, competitive, economic, or other factors limit the life of an intan- 
gible asset, the asset’s assigned value is allocated to expense over which of the following? 


a. 20 years. 

b. 20 years with an annual impairment review. 

c. Infinitely. 

d. Indefinitely (no amortization) with an annual impairment review until its life becomes finite. 
Dosmann, Inc., bought all outstanding shares of Lizzi Corporation on January 1, 2011, for $700,000 
in cash. This portion of the consideration transferred results in a fair-value allocation of $35,000 to 
equipment and goodwill of $88,000. At the acquisition date, Dosmann also agrees to pay Lizzi’s pre- 
vious owners an additional $110,000 on January 1, 2013, if Lizzi earns a 10 percent return on the 
fair value of its assets in 2011 and 2012. Lizzi’s profits exceed this threshold in both years. Which 
of the following is true? 

a. The additional $110,000 payment is a reduction in consolidated retained earnings. 

b. The fair value of the expected contingent payment increases goodwill at the acquisition date. 

c. Consolidated goodwill as of January 1, 2013, increases by $110,000. 

d. The $110,000 is recorded as an expense in 2013. 


Kaplan Corporation acquired Star, Inc., on January 1, 2011, by issuing 13,000 shares of common 

stock with a $10 per share par value and a $23 market value. This transaction resulted in recognizing 

$62,000 of goodwill. Kaplan also agreed to compensate Star’s former owners for any difference if 

Kaplan’s stock is worth less than $23 on January 1, 2012. On January 1, 2012, Kaplan issues an ad- 

ditional 3,000 shares to Star’s former owners to honor the contingent consideration agreement. 

Which of the following is true? 

a. The fair value of the number of shares issued for the contingency increases the Goodwill account 
balance at January 1, 2012. 

b. The parent’s additional paid-in capital from the contingent equity recorded at the acquisition date 
is reclassified as a regular common stock issue on January 1, 2012. 

c. All of the subsidiary’s asset and liability accounts must be revalued for consolidation purposes 
based on their fair values as of January 1, 2012. 


d. The additional shares are assumed to have been issued on January 1, 2011, so that a retrospec- 
tive adjustment is required. 


What is push-down accounting? 

a. A requirement that a subsidiary must use the same accounting principles as a parent company. 
b. Inventory transfers made from a parent company to a subsidiary. 

c. A subsidiary’s recording of the fair-value allocations as well as subsequent amortization. 

d. 


The adjustments required for consolidation when a parent has applied the equity method of ac- 
counting for internal reporting purposes. 


Treadway Corporation acquires Hooker, Inc. The parent pays more for it than the fair value of the 
subsidiary’s net assets. On the acquisition date, Treadway has equipment with a book value of 
$420,000 and a fair value of $530,000. Hooker has equipment with a book value of $330,000 and a 
fair value of $390,000. Hooker is going to use push-down accounting. Immediately after the acqui- 
sition, what amounts in the Equipment account appear on Hooker’s separate balance sheet and on 
the consolidated balance sheet? 


a. $330,000 and $750,000. 
b. $330,000 and $860,000. 
c. $390,000 and $810,000. 
d. $390,000 and $920,000. 


Herbert, Inc., acquired all of Rambis Company’s outstanding stock on January 1, 2011, for $574,000 
in cash. Annual excess amortization of $12,000 results from this transaction. On the date of the 
takeover, Herbert reported retained earnings of $400,000, and Rambis reported a $200,000 balance. 
Herbert reported internal income of $40,000 in 2011 and $50,000 in 2012 and paid $10,000 in 
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dividends each year. Rambis reported net income of $20,000 in 2011 and $30,000 in 2012 and paid 
$5,000 in dividends each year. 
a. Assume that Herbert’s internal income figures above do not include any income from the 
subsidiary. 
e Ifthe parent uses the equity method, what is the amount reported as consolidated retained 
earnings on December 31, 2012? 


e Would the amount of consolidated retained earnings change if the parent had applied either 
the initial value or partial equity method for internal accounting purposes? 


b. Under each of the following situations, what is the Investment in Rambis account balance on 
Herbert’s books on January 1, 2012? 


¢ The parent uses the equity method. 
¢ The parent uses the partial equity method. 
e The parent uses the initial value method. 
c. Under each of the following situations, what is Entry *C on a 2012 consolidation worksheet? 
e The parent uses the equity method. 
° The parent uses the partial equity method. 
¢ The parent uses the initial value method. 


Haynes, Inc., obtained 100 percent of Turner Company’s common stock on January 1, 2011, by is- 
suing 9,000 shares of $10 par value common stock. Haynes’s shares had a $15 per share fair value. 
On that date, Turner reported a net book value of $100,000. However, its equipment (with a five-year 
remaining life) was undervalued by $5,000 in the company’s accounting records. Also, Turner had 
developed a customer list with an assessed value of $30,000, although no value had been recorded 
on Turner’s books. The customer list had an estimated remaining useful life of 10 years. 

The following figures come from the individual accounting records of these two companies as of 
December 31, 2011: 


Haynes Turner 
Revenues $(600,000) $(230,000) 
Expenses 440,000 120,000 
Investment income Not given —0- 
Dividends paid 80,000 50,000 


The following figures come from the individual accounting records of these two companies as of 
December 31, 2012: 


Haynes Turner 
Revenues $(700,000) $(280,000) 
Expenses 460,000 150,000 
Investment income Not given =0= 
Dividends paid 90,000 40,000 
Equipment 500,000 300,000 


a. What balance does Haynes’s Investment in Turner account show on December 31, 2012, when 
the equity method is applied? 


b. What is the consolidated net income for the year ending December 31, 2012? 


What is the consolidated equipment balance as of December 31, 2012? How would this answer 
be affected by the investment method applied by the parent? 


d. If Haynes has applied the initial value method to account for its investment, what adjustment is 
needed to the beginning of the Retained Earnings on a December 31, 2012, consolidation work- 
sheet? How would this answer change if the partial equity method had been in use? How would 
this answer change if the equity method had been in use? 


Francisco Inc. acquired 100 percent of the outstanding voting shares of Beltran Company on 
January 1, 2011. To obtain these shares, Francisco payed $450,000 in cash and issued 104,000 
shares of its own $1 par value common stock. On this date, Francisco’s stock had a fair value of 
$12 per share. The combination is a statutory merger with Beltran subsequently dissolved as a legal 
corporation. For internal accountability purposes, Beltran’s assets and liabilities are assigned to a 
new reporting unit. 
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The following reports the fair values for the Beltran reporting unit for January 1, 2011, and 
December 31, 2012, along with their respective book values on December 31, 2012. 


Fair Values Fair Values Book Values 
Beltran Reporting Unit 1/1/11 12/31/12 12/31/12 
Cash $ 75,000 $ 50,000 $ 50,000 
Receivables 193,000 225,000 225,000 
Inventory 281,000 305,000 300,000 
Patents 525,000 600,000 500,000 
Customer relationships 500,000 480,000 450,000 
Equipment (net) 295,000 240,000 235,000 
Goodwill ? ? 400,000 
Accounts payable (121,000) (175,000) (175,000) 
Long-term liabilities (450,000) (400,000) (400,000) 


a. Prepare Francisco’s journal entry to record the assets acquired and the liabilities assumed in the 
Beltran merger on January 1, 2011. 

b. On December 31, 2012, Francisco estimates that the total fair value of the entire Beltran report- 
ing unit is $1,425,000. What amount of goodwill impairment, if any, should Francisco recognize 
on its 2012 income statement? 

Acme Co., a consolidated enterprise, conducted an impairment review for each of its reporting units. 

One particular reporting unit, Martel, emerged as a candidate for possible goodwill impairment. 

Martel has recognized net assets of $780, including goodwill of $500. Martel’s fair value is assessed 

at $650 and includes two internally developed unrecognized intangible assets (a patent and a cus- 

tomer list with fair values of $150 and $50, respectively). The following table summarizes current 
financial information for the Martel reporting unit: 


Carrying Fair 

Amounts Values 
Tangible assets, net $ 80 $110 
Recognized intangible assets, net 200 230 
Goodwill 500 2 
Unrecognized intangible assets =e _200 
Total $780 $650 


a. Show the two steps to determine the amount of any goodwill impairment for Acme’s Martel 
reporting unit. 

b. After recognition of any goodwill impairment loss, what are the reported book values for the 
following assets of Acme’s reporting unit Martel? 
¢ Tangible assets, net. 


* Goodwill. 
¢ Customer list. 
¢ Patent. 


Destin Company recently acquired several businesses and recognized goodwill in each acquisition. 
Destin has allocated the resulting goodwill to its three reporting units: Sand Dollar, Salty Dog, and 
Baytowne. 

In its annual review for goodwill impairment, Destin provides the following individual asset and 
liability values for each reporting unit: 


Carrying Fair 
Values Values 

Sand Dollar 

Tangible assets $180,000 $190,000 
Trademark 170,000 150,000 
Customer list 90,000 100,000 
Goodwill 120,000 ? 
Liabilities (30,000) (30,000) 


(continued) 
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Carrying Fair 
Values Values 

Salty Dog 

Tangible assets $200,000 $200,000 
Unpatented technology 170,000 125,000 
Licenses 90,000 100,000 
Goodwill 150,000 ? 
Baytowne 

Tangible assets 140,000 150,000 
Unpatented technology —-0- 100,000 
Copyrights 50,000 80,000 
Goodwill 90,000 ? 


The overall valuations for the entire reporting units (including goodwill) are $510,000 for Sand 
Dollar, $580,000 for Salty Dog, and $560,000 for Baytowne. To date, Destin has reported no good- 
will impairments. 


a. Which of Destin’s reporting units require both steps to test for goodwill impairment? 
b. How much goodwill impairment should Destin report this year? 


c. What changes to the valuations of Destin’s tangible assets and identified intangible assets should 
be reported based on the goodwill impairment tests? 


Problems 17 through 19 should be viewed as independent situations. They are based on the follow- 
ing data: 


Chapman Company obtains 100 percent of Abernethy Company’s stock on January 1, 2011. As of that 
date, Abernethy has the following trial balance: 


Debit Credit 

AGGOUNTS Payables Areata mene aha nnyi a | MnCe a Anotn me aen SA Era $ 50,000 
INCE ASHEN Elollev Gs ee a teens ain ORE A ow a ER RA ee $ 40,000 
Additionalipald=imcapoitallieareaw ea naan tyre cewerme eee 50,000 
Builchings (me) Gayest) oscanacaceseuccgauneunanebosanoous 120,000 
(Cain) Glntel Si nvovaetwetinal (AMWASIAINEIMNS cone aacnnnoocaseuseapanenes 60,000 
GOMIMOMNiStOChKee ek eee eee ie ee etn yea teen Oyama neem eat 250,000 
leo (ulromateiant (mee) (Gayeer INS) oc asc cceccousacasnocnegonseeaeeue 200,000 
WN CeLaNtol AYE cserreetecer ten eer etee- Aner ste te fed tee) cee) ort Guanes ce tae er te Pe 90,000 
[RAIN Sts ratte whee ng hres ten ee GOW oats ANT OOS ele to tk Ree RIE AMD at So Te Ay 80,000 
Long-term liabilities (mature 12/31/14) ...................0000. 150,000 
NeelneCheelinnes: WII ssannauaobuanodeavsaenagnpue ance e 4 100,000 
SUP IDI GS, See tee ie ek ata ot sted enema a te Mend vege kid nO ne el ae ON 10,000 

LO tell Serce easter mare et seer Oe aercrie La Nive AAR ot AU an Mt a RN Nar Sk $600,000 $600,000 


During 2011, Abernethy reported income of $80,000 while paying dividends of $10,000. During 

2012, Abernethy reported income of $110,000 while paying dividends of $30,000. 

17. Assume that Chapman Company acquired Abernethy’s common stock for $490,000 in cash. As of 
January 1, 2011, Abernethy’s land had a fair value of $90,000, its buildings were valued at $160,000, 
and its equipment was appraised at $180,000. Chapman uses the equity method for this investment. 
Prepare consolidation worksheet entries for December 31, 2011, and December 31, 2012. 

18. Assume that Chapman Company acquired Abernethy’s common stock for $500,000 in cash. Assume 
that the equipment and long-term liabilities had fair values of $220,000 and $120,000, respectively, 
on the acquisition date. Chapman uses the initial value method to account for its investment. Prepare 
consolidation worksheet entries for December 31, 2011, and December 31, 2012. 

19. Assume that Chapman Company acquired Abernethy’s common stock by paying $520,000 in cash. 
All of Abernethy’s accounts are estimated to have a value approximately equal to present book values. 
Chapman uses the partial equity method to account for its investment. Prepare the consolidation 
worksheet entries for December 31, 2011, and December 31, 2012. 

20. Adams, Inc., acquires Clay Corporation on January 1, 2010, in exchange for $510,000 cash. Immedi- 
ately after the acquisition, the two companies have the following account balances. Clay’s equipment 
(with a five-year life) is actually worth $440,000. Credit balances are indicated by parentheses. 
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Adams Clay 
GUNG te ASSCTS octet eee ane eone oeree e $ 300,000 $ 220,000 
InvestimemtiintG@lay suena arn nwa sent gen 510,000 —0- 
EQUIDIMGNit eee eer rar teen ow reruns 600,000 390,000 
lab iliteSseet ee erento vere oars es (200,000) (160,000) 
GOMMONEStOCKr ee ee Coa ee: (350,000) (150,000) 
Retained earnings, 1/1/10 ................ (860,000) (300,000) 


In 2010, Clay earns a net income of $55,000 and pays a $5,000 cash dividend. In 2010, Adams re- 
ports income from its own operations (exclusive of any income from Clay) of $125,000 and declares 
no dividends. At the end of 2011, selected account balances for the two companies are as follows: 


Adams Clay 
REVET UOSine ier rst ocr ber eateries ooh ome Mean ih $(400,000) $(240,000) 
EXDGMSOS) eaten eine teens renin eae nee ren 290,000 180,000 
TAMESWIMEMENMNCONMIE 2cancccavcaacgaccceas Not given == 
Retained earnings, 1/1/11 ................ Not given (350,000) 
Dividemcsideclarecieew stilt tnr arn =(= 8,000 
GONMMOMiStOGK ert ere een ree (350,000) (150,000) 
CUONEIEESSAIS 4 aa end awe anmnanora ene ae ae 580,000 262,000 
[Konwessuinnelmne i) CIEW nc acgeceeoansdeoeudae Not given =0= 
OUI NMEMNM ark ac hae na dm Garde. teed yd heat 520,000 420,000 
LeabIlitieSaee ete emer reenter ane Per (152,000) (130,000) 


a. What are the December 31, 2011, Investment Income and Investment in Clay account balances 
assuming Adams uses the: 
1. Initial value method. 
2. Equity method. 

b. How does the parent’s internal investment accounting method choice affect the amount reported 
for expenses in its December 31, 2011, consolidated income statement? 


c. How does the parent’s internal investment accounting method choice affect the amount reported 
for equipment in its December 31, 2011, consolidated balance sheet? 

d. What is Adams’s January 1, 2011, Retained Earnings account balance assuming Adams accounts 
for its investment in Clay using the: 
1. Initial value method. 
2. Equity method. 

e. What worksheet adjustment to Adams’s January 1, 2011, Retained Earnings account balance is 
required if Adams accounts for its investment in Clay using the initial value method? 

jf. Prepare the worksheet entry to eliminate Clay’s stockholders’ equity. 

g. What is consolidated net income for 2011? 


LO1 21. Following are selected account balances from Penske Company and Stanza Corporation as of 

December 31, 2012: 
Penske Stanza 

REVENUCS Sein pete ee econ gee een ce $(700,000) $(400,000) 
(Cost OH Gols Selle] co cccoceecanvoooves 250,000 100,000 
Depreciation expense ................. 150,000 200,000 
TaN X=s3 001210) 1060) 0 0 =r Not given =0= 
Dyireleinyels oie] ohn capacdvosecuseacdoc 80,000 60,000 
Retained earnings, 1/1/12 .............. (600,000) (200,000) 
Gunremtassetsum a can cee ae eee 400,000 500,000 
(ofS nue acamanacd awe amawe oe wos 900,000 400,000 
Royalty agreements .................. 600,000 1,000,000 
iwwessuinnnelnnt li SWAIN oc oe eeu navannne Not given —0- 
[Hab Ilit GSH Gaetan et Mat eleva a er meer veer oe (500,000) (1,380,000) 
EOMMONES LOC eee eae (600,000) ($20 par) (200,000) ($10 par) 


Additional paid-in capital .............. (150,000) (80,000) 
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On January 1, 2012, Penske acquired all of Stanza’s outstanding stock for $680,000 fair value 
in cash and common stock. Penske also paid $10,000 in stock issuance costs. At the date of 
acquisition copyrights (with a six-year remaining life) have a $440,000 book value but a fair value 
of $560,000. 

a. As of December 31, 2012, what is the consolidated copyrights balance? 

b. For the year ending December 31, 2012, what is consolidated Net Income? 

c. As of December 31, 2012, what is the consolidated Retained Earnings balance? 

d. As of December 31, 2012, what is the consolidated balance to be reported for goodwill? 

22. Foxx Corporation acquired all of Greenburg Company’s outstanding stock on January 1, 2011, 
for $600,000 cash. Greenburg’s accounting records showed net assets on that date of $470,000, 
although equipment with a 10-year life was undervalued on the records by $90,000. Any recognized 
goodwill is considered to have an indefinite life. 

Greenburg reports net income in 2011 of $90,000 and $100,000 in 2012. The subsidiary paid 
dividends of $20,000 in each of these two years. 

Financial figures for the year ending December 31, 2013, follow. Credit balances are indicated 


by parentheses. 
Foxx Greenburg 
REVEMUCS ma nirn otter eat iar Way cu ear awn eer neces $ (800,000) $ (600,000) 
CORt OH COCO Sole] .caacabsscuanedoueoacaabseanae 100,000 150,000 
DYSON OMS nko dp coacodudseuocnnudvebuocus 300,000 350,000 
IAVESEMMEM CIIMGO MIG ecnce sopee ieee ares ora ecee aie re mene cone (20,000) =0= 
NEINGOMIGs ems Aire eRe eA Ni A AA BIRO $ (420,000) $ (100,000) 
Revelinec! Garinlincs, WIWIS ossseceuesunsoneuaaonaued $(1,100,000) $ (320,000) 
NG TIMOR Earner ener ny eer rrr Sanee hirer nee (420,000) (100,000) 
DNC Fic) ssanadacabsidiaawosuseaoudteanaes 120,000 20,000 
RNeveiineel Gaimnlines, IWSWIS oocccusacseusedeaucns $(1,400,000) $ (400,000) 
GUPTREMIASSE (Seton eae eters oot aL nee Se er aes $ 300,000 $ 100,000 
aweSTIAMELAIE Nn) SULOSIGIEIY, cone oacuscdeeccnusavesuons 600,000 —0- 
OUI OMINSME NED) ove chon a Sebo uaeeasedeneeeadedese 900,000 600,000 
BusilGim@s: (Me t)h ea ea te a are none none ere rere 800,000 400,000 
IFES Cl bie ec saete eere S iy EL Neer Hee ACA ey et tea LEP CN 600,000 100,000 
‘TOtalPaSSeis Pee wees ee ere tee ek ae a eee nara pe $ 3,200,000 $ 1,200,000 
Fs 10 [hdl = \otiemeea evan creo pete Cntr ce vol er cad Ns ran ere eee aR $ (900,000) $ (500,000) 
Gommonstockeee emery ee ce eee een ee meen tenn (900,000) (300,000) 
RENENAMSCGEMMINCS sncaguanewedanvcssebeneedaene ane (1,400,000) (400,000) 
(otalliiabilitiestaneled Witz eerie rene $(3,200,000) $(1,200,000) 


a. Determine the December 31, 2013, consolidated balance for each of the following accounts: 


Depreciation Expense Buildings 
Dividends Paid Goodwill 
Revenues Common Stock 
Equipment 


b. How does the parent’s choice of an accounting method for its investment affect the balances 
computed in requirement (a)? 

c. Which method of accounting for this subsidiary is the parent actually using for internal report- 
ing purposes? 

d. Ifthe parent company had used a different method of accounting for this investment, how could 
that method have been identified? 


e. What would be Foxx’s balance for retained earnings as of January 1, 2013, if each of the follow- 
ing methods had been in use? 


Initial value method 
Partial equity method 
Equity method 
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23. Patrick Corporation acquired 100 percent of O’Brien Company’s outstanding common stock on 
January 1, for $550,000 in cash. O’Brien reported net assets with a carrying value of $350,000 at 
that time. Some of O’Brien’s assets either were unrecorded (having been internally developed) or 
had fair values that differed from book values as follows: 


Book Fair 
Values Values 
Trademarks (indefinite life) ...........0.....0000. $ 60,000 $160,000 
Customer relationships (5-year life) ............... —0- 75,000 
=o Ul onnvetats (I @y2ei MNS). wo nao cso ncaeesuoeceaes 342,000 312,000 


Any goodwill is considered to have an indefinite life with no impairment charges during the year. 
Following are financial statements at the end of the first year for these two companies 
prepared from their separately maintained accounting systems. Credit balances are indicated by 


parentheses. 
Patrick O’Brien 

REVOMUCSe rae ee are eee rae ee etn err $ (1,125,000) $ (520,000) 
COSI OF Gomes Solel acon cuancecasnsonaace 300,000 228,000 
Depreciation expense ................... 75,000 70,000 
Amortization expense .................. 25,000 —0- 
Income from O’Brien ................... __(210,000) =O 

NGUIMNGONNC Se eere tra aerate wee ure et $ (935,000) $ (222,000) 
KeNeVinetol elmo Wil sosccucdosooanance (700,000) (250,000) 
NeIMNGCMIG 6 ahaaewoseeauadoae me edagat (935,000) (222,000) 
Dividendsipaich a) \m ase was eae alarens 142,000 80,000 

Retained earnings 12/31 .............. $ (1,493,000) $ (392,000) 
Gas hin eaten ec ite ce oe ene emer an $ 185,000 $ 105,000 
REGCIVAD |S aecent ie pees eee eee en rae 225,000 56,000 
[Vem NY therein Sere oes Sar tee cet ees 175,000 135,000 
lianvesstnavetame ti (OM EVAN . on nn caaavananacae 680,000 —0- 
raGenharkSaeee ene eee nent ah ao 474,000 60,000 
Customer relationships ................. —0- —0- 
le{o [UIfolanleiane (Ast) o es enero ec cee hk Hine eae 925,000 272,000 
(GIoVCVOWHIIWG diets awa cent ee Was ee ae Rea care —0- —0- 

ilOtalkassetsteet eo ee ee ee nee $ 2,664,000 $ 628,000 
Lia DilitiGSte ae eee wren eee tee ee ene ae Rec OA Seer s (771,000) (136,000) 
(COMANAOIN SICK nc cnnnenondagnetrannwar (400,000) (100,000) 
Retained earnings 12/31 ................ (1,493,000) (392,000) 

Total liabilities and equity .............. $ (2,664,000) $ (628,000) 


a. Show how Patrick computed the $210,000 Income of O’Brien balance. Discuss how you deter- 
mined which accounting method Patrick uses for its investment in O’Brien. 

b. Without preparing a worksheet or consolidation entries, determine and explain the totals to be 
reported for this business combination for the year ending December 31. 

c. Verify the totals determined in part (6) by producing a consolidation worksheet for Patrick and 
O’Brien for the year ending December 31. 


24. Following are separate financial statements of Michael Company and Aaron Company as of 
December 31, 2013 (credit balances indicated by parentheses). Michael acquired all of Aaron’s out- 
standing voting stock on January 1, 2009, by issuing 20,000 shares of its own $1 par common stock. 
On the acquisition date, Michael Company’s stock actively traded at $23.50 per share. 
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Michael Aaron 
Company Company 
12/31/13 12/31/13 
REVEMUCS ieee erect tin: ate Pete apne enn terre Gre eee $ (610,000) $ (370,000) 
Cost Of COO Solel .carduchoocteuaeseoesouges 270,000 140,000 
/NIMOMUPWIONS @HOURNMMISS sc ssscacsuascensssarase 115,000 80,000 
DIMicINel INOS 2cecncnceeganaueasnenoaneos (5,000) == 
INGINGORNTC eee eee etc men Mere cma ince $ (230,000) $ (150,000) 
Revwelinetol Gariaines, WWAS oc <s0ncccenescaucae $ (880,000) $ (490,000) 
INVete MMe (ENCIONS) can ccc enuevnosdeeeavaaues (230,000) (150,000) 
DViGemcSspalcl ewer wat eee ee etre aan tyr coe ere ees 90,000 5,000 
Retaimedseatnime Seml2/ 5111/4 meee aren aceon nena $(1,020,000) $ (635,000) 
(G@ashivnee eter hc a eke oes orate pice eras eee ne $ 110,000 $ 15,000 
eleaINilelleStets a :aareetlad n.g-o brent MRS eRe awl 380,000 220,000 
IAVEMTORY 94 oar tone te ns We as eee eee eee ee 560,000 280,000 
Investment in Aaron Company ................. 470,000 —0- 
(roy oy" {rike | isic Reremacssen tomiatrecces eacewamine: wien sa emanate 460,000 340,000 
ROWENIGY GICRQSMMNEMMUS ac nao cavenobaaseasouansas 920,000 380,000 
‘TOtaWasseisMias trot sacs aoe mm arrote a ys dane $ 2,900,000 $ 1,235,000 
IWT=] of Ia Sota hee ate cert reece pare cea Oty nei Renan a eoca aad $ (780,000) $ (470,000) 
Prefennredistock tsa enw eee exe route (300,000) == 
GOMmmMOniStOcke ener a te ee eae ee ee (500,000) (100,000) 
Additional paid-in capital ..................... (300,000) (30,000) 
RetaimedieanninGs. 12/3) 1/i Seinen erent ene (1,020,000) (635,000) 
Hotaliliabllitiesta mcltec|Uity eens en ane arene nr $(2,900,000) $(1,235,000) 


On the date of acquisition, Aaron reported retained earnings of $230,000 and a total book value 
of $360,000. At that time, its royalty agreements were undervalued by $60,000. This intangible was 
assumed to have a six-year life with no residual value. Additionally, Aaron owned a trademark with 
a fair value of $50,000 and a 10-year remaining life that was not reflected on its books. 

a. Using the preceding information, prepare a consolidation worksheet for these two companies as 

of December 31, 2013. 

b. Assuming that Michael applied the equity method to this investment, what account balances 
would differ on the parent’s individual financial statements? 

c. Assuming that Michael applied the equity method to this investment, what changes would be 
necessary in the consolidation entries found on a December 31, 2013, worksheet? 

d. Assuming that Michael applied the equity method to this investment, what changes would be 
created in the consolidated figures to be reported by this combination? 


LO1, LO4, LO6 25. Giant acquired all of Small’s common stock on January 1, 2009. Over the next few years, Giant ap- 
plied the equity method to the recording of this investment. At the date of the original acquisition, 
eXe el $90,000 of the fair-value price was attributed to undervalued land while $50,000 was assigned to 


equipment having a 10-year life. The remaining $60,000 unallocated portion of the acquisition-date 
excess fair value over book value was viewed as goodwill. 

Following are individual financial statements for the year ending December 31, 2013. On that 
date, Small owes Giant $10,000. Credits are indicated by parentheses. 
a. How was the $135,000 Equity in Income of Small balance computed? 


b. Without preparing a worksheet or consolidation entries, determine and explain the totals to be 
reported by this business combination for the year ending December 31, 2013. 


Giant Small 
REVERS anette ie we anne eet anne tenia MnO E $(1,175,000) $ (360,000) 
COS OF GOOCE SA] .sacsseecaenedosescvass 550,000 90,000 
Dejoerceiteln OWNS. scnananaasueanauosnse 172,000 130,000 
EC (UG lin) INO OF SiMelll 2cnccscecavvcaenss (135,000) —0- 
NERINCONIES Hees tence: poetics wa er aoe adore. $ (588,000) $ (140,000) 


(continued) 
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Giant Small 

Retained earnings, 1/1/13 .................. $(1,417,000) $ (620,000) 
IN aye | a1 @@) 020k (=) 01 0)\(=) nr (588,000) (140,000) 
Dividemds:paldine etme ech cmee ee rees 310,000 110,000 

Retained earnings, 12/31/13 .............. $(1,695,000) $ (650,000) 
(GUTISINCESSAISSS Se oe am aed Ae Re oes $ 398,000 $ 318,000 
lakvestnaeiint tin Sine pes see on nae ee enaneocdes 995,000 —0- 
DPA CU ey Ree ie Meets ty Patt cae 440,000 165,000 
Buildingsinet) mere mone cae eerste herent, cee 304,000 419,000 
OOM NE) nb couedokud Soeeeb ene eae 648,000 286,000 
GOOU Wil eee etech ater eect een we de —0- —0- 

OtalbaSSC Sees eect rarer Rn eee $ 2,785,000 $ 1,188,000 
[abilitiesete ee c-r ete eee sre ee atten ersce $ (840,000) $ (368,000) 
(GlolnalnitelahSiverd:<o Garena pean eaten an ae eo oe (250,000) (170,000) 
Retained earnings (above) .................. (1,695,000) (650,000) 

Total liabilities and equity ................. $(2,785,000) $(1,188,000) 


c. Verify the figures determined in part (6) by producing a consolidation worksheet for Giant and 
Small for the year ending December 31, 2013. 

d. If Giant determined that the entire amount of goodwill from its investment in Small was impaired 
in 2013, how would the parent’s accounts reflect the impairment loss? How would the worksheet 
process change? What impact does an impairment loss have on consolidated financial statements? 


26. Following are selected accounts for Mergaronite Company and Hill, Inc., as of December 31, 2013. 
Several of Mergaronite’s accounts have been omitted. Credit balances are indicated by parentheses. 
eXcel 
Mergaronite Hill 
REV EM UGS am mere ner cheer tec, tera cder pene Brees eo $(600,000) $(250,000) 
(COSi OF Cools Sole] ps ca eccanasogcseoouscs 280,000 100,000 
DejolRelceidloln QoS oaecoacoaasosnonacae 120,000 50,000 
[IMEI WMCONMNE ao coensacceodossonacad Not given NA 
Retained earnings, 1/1/13 ................ (900,000) (600,000) 
Dividendsipaidimens yan ennane aan pena rwenne 130,000 40,000 
GUMEMASSEISSecce eAe etn ee ei a Orton pn 200,000 690,000 
ec Tpls Menenen eee tat oi tei Gum ter AN cre ane ae 300,000 90,000 
Buildings Neti y ae ee mere ey enna 500,000 140,000 
=o WIENS) ce cccenee sou eooangeus+ 200,000 250,000 
TEE oY] Ife: eee cent crest ereeet ene pam Per he ane Racer (400,000) (310,000) 
GOMMOniStOCKen eee ee ee ea (300,000) (40,000) 
Additional paid-in capital ................. (50,000) (160,000) 


Assume that Mergaronite took over Hill on January 1, 2009, by issuing 7,000 shares of common 
stock having a par value of $10 per share but a fair value of $100 each. On January 1, 2009, Hill’s 
land was undervalued by $20,000, its buildings were overvalued by $30,000, and equipment was un- 
dervalued by $60,000. The buildings had a 10-year life; the equipment had a 5-year life. A customer 
list with an appraised value of $100,000 was developed internally by Hill and was to be written off 
over a 20-year period. 


a. Determine and explain the December 31, 2013, consolidated totals for the following accounts: 


Revenues Amortization Expense Customer List 
Cost of Goods Sold Buildings Common Stock 
Depreciation Expense Equipment Additional Paid-In Capital 


b. In requirement (a), why can the consolidated totals be determined without knowing which 
method the parent used to account for the subsidiary? 
c. Ifthe parent uses the equity method, what consolidation entries would be used on a 2013 worksheet? 
27. On January 1, 2011, Peterson Corporation exchanged $1,090,000 fair-value consideration for all of the 
outstanding voting stock of Santiago, Inc. At the acquisition date, Santiago had a book value equal to 
$950,000. Santiago’s individual assets and liabilities had fair values equal to their respective book values 
except for the patented technology account, which was undervalued by $240,000 with an estimated re- 
maining life of six years. The Santiago acquisition was Peterson’s only business combination for the year. 
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28. 


In case expected synergies did not materialize, Peterson Corporation wished to prepare for a 
potential future spin-off of Santiago, Inc. Therefore, Peterson had Santiago maintain its separate in- 
corporation and independent accounting information system as elements of continuing value. 

On December 31, 2011 each company submitted the following financial statements for 


consolidation. 
Peterson Corp. Santiago, Inc. 


Income Statement 


REVEM UGS ean tent ee ait atari ata ere oe gear arena era om eengy (535,000) (495,000) 
Cosi Or Go Solel oo .cusoupsonacacanaeungoude 170,000 155,000 
Geil (lm lov ENA) OWENS oo cco nau eaanesaccaeas (100,000) -0- 
Depreciation and amortization .................. 125,000 140,000 
Equity earnings from Santiago .................. (160,000) -0- 
INGGINGON Ce eae ye eter on ocak Oe ore agree are (500,000) (200,000) 
Statement of Retained Earnings 

REWENMeCHEelAMACS, Wil seekasuausndegenosenduegs (1,500,000) (650,000) 
NCTMCOMNA (ENON) neu uccgssusutsocdeesuueanes (500,000) (200,000) 
BIVidemdsiPaldt a yrerrrn-cotrn vn eee tees Nea rare 200,000 50,000 
REWENAele! CelAMACS, WWE scanccuncesabusauaseas (1,800,000) (800,000) 
Balance Sheet 

GURFENHASSE TS nea ey etree teeny eet nae tee tert 190,000 300,000 
[[nwesitaneimi (in) SEMEN. ns Goa ev eacdcousnvanes 1,300,000 —0- 
aC emma ise i ae arden c Ure ak os ce ates range me Be 100,000 200,000 
PEWelNU@el WENO) anc acesaneduescseneunasade 300,000 400,000 
[=o (U1) olanlslnlim an ceateatreo ach nacacartan cian, Sacto rac area nae eee 610,000 300,000 
jlotaltassetsoaere wie ete ee meee ee Cerne 2,500,000 1,200,000 
[Elabilitiess eaeyraee es Ate be aa ere i on ere On (165,000) (100,000) 
GOMMONEStOCKs sees ee eg ty ee eee eee ernee (535,000) (300,000) 
REVeNNEtl CETMIMNGS, WE acacconncucseneannecae (1,800,000) (800,000) 
Lovell Nelo hiitess eine ro(UWy 4c oa bea ncacatssusoscae (2,500,000) (1,200,000) 


a. Show how Peterson determined the following account balances 

e Gain on bargain purchase 

e Earnings from Santiago 

¢ Investment in Santiago 

b. Prepare a December 31, 2011, consolidated worksheet for Peterson and Santiago. 
Branson paid $465,000 cash for all of the outstanding common stock of Wolfpack, Inc., on January 1, 
2011. On that date, the subsidiary had a book value of $340,000 (common stock of $200,000 and 
retained earnings of $140,000), although various unrecorded royalty agreements were assessed at a 
$100,000 fair value. The royalty agreements had an estimated 10-year remaining useful life. 

In negotiating the acquisition price, Branson also promised to pay Wolfpack’s former owners an 
additional $50,000 if Wolfpack’s income exceeded $120,000 total over the first two years after the 
acquisition. At the acquisition date, Branson estimated the probability adjusted present value of this 
contingent consideration at $35,000. On December 31, 2011, based on Wolfpack’s earnings to date, 
Branson increased the value of the contingency to $40,000. 


During the subsequent two years, Wolfpack reported the following amounts for income and 
dividends: 


Net Income Dividends Paid 
2011 $65,000 $25,000 
2012 75,000 35,000 


In keeping with the original acquisition agreement, on December 31, 2012, Branson paid the ad- 
ditional $50,000 performance fee to Wolfpack’s previous owners. 

Using the acquisition method and assuming no goodwill impairment charges, prepare each of the 
following: 
a. Branson’s entry to record the acquisition of the shares of its Wolfpack subsidiary. 


b. Branson’s entries at the end of 2011 and 2012 to adjust its contingent performance obligation for 
changes in fair value and the December 31, 2012, payment. 


LO4, LO8 
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c. Consolidation worksheet entries as of December 31, 2012, assuming that Branson has applied 
the equity method. 


d. Consolidation worksheet entries as of December 31, 2012, assuming that Branson has applied 
the initial value method. 


29. Palm Company acquired 100 percent of Storm Company’s voting stock on January 1, 2009, by is- 


30. 


suing 10,000 shares of its $10 par value common stock (having a fair value of $14 per share). As of 
that date, Storm had stockholders’ equity totaling $105,000. Land shown on Storm’s accounting 
records was undervalued by $10,000. Equipment (with a five-year life) was undervalued by $5,000. 
A secret formula developed by Storm was appraised at $20,000 with an estimated life of 20 years. 

Following are the separate financial statements for the two companies for the year ending 
December 31, 2013. Credit balances are indicated by parentheses. 


Palm Storm 

Company Company 

REVEIMUCS cyte moe ene ge ate Catan oo pee ema erie cae Set $ (485,000) $(190,000) 
GOSH ORGGOdSSOldAraer Cw seat Wine Whe tee weap ec: 160,000 70,000 
Depreciatiomexpense: 2 ween. wenn) ny ere nes 130,000 52,000 
SUOMI a aanacuaacene nema anne s mpaor aera (66,000) -0- 
INGUIMNGONNCH A tate ee Annee oe tei ric sebe seme repr $ (261,000) $ (68,000) 
Revelimet! Gerialinos, WWIS c.casveosssaancaerueasauce $ (659,000) $ (98,000) 
Netsincome(above)eia cts ne percent eopenecncn een (261,000) (68,000) 
Dividemdsipaiclt vytmery see cease tecn party ea ee ware er race 175,500 40,000 
Eveline! Gaines, WANS sccsceccnsenseneooescs $ (744,500) $(126,000) 
GlUNKentaSSEtSs as arse te na ein She Rn OA ea rr $ 268,000 $ 75,000 
Investment in Storm Company ..............-+-.+0-- 216,000 —0- 
LFaTic ods tare amatelon it PALER ASN oh ok OER RING pe, Sf NR eae SN 427,500 58,000 
BUilGingsranckeqUipmmnenta (met) mentee ite een eee 713,000 161,000 
lotalfasSetsw eww osc er ere oe ware ara ane ay rey Se rines $ 1,624,500 $ 294,000 
(Cia loliss ian eco 6 Gan cone opeehe ene ae de aa oes < $ (110,000) $ (19,000) 
Long-term liabilities: stenne te. ten vse een eave een (80,000) (84,000) 
(COMMMANGISOS aed woud Se whee has BoD aR oH GaSe ene Hoe (600,000) (60,000) 
/No lolol! ONWCHINN CEN) osc co uudcuseaueudsusavduae (90,000) (5,000) 
Rewelinetol GreriMlines, WAEWIS) on occssecousessenevocaees (744,500) (126,000) 
Lovell INeloviliites eine} SOW sone uencscosddeuncvnaue $(1,624,500) $(294,000) 


a. Explain how Palm derived the $66,000 balance in the Subsidiary Earnings account. 

b. Prepare a worksheet to consolidate the financial information for these two companies. 

c. Explain how Storm’s individual financial records would differ if the push-down method of 
accounting had been applied. 

Tyler Company acquired all of Jasmine Company’s outstanding stock on January 1, 2009, for $206,000 

in cash. Jasmine had a book value of only $140,000 on that date. However, equipment (having an eight- 

year life) was undervalued by $54,400 on Jasmine’s financial records. A building with a 20-year life 

was overvalued by $10,000. Subsequent to the acquisition, Jasmine reported the following: 


Net Dividends 
Income Paid 
OOO Rae rer eae: $50,000 $10,000 
DONO Meewaa eater: 60,000 40,000 
PACH Re se nee ene arte 30,000 20,000 


In accounting for this investment, Tyler has used the equity method. Selected accounts taken 
from the financial records of these two companies as of December 31, 2011, follow: 


Tyler Jasmine 
Company Company 
[VE EIMIULEIS—OYOTENEMMIMN) va noe acuanocnoanuusaes $(310,000) $(104,000) 
EXPGNSCSHssfatrce karan tenet ou eene earn ran: 198,000 74,000 
Equipment|(Met) sy ensen a eee ee 320,000 50,000 
BUIGINGS (MEO) ssaauadapueanasaapeeanaaas oe 220,000 68,000 
GO MMNMOMES LO CkKanese neers see eee eee tes a ee (290,000) (50,000) 


Retained earnings, 12/31/11 balance .......... (410,000) (160,000) 
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Determine and explain the following account balances as of December 31, 2011: 
a. Investment in Jasmine Company (on Tyler’s individual financial records). 
b. Equity in Subsidiary Earnings (on Tyler’s individual financial records). 
c. Consolidated Net Income. 
d. Consolidated Equipment (net). 
e. Consolidated Buildings (net). 
f Consolidated Goodwill (net). 
g. Consolidated Common Stock. 
h. Consolidated Retained Earnings, 12/31/11. 


31. On January 1, 2010, Picante Corporation acquired 100 percent of the outstanding voting stock of Salsa 
Corporation for $1,765,000 cash. On the acquisition date, Salsa had the following balance sheet: 


GaShinee rant eee rae: $ 14,000 Accounts payable ..... $ 120,000 
Accounts receivable ...... 100,000 Long-term debt ...... 930,000 
TEER Bute de cit are varie nee 700,000 Common stock ....... 1,000,000 
Equipment (net) ........ 1,886,000 Retained earnings ..... 650,000 

$2,700,000 $2,700,000 


At the acquisition date, the following allocation was prepared: 


Fair value of consideration transferred .......... $1,765,000 
Booksvalliekacc Uiecl aerate ira irr rer 1,650,000 
Excess fair value over book value .............. 115,000 
To in-process research and development ...... $44,000 
To equipment (8-yr. remaining life) ........... 56,000 100,000 
To goodwill (indefinite life) ................. $ 15,000 


Although at acquisition date Picante had expected $44,000 in future benefits from Salsa’s in- 
process research and development project, by the end of 2010, it was apparent that the research 
project was a failure with no future economic benefits. 

On December 31, 2011, Picante and Salsa submitted the following trial balances for consolidation: 


Picante Salsa 

AS] Ce icseeap ee act eepea Ge ee raee Se GE eA  e ercera $ (3,500,000) $(1,000,000) 
(COS OF COCCI Solel oceaccvcoocensuooeneess 1,600,000 630,000 
DepreciationfexOensea ese nr eee 540,000 160,000 
SUISSE IMGCING 2oncanccaavcaaecqananasn (203,000) -0- 

INGTHINGONNC ee ee-e erent ote sere elie vat eeete a aL $ (1,563,000) $ (210,000) 
eneiinvetel CeviMinGs WAW seco soedododoauecn $ (3,000,000) $ (800,000) 
NGTIMGON Gs trse eee ee ee ere (1,563,000) (210,000) 
Dividemds!paid?feeewi waren es ats ttre pear 200,000 25,000 

Retained earnings 12/31/11 .............. $ (4,363,000) $ (985,000) 
GAS INicesene et tee ae ee COs ON re OIA $ 228,000 $ 50,000 
/NECOUNNS TECEWAIDG gscncncecsduusvacnnane 840,000 155,000 
[AWEIITO NY cae te. ohare ees Mthe Bah aay etna fie ng 900,000 580,000 
anestinnetane lin) SESE) nnn anacsanunacaaapneane 2,042,000 —0- 
[ATIC heirs: Ree Wier Note Mare AR Ae es aN 3,500,000 700,000 
Eq Uipmmenita(met) ives sunita aetna iar earner ate 5,000,000 1,700,000 
GOOdW lente emer matte ene ener Se Bane eon 290,000 =0= 

Ota lhassetsiee wee ecncacr rene cen erica rere eee $ 12,800,000 $ 3,185,000 
AGGOUMtS Pavablewaanwuy a aeun yam arr $ (193,000) $ (400,000) 
eofnyerweiinn-Clelele Gocunacegdeoundoadepoaone (3,094,000) (800,000) 
GOMMMOMEStOCGK as see ee eee ee een (5,150,000) (1,000,000) 
Reielinetsl @eiinines WYBWA 25cnsccaccconses (4,363,000) (985,000) 

Total liabilities and equities ............... $(12,800,000) $(3,185,000) 


a. Show how Picante derived its December 31, 2011, Investment in Salsa account balance. 
b. Prepare a consolidated worksheet for Picante and Salsa as of December 31, 2011. 
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32. On January 1, Prine, Inc., acquired 100 percent of Lydia Company’s common stock for a fair value 
of $120,000,000 in cash and stock. Lydia’s assets and liabilities equaled their fair values except for 
its equipment, which was undervalued by $500,000 and had a 10-year remaining life. 

Prine specializes in media distribution and viewed its acquisition of Lydia as a strategic move 
into content ownership and creation. Prine expected both cost and revenue synergies from control- 
ling Lydia’s artistic content (a large library of classic movies) and its sports programming specialty 
video operation. Accordingly, Prine allocated Lydia’s assets and liabilities (including $50,000,000 of 
goodwill) to a newly formed operating segment appropriately designated as a reporting unit. 

The fair values of the reporting unit’s identifiable assets and liabilities through the first year of 
operations were as follows. 


Fair Values 


Account 1/1 12/31 

CaS het ete attr cce tee e le WAN A MISE Ree Bd YEE ROE $ 215,000 $ 109,000 
Reeeivables:(net)mteunesc ccc irnie tect ern a are 525,000 897,000 
Mowe loelny @Saye2 i INS) noon cuca sncocceenon 40,000,000 60,000,000 
Broadcast licenses (indefinite life) .............. 15,000,000 20,000,000 
EC Uitonnemt (Osa II) onc nccancsssnacancs 20,750,000 19,000,000 
Gurrenteliabiliticseeeyee eee eee ene ner (490,000) (650,000) 
lomnicRitin CEOs seuageassnanaaenesnanaeanes (6,000,000) (6,250,000) 


However, Lydia’s assets have taken longer than anticipated to produce the expected synergies 
with Prine’s operations. At year-end, Prine reduced its assessment of the Lydia reporting unit’s fair 
value to $110,000,000. 

At December 31, Prine and Lydia submitted the following balances for consolidation: 


Prine, Inc. Lydia Co. 
REVENUES: Mares rere een eet etre ean Be $ (18,000,000) $(12,000,000) 
@PeratingrexemSesaeu ean ea an nanan 10,350,000 11,800,000 
Equity in Lydia earnings .............. (150,000) NA 
DMICeNGS (EC .cccasuckeaneneuoes we 300,000 80,000 
ReweNinetel ermine, WH o2cccaasuescavce (52,000,000) (2,000,000) 
Gash ee eras et Ae ay Meee AP 260,000 109,000 
Receivablest(iet) master tlmer meat 210,000 897,000 
lnnnwessannrernnt ti INWell) . onan ceosancacecas 120,070,000 NA 
BrOad GaSia||GENSCSammn atta a arama nay 350,000 14,014,000 
MoOWe IIN@RY .acscaccceaenssuedoaved 365,000 45,000,000 
EO (UNO (ME) coco ueaonaosececo ben 136,000,000 17,500,000 
(Curent MEMS sno cacao neeanascaoun (755,000) (650,000) 
Longetenmm@ecbtte.. yee owe, cece (22,000,000) (7,250,000) 


(COINMMIOM SWOEK .nncueenueeasnansgvne 


(175,000,000) 


(67,500,000) 


What is the relevant initial test to determine whether goodwill could be impaired? 

At what amount should Prine record an impairment loss for its Lydia reporting unit for the year? 
What is consolidated net income for the year? 

What is the December 31 consolidated balance for goodwill? 

What is the December 31 consolidated balance for broadcast licenses? 


Prepare a consolidated worksheet for Prine and Lydia (Prine’s trial balance should first be 
adjusted for any appropriate impairment loss). 


TAH QRH Ss 


Develop Your 
Skills 


RESEARCH CASE 
OF fe 


Jonas Tech Corporation recently acquired Innovation + Company. The combined firm consists of three 
related businesses that will serve as reporting units. In connection with the acquisition, Jonas requests 
your help with the following asset valuation and allocation issues. Support your answers with references 
to FASB standards as appropriate. 
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Jonas recognizes several identifiable intangibles from its acquisition of Innovation +. It expresses the 
desire to have these intangible assets written down to zero in the acquisition period. 

The price Jonas paid for Innovation + indicates that it paid a large amount for goodwill. However, 
Jonas worries that any future goodwill impairment may send the wrong signal to its investors about the 
wisdom of the Innovation + acquisition. Jonas thus wishes to allocate the combined goodwill of all of 
its reporting units to one account called Enterprise Goodwill. In this way, Jonas hopes to minimize the 
possibility of goodwill impairment because a decline in goodwill in one business unit could be offset by 
an increase in the value of goodwill in another business unit. 


Required 
1. Advise Jonas on the acceptability of its suggested immediate write-off of its identifiable intangibles. 


2. Indicate the relevant factors to consider in allocating the value assigned to identifiable intangibles 
acquired in a business combination to expense over time. 


3. Advise Jonas on the acceptability of its suggested treatment of goodwill. 
4. Indicate the relevant factors to consider in allocating goodwill across an enterprise’s business units. 


SPRINT NEXTEL ANALYSIS CASE 


In 2007 Sprint Nextel Corporation reported a large goodwill impairment loss. Referring to Sprint Nextel’s 
2007 financial statements and applicable financial reporting standards, answer the following questions: 


1. How much goodwill impairment charge did Sprint Nextel report in 2007? 

2. Why did Sprint Nextel write down their goodwill in 2007? What are some other indicators for 
goodwill impairment in general? 

3. How did Sprint Nextel reflect this impairment in financial statements? 

4. How often does Sprint Nextel test its goodwill for impairment and what are the testing steps? 

5. Certain other indefinite-lived intangibles and other long-lived assets (including intangible assets with 
a finite life) are also subject to impairment assessment. Did Sprint Nextel incur any of these impair- 
ment charges in 2007? Explain briefly when and how Sprint Nextel tests these assets for impairment. 

6. Is impairment of goodwill and other intangible assets reversible under U.S. GAAP? How about under 
IFRS? (Refer to FASB Topic 350 Intangibles—Goodwill and Other, and IAS 36 Impairment of Assets) 

7. Is goodwill impaired in the same way under IFRS? Does IFRS also employ a two-step approach for 
goodwill impairment testing? If not, how is goodwill tested for impairment under IFRS? (Refer to 
IAS 36 Impairment of Assets.) 


HISTORICAL ANALYSIS CASE 


Ore 


In July 2001, the FASB issued SEAS 142, which changed the accounting for goodwill and intangible 
assets. Upon adoption of SEAS 1/42, many companies recognized large goodwill impairment losses. For 
example, in 2002, AOL Time Warner (now Time Warner) recorded a $99 billion reduction in the carry- 
ing value of its goodwill—still one of the largest goodwill impairments. The SEAS /42 requirements 
continue under ASC Topic 350, Intangibles—Goodwill and Other. 

Use the AOL Time Warner, Inc., 2002 SEC Form 10-K Annual Report and SEAS 142 to address the 
following issues and questions. 


Required 

1. How did AOL determine the initial amount of goodwill to recognize in its merger with Time Warner? 

2. How did AOL Time Warner determine the $99 billion 2002 impairment charge to its goodwill? What 
procedures will Time Warner follow in the future to assess the value of its goodwill? 

3. What business areas did AOL Time Warner designate as its reporting units? Why is it important to de- 
fine the reporting units? 

4. What effects did SEAS 142 have on AOL Time Warner’s earnings performance both in the short term 
and in the long term? 


5. What is the rationale behind the accounting treatment for goodwill (initial recognition and subsequent 
allocation to income)? 
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EXCEL CASE 1 


CPA On January 1, 2010, Innovus, Inc., acquired 100 percent of the common stock of ChipTech Company for 
skills $670,000 in cash and other fair-value consideration. ChipTech’s fair value was allocated among its net 
assets as follows: 
Fair value of consideration transferred for ChipTech $670,000 
Book value of ChipTech: 
Common stock and APIC $130,000 
Retained earnings 370,000 500,000 
Excess fair value over book value to 170,000 
Trademark (10-year remaining life) 40,000 
Existing technology (5-year remaining life) 80,000 120,000 
Goodwill $ 50,000 


The December 31, 2011, trial balances for the parent and subsidiary follow: 


Innovus ChipTech 
Revenues $ (990,000) $(210,000) 
Cost of goods sold 500,000 90,000 
Depreciation expense 100,000 5,000 
Amortization expense 55,000 18,000 
Dividend income (40,000) =0= 
Net income $ (375,000) $ (97,000) 
Retained earnings 1/1/11 $(1,555,000) $(450,000) 
Net income (375,000) (97,000) 
Dividends paid 250,000 40,000 
Retained earnings 12/31/11 $(1,680,000) $(507,000) 
Current assets $ 960,000 $ 355,000 
Investment in ChipTech 670,000 
Equipment (net) 765,000 225,000 
Trademark 235,000 100,000 
Existing technology —0- 45,000 
Goodwill 450,000 —0- 
Total assets $ 3,080,000 $ 725,000 
Liabilities $ (780,000) (88,000) 
Common stock (500,000) (100,000) 
Additional paid-in capital (120,000) (30,000) 
Retained earnings 12/31/11 (1,680,000) (507,000) 
Total liabilities and equity $(3,080,000) $(725,000) 


Required 
a. Using Excel, compute consolidated balances for Innovus and ChipTech. Either use a worksheet 
approach or compute the balances directly. 


b. Prepare a second spreadsheet that shows a 2011 impairment loss for the entire amount of goodwill 
from the ChipTech acquisition. 


EXCEL CASE 2 


CPA On January 1, 2010, Hi-Speed.com acquired 100 percent of the common stock of Wi-Free Co. for cash 
Skills of $730,000. The consideration transferred was allocated among Wi-Free’s net assets as follows: 
Wi-Free fair value (cash paid by Hi-Speed) $730,000 
Book value of Wi-Free: 
Common stock and APIC $130,000 
Retained earnings 370,000 500,000 


(continued) 
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Excess fair value over book value to $230,000 
In-process R&D 75,000 
Computer software (overvalued) (30,000) 
Internet domain name 120,000 165,000 
Goodwill $ 65,000 


At the acquisition date, the computer software had a 4-year remaining life, and the Internet domain 
name was estimated to have a 10-year life. By the end of 2010, it became clear that the acquired in- 
process research and development would yield no economic benefits and Hi-Speed.com recognized an 
impairment loss. At December 31, 2011, Wi-Free’s accounts payable include a $30,000 amount owed 
to Hi-Speed. 

The December 31, 2011, trial balances for the parent and subsidiary follow: 


Hi-Speed.com Wi-Free Co. 
Revenues $(1,100,000) $(325,000) 
Cost of goods sold 625,000 122,000 
Depreciation expense 140,000 12,000 
Amortization expense 50,000 11,000 
Equity in subsidiary earnings (175,500) —0- 
Net income $ (460,500) $(180,000) 
Retained earnings 1/1/11 $(1,552,500) $(450,000) 
Net income (460,500) (180,000) 
Dividends paid 250,000 50,000 
Retained earnings 12/31/11 $(1,763,000) $(580,000) 
Current assets $ 1,034,000 $ 345,000 
Investment in Wi-Free 856,000 —0- 
Equipment (net) 713,000 305,000 
Computer software 650,000 130,000 
Internet domain name —0- 100,000 
Goodwill == == 
Total assets $ 3,253,000 $ 880,000 
Liabilities $ (870,000) $(170,000) 
Common stock (500,000) (110,000) 
Additional paid-in capital (120,000) (20,000) 
Retained earnings 12/31/11 (1,763,000) _(580,000) 
Total liabilities and equity $(3,253,000) $(880,000) 


Required 
a. Using Excel, prepare calculations showing how Hi-Speed derived the $856,000 amount for its 
investment in Wi-Free. 


b. Using Excel, compute consolidated balances for Hi-Speed and Wi-Free. Either use a worksheet 
approach or compute the balances directly. 


Computer 
Project 


Alternative Investment Methods, Goodwill Impairment, 

and Consolidated Financial Statements 

In this project, you are to provide an analysis of alternative accounting methods for controlling interest 
investments and subsequent effects on consolidated reporting. The project requires the use of a computer 
and a spreadsheet software package (e.g., Microsoft Excel®, etc.). The use of these tools allows you to 
assess the sensitivity of alternative accounting methods on consolidated financial reporting without 
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preparing several similar worksheets by hand. Also, by modeling a worksheet process, you can develop 
a better understanding of accounting for combined reporting entities. 


Consolidated Worksheet Preparation 
You will be creating and entering formulas to complete four worksheets. The first objective is to demon- 
strate the effect of different methods of accounting for the investments (equity, initial value, and partial 
equity) on the parent company’s trial balance and on the consolidated worksheet subsequent to acquisi- 
tion. The second objective is to show the effect on consolidated balances and key financial ratios of rec- 
ognizing a goodwill impairment loss. 

The project requires preparation of the following four separate worksheets: 


Consolidated information worksheet (follows). 
Equity method consolidation worksheet. 
Initial value method consolidation worksheet. 


NLP Ses 


Partial equity method consolidation worksheet. 


If your spreadsheet package has multiple worksheet capabilities (e.g., Excel), you can use sepa- 
rate worksheets; otherwise, each of the four worksheets can reside in a separate area of a single 
spreadsheet. 

In formulating your solution, each worksheet should link directly to the first worksheet. Also, 
feel free to create supplemental schedules to enhance the capabilities of your worksheet. 


Project Scenario 


Pecos Company acquired 100 percent of Suaro’s outstanding stock for $1,450,000 cash on January 1, 
2011, when Suaro had the following balance sheet: 


Assets Liabilities and Equity 

(Cashes nena hee $ 37,000 RiabiliticSeee eee $(422,000) 
Receivables ........... 82,000 
[MEMIWOIN, cnccceeoooese 149,000 Gommonistock eee (350,000) 
ie] no pac eee conat aren meine 90,000 Retained earnings......... (126,000) 
Equipment (net) ........ 225,000 
SOME aadcanesuagene 315,000 

Total assets .......... $898,000 Total liabilities and equity.. $(898,000) 


At the acquisition date, the fair values of each identifiable asset and liability that differed from book 
value were as follows: 


Land $ 80,000 
Brand name 60,000 (indefinite life—unrecognized on Suaro’s books) 
Software 415,000 (2-year estimated useful life) 
In-Process R&D 300,000 
Additional Information 


¢ Although at acquisition date Pecos expected future benefits from Suaro’s in-process research and 
development (R&D), by the end of 2011, it became clear that the research project was a failure with 
no future economic benefits. 

¢ During 2011, Suaro earns $75,000 and pays no dividends. 

e Selected amounts from Pecos and Suaro’s separate financial statements at December 31, 2012, are 
presented in the consolidated information worksheet. All consolidated worksheets are to be prepared 
as of December 31, 2012, two years subsequent to acquisition. 

¢ Pecos’s January 1, 2012, Retained Earnings balance—before any effect from Suaro’s 2011 income— 
is $(930,000) (credit balance). 

¢ Pecos has 500,000 common shares outstanding for EPS calculations and reported $2,943,100 for con- 
solidated assets at the beginning of the period. 


136 Chapter 3 


Following is the consolidated information worksheet. 


A 


Cc 


D 


il December 31, 2012, trial balances 


Pecos 


Suaro 


Revenues 


($1,052,000) 


($427,000) 


Operating expenses 


$ 821,000 


$262,000 


Goodwill impairment loss 


Income of Suaro 


Net income 


($165,000) 


Retained earnings—Pecos 1/1/12 


Retained earnings—Suaro 1/1/12 


($201,000) 


Net income (above) 


5 


($165,000) 


Dividends paid 


200,000 


$ 35,000 


Retained earnings 12/31/12 


2 


($331,000) 


Cash 


195,000 


$ 95,000 


Receivables 


247,000 


$143,000 


Inventory 


415,000 


$197,000 


Investment in Suaro 


? 


Land 


341,000 


$ 85,000 


Equipment (net) 


240,100 


$100,000 


Software 


$312,000 


Other intangibles 
Goodwill 


145,000 


Total assets 


$932,000 


Liabilities 


537,100) 


$251,000 


Common stock 


500,000) 


Retained earnings (above) 


2 


Total liabilities and equity 


? 


( ) 
($350,000) 
($331,000) 
($932,000) 


Fair value allocation schedule 


Price paid 


,450,000 


Book value 


476,000 


Excess initial value 


974,000 


Amortizations 


to land 


10,000) 


2011 


to brand name 


60,000 


to software 
to IPR&D 


100,000 
300,000 


to goodwill 


524,000 


Suaro’s RE changes 


Income 


Dividends 


2011 


$ 75,000 


$ 0 


2012 


$ 165,000 


$ 35,000 
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Project Requirements 


Complete the four worksheets as follows: 


1. 


Input the consolidated information worksheet provided and complete the fair value allocation 
schedule by computing the excess amortizations for 2011 and 2012. 


Using separate worksheets, prepare Pecos’s trial balances for each of the indicated accounting methods 


(equity, initial value, and partial equity). Use only formulas for the Investment in Suaro, the Income 
of Suaro, and Retained Earnings accounts. 


. Using references to other cells only (either from the consolidated information worksheet or from 


the separate method sheets), prepare for each of the three consolidation worksheets: 
e Adjustments and eliminations. 
¢ Consolidated balances. 


Calculate and present the effects of a 2012 total goodwill impairment loss on the following ratios for 
the consolidated entity: 


e Earnings per share (EPS). 
¢ Return on assets. 

e Return on equity. 

¢ Debt to equity. 


Your worksheets should have the capability to adjust immediately for the possibility that all acquisition 
goodwill can be considered impaired in 2012. 


. Prepare a word-processed report that describes and discusses the following worksheet results: 


a. The effects of alternative investment accounting methods on the parent’s trial balances and the fi- 
nal consolidation figures. 

b. The relation between consolidated retained earnings and the parent’s retained earnings under each 
of the three (equity, initial value, partial equity) investment accounting methods. 

c. The effect on EPS, return on assets, return on equity, and debt-to-equity ratios of the recognition 
that all acquisition-related goodwill is considered impaired in 2012. 
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KAPLAN) Please visit the text Web site for the online CPA Simulation. 


Situation: On January 1, Year 1, Big Corporation acquires for $700,000 in cash all of Little Corporation’s 
outstanding voting stock. It was the first such acquisition for either company. On the day prior to the 
transaction, Big and Little reported, respectively, assets of $2 million and $800,000, liabilities of 
$900,000 and $330,000, contributed capital of $300,000 and $100,000, and retained earnings of 
$800,000 and $370,000. Unless otherwise stated, assume that Little Corporation holds a building with a 
book value of $200,000 but a fair value of $300,000. The building has a 10-year remaining life. All of 
Little’s other assets and liabilities are fairly valued in its financial records. 


CPA REVIEW 


Topics to be covered in simulation: 

* Goodwill to be reported. 

¢ Consolidated assets and equities. 
* Consolidated expenses. 

¢ Unrecorded intangible assets. 

* Goodwill impairment. 

e Determination of control. 

¢ Unconsolidated subsidiaries. 

¢ Application of the equity method. 


Consolidated 
Financial 
Statements 
and Outside 
Ownership 


Walmart, Inc., in its 2009 consolidated financial statements, includes the 
accounts of the company and all of its subsidiaries in which a controlling 
interest is maintained. For those consolidated subsidiaries where Wal- 
mart’s ownership is less than 100 percent, the outside stockholders’ 
interests are shown as noncontrolling interests in the stockholders’ equity 
section of its consolidated balance sheet. On its consolidated income 
statement, Walmart also allocates a share of the consolidated net in- 
come to the noncontrolling interest. 

Walmart includes a// of the financial figures generated by both its 
wholly and majority-owned subsidiaries within consolidated financial 
statements. How does Walmart account for the partial ownership inter- 
est of the noncontrolling owners of its subsidiaries? 

A number of reasons exist for one company to hold less than 100 per- 
cent ownership of a subsidiary. The parent might not have had sufficient 
resources available to obtain all of the outstanding stock. As a second pos- 
sibility, a few stockholders of the subsidiary could have elected to retain 
their ownership, perhaps in hope of getting a better price at a later date. 

Lack of total ownership is frequently encountered with foreign sub- 
sidiaries. The laws of some countries prohibit outsiders from maintaining 
complete control of domestic business enterprises. In other areas of the 
world, a parent can seek to establish better relations with a subsidiary’s 
employees, customers, and local government by maintaining some per- 
centage of native ownership. 

Regardless of the reason for owning less than 100 percent, the parent 
consolidates the financial data of every subsidiary when control is pre- 
sent. As discussed in Chapter 2, complete ownership is not a prerequisite 
for consolidation. A single economic entity is formed whenever one 
company is able to control the decision-making process of another. 

Although most parent companies do possess 100 percent ownership 
of their subsidiaries, a significant number, such as Walmart, establish con- 
trol with a lesser amount of stock. The remaining outside owners are 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 ~_Understand that complete 
ownership is not a pre- 
requisite for the formation 
of a business combination. 

LO2 Describe the valuation 
principles underlying the 
acquisition method of 
accounting for the non- 
controlling interest. 

LO3 = Allocate goodwill acquired 
in a business combination 
across the controlling and 
noncontrolling interests. 

LO4 = Allocate consolidated net 
income across the controlling 
and noncontrolling interests. 

LO5 Identify and calculate the 
four noncontrolling 
interest figures that must 
be included within the 
consolidation process and 
prepare a consolidation 
worksheet in the presence 
of a noncontrolling interest. 

LO6 Identify appropriate place- 
ments for the components 
of the noncontrolling 
interest in consolidated 
financial statements. 

LO7 Determine the effect on 
consolidated financial 
statements of a control 
premium paid by the parent. 

LO8 Understand the impact on 
consolidated financial 
statements of a midyear 
acquisition. 

LO9 Understand the impact on 
consolidated financial 
statements when a step 
acquisition has taken place. 

LO10_ Record the sale of a subsidiary 
(or a portion of its shares). 

LO11_ Understand the principles of 
the legacy purchase method 
in accounting for a noncon- 


trolling interest. 
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LO1 


Understand that complete 
ownership is not a prerequisite 
for the formation of a business 
combination. 


collectively referred to as a noncontrolling interest, which replaces the traditional term 
minority interest.' The presence of these other stockholders poses a number of reporting 
questions for the accountant. Whenever less than 100 percent of a subsidiary’s voting stock 
is held, how should the subsidiary’s accounts be valued within consolidated financial state- 
ments? How should the presence of these additional owners be acknowledged? 


CONSOLIDATED FINANCIAL REPORTING IN THE PRESENCE 
OF A NONCONTROLLING INTEREST 


EXHIBIT 4.1 
Noncontrolling Interest— 
Date of Acquisition 


Noncontrolling Interest Defined 
The authoritative accounting literature defines a noncontrolling interest as follows: 


The ownership interests in the subsidiary that are held by owners other than the parent is a 
noncontrolling interest. The noncontrolling interest in a subsidiary is part of the equity of the 
consolidated group. [FASB ASC (para. 810-10-45-15)] 


When a parent company acquires a controlling ownership interest with less than 100 percent 
of a subsidiary’s voting shares, it must account for the noncontrolling shareholders’ interest in 
its consolidated financial statements. The noncontrolling interest represents an additional set 
of owners who have legal claim to the subsidiary’s net assets. 

Exhibit 4.1 provides a framework for introducing two fundamental valuation challenges in 
accounting and reporting for a noncontrolling interest. The issues focus on how the parent, in 
its consolidated financial statements, should 


¢ Assign values to the noncontrolling interest’s share of the subsidiary’s assets and liabilities? 
e Value and disclose the presence of the other owners? 


The answer to both of these questions involves fair value. The acquisition method captures the 
subsidiary’s fair value as the relevant attribute for reporting the financial effects of a business 
combination. Fair values also provide for managerial accountability to investors and creditors 
for assessing the success or failure of the combination. 


Control and Accountability 


In acquiring a controlling interest, a parent company becomes responsible for managing all 
the subsidiary’s assets and liabilities even though it may own only a partial interest. If a par- 
ent can control the business activities of its subsidiary, it directly follows that the parent is ac- 
countable to its investors and creditors for all of the subsidiary’s assets, liabilities, and profits. 


'The term minority interest had been used almost universally to identify the presence of other outside 
owners. However, current standards refer to these outside owners as the noncontrolling interest. 
Because this term is more descriptive, it is used throughout this textbook. 


PARENT AND 70% OWNED SUBSIDIARY COMPANIES 
Consolidated Balance Sheet 
Date of Acquisition 


Parent's assets Parent's liabilities 
Subsidiary’s assets Subsidiary’s liabilities 
Parent company owners’ equity 
¢ 100% of parent's net assets 
¢ 70% of subsidiary’s net assets 
Noncontrolling owners’ interest 
¢ 30% of subsidiary net assets 


LO2 


Describe the valuation principles 
underlying the acquisition 
method of accounting for the 
noncontrolling interest. 
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To provide a complete picture of the acquired subsidiary requires fair-value measurements 
for both the subsidiary and the individual assets and liabilities. Thus, for business combina- 
tions involving less-than-100 percent ownership, the acquirer recognizes and measures at the 
acquisition date the 


¢ Identifiable assets acquired and liabilities assumed at their full fair values. 
¢ Noncontrolling interest at fair value. 
¢ Goodwill or a gain from a bargain purchase. 


In concluding that consolidated statements involving a noncontrolling interest should initially 
show all of the subsidiary’s assets and liabilities at their full fair values, the 2005 FASB expo- 
sure draft Business Combinations (para. B23.a.) observed 


The acquirer obtains control of the acquiree at the acquisition date and, therefore, becomes re- 
sponsible and accountable for all of the acquiree’s assets, liabilities, and activities, regardless of 
the percentage of its ownership in the investee. 

...an important purpose of financial statements is to provide users with relevant and reliable 
information about the performance of the entity and the resources under its control. That applies 
regardless of the extent of the ownership interest a parent holds in a particular subsidiary. The 
Boards concluded that measurement at fair value enables users to better assess the cash generat- 
ing abilities of the identifiable net assets acquired in the business combination and the account- 
ability of management for the resources entrusted to it. 


Thus, even though a company acquires less than 100 percent of another firm, the acquisition 
method requires that the acquiring company include in its acquisition-date consolidated 
statements 100 percent of each of the assets acquired and each of the liabilities assumed at 
their full fair values. This requirement stands in marked contrast to the former purchase 
method that focused on cost accumulation and allocation. Under the former purchase method, 
the parent allocated the purchase cost only to the percentage acquired of each subsidiary asset 
and liability. Thus, prior to the acquisition method, subsidiary assets and liabilities were 
measured partially at fair value and partially at the subsidiary’s carryover (book) value. The 
current requirements help ensure that managements are accountable for the entire fair value of 
their acquisitions. However, as discussed below, compared to situations where 100 percent of 
a firm is acquired, measuring subsidiary fair value when accompanied by a noncontrolling in- 
terest presents some special challenges. 


Subsidiary Acquisition-Date Fair Value in the Presence 
of a Noncontrolling Interest 


When a parent company acquires a less-than-100 percent controlling interest in another firm, the 
acquisition method requires a determination of the acquisition-date fair value of the acquired 
firm for consolidated financial reporting. The total acquired firm fair value in the presence of a 
partial acquisition is the sum of the following two components at the acquisition date: 


e The fair value of the controlling interest. 
e The fair value of the noncontrolling interest. 


The sum of these two components then serves as the starting point for the parent in valuing 
and recording the subsidiary acquisition. If the sum exceeds the collective fair values of the 
net identifiable assets acquired and liabilities assumed, then goodwill is recognized. Conversely, 
if the collective fair values of the net identifiable assets acquired and liabilities assumed exceed 
the total fair value, the acquirer recognizes a gain on bargain purchase. 

Measurement of the controlling interest fair value remains straightforward in the vast ma- 
jority of cases—the consideration transferred by the parent typically provides the best evi- 
dence of fair value of the acquirer’s interest. However, there is no parallel consideration 
transferred available to value the noncontrolling interest. Therefore, the parent must employ 


2 As noted in Chapter 2, exceptions to the fair value measurement principle include deferred taxes, certain 
employee benefits, indemnification assets, reacquired rights, share-based awards, and assets held for sale. 
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other valuation techniques to estimate the fair value of the noncontrolling interest at the ac- 
quisition date. 

Usually, a parent can rely on readily available market trading activity to provide a fair val- 
uation for its subsidiary’s noncontrolling interest. Market trading prices for the noncontrolling 
interest shares in the weeks before and after the acquisition provide an objective measure of 
their fair value. The fair value of these shares then becomes the initial basis for reporting the 
noncontrolling interest in consolidated financial statements. 

Acquirers frequently must pay a premium price per share to garner sufficient shares to en- 
sure a controlling interest. A control premium, however, typically is needed only to acquire 
sufficient shares to obtain a controlling interest. The remaining (noncontrolling interest) 
shares no longer provide the added benefit of transferring control to the new owner, and, there- 
fore, may sell at a price less than the shares that yielded control. Such control premiums are 
properly included in the fair value of the controlling interest, but usually do not affect the fair 
values of the remaining subsidiary shares. Therefore, separate independent valuations for the 
controlling and noncontrolling interests are typically best for measuring the total fair value of 
the subsidiary. 

In the absence of fair value evidence based on market trades, firms must turn to less objec- 
tive measures of noncontrolling interest fair value. For example, comparable investments may 
be available to estimate fair value. Alternatively, valuation models based on subsidiary dis- 
counted cash flows or residual income projections can be employed to estimate the acquisition- 
date fair value of the noncontrolling interest. Finally, if a control premium is unlikely, the 
consideration paid by the parent can be used to imply a fair value for the entire subsidiary. 
The noncontrolling interest fair value is then simply measured as its percentage of this im- 
plied subsidiary fair value. 


Noncontrolling Interest Fair Value as Evidenced by Market Trades 

In the majority of cases, direct evidence based on market activity in the outstanding subsidiary 
shares (not owned by the parent) will provide the best measure of acquisition-date fair value 
for the noncontrolling interest. For example, assume that Parker Corporation wished to acquire 
9,000 of the 10,000 outstanding equity shares of Strong Company and projected substantial 
synergies from the proposed acquisition. Parker estimated that a 100 percent acquisition was 
not needed to extract these synergies. Also, Parker projected that financing more than a 90 per- 
cent acquisition would be too costly. 

Parker then offered all of Strong’s shareholders a premium price for up to 90 percent of the 
outstanding shares. To induce a sufficient number of shareholders to sell, Parker needed to of- 
fer $70 per share, even though the shares had been trading in the $59 to $61 range. During the 
weeks following the acquisition, the 10 percent noncontrolling interest in Strong Company 
continues to trade in the $59 to $61 range. 

In this case, the $70 per share price paid by Parker does not appear representative of the fair 
value of all the shares of Strong Company. The fact that the noncontrolling interest shares con- 
tinue to trade around $60 per share indicates a $60,000 fair value for the 1,000 shares not 
owned by Parker. Therefore, the valuation of the noncontrolling interest is best evidenced by 
the traded fair value of Strong’s shares, not the price paid by Parker. 

The $70 share price paid by Parker nonetheless represents a negotiated value for the 
9,000 shares. In the absence of any evidence to the contrary, Parker’s shares have a fair value 
of $630,000 incorporating the additional value Parker expects to extract from synergies with 
Strong. Thus the fair value of Strong is measured as the sum of the respective fair values of the 
controlling and noncontrolling interests as follows: 


Fair value of controlling interest ($70 X 9,000 shares) ................. $630,000 
Fair value of noncontrolling interest ($60 X 1,000 shares) .............. 60,000 
Total acquisition-date fair value of Strong Company ................. $690,000 


At the acquisition date, Parker assessed the total fair value of Strong’s net identifiable assets 
at $600,000. Therefore, we compute goodwill as the excess of the total fair value of the firm 
over the sum of the fair values of the identifiable net assets as follows: 


LO3 


Allocate goodwill acquired in a 
business combination across the 
controlling and noncontrolling 
interests. 
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Total acquisition-date fair value of Strong Company...............-... $690,000 
Fair value of net identifiable net assets acquired ................0000. 600,000 
GOOGWIIN 4542 a ccea doc nto dat eaten dated pa Bios, apatites, afeticns, ameiacncs dana ave $ 90,000 


Allocating Acquired Goodwill to the Controlling and Noncontrolling Interests To provide 
a basis for potential future allocations of goodwill impairment charges, acquisition-date good- 
will should be apportioned across the controlling and noncontrolling interests. The parent first 
allocates goodwill to its controlling interest for the excess of the fair value of the parent’s 
equity interest over its share of the fair value of the net identifiable assets. Any remaining 
goodwill is then attributed to the noncontrolling interest. As a result, goodwill allocated to the 
controlling and noncontrolling interests will not always be proportional to the percentages 
owned. Continuing the Parker and Strong example, all of the acquisition goodwill is allocated 
to the controlling interest as follows: 


Controlling Noncontrolling 
Interest Interest 
Fair value at acquisition date ................... $630,000 $60,000 
Relative fair value of identifiable net 
assets acquired (90% and 10%) ................ 540,000 60,000 
GOOOW III sicsnc- daa odoin centre Sa SR Niel sR ats Shad ane es $ 90,000 —0- 


In the unlikely event that the noncontrolling interest’s proportionate share of the subsidiary’s 
net asset fair values exceeds its total fair value, such an excess would serve to reduce the 
goodwill recognized by the parent. For example, if Strong’s 10 percent noncontrolling inter- 
est had a fair value of $55,000, Strong’s total fair value would equal $685,000, and goodwill 
(all allocated to the controlling interest) would decrease to $85,000. Alternatively, if Strong’s 
10 percent noncontrolling interest had a fair value of $70,000, Strong’s total fair value would 
equal $700,000. In this case, goodwill would equal $100,000 with $90,000 allocated to the 
controlling interest and $10,000 allocated to the noncontrolling interest. Finally, if the total 
fair value of the acquired firm is less than the collective sum of its net identifiable assets, a 
bargain purchase occurs. In such rare combinations, the parent recognizes the entire gain on 
bargain purchase in current income. In no case is any amount of the gain allocated to the non- 
controlling interest. 


Noncontrolling Interest Fair Value Implied by Parent’s 

Consideration Transferred 

In other cases, especially when a large percentage of the acquiree’s voting stock is purchased, 
the consideration paid by the parent may be reflective of the acquiree’s total fair value. For ex- 
ample, again assume Parker pays $70 per share for 9,000 shares of Strong Company repre- 
senting a 90 percent equity interest. Also assume that the remaining 1,000 noncontrolling 
interest shares are not actively traded. If there was no compelling evidence that the $70 acqui- 
sition price was not representative of all of Strong’s 10,000 shares, then it appears reasonable 
to estimate the fair value of the 10 percent noncontrolling interest using the price paid by 
Parker. The total fair value of Strong Company is then estimated at $700,000 and allocated as 
follows: 


Fair value of controlling interest ($70 X 9,000 shares)..............0.. $630,000 
Fair value of noncontrolling interest ($70 X 1,000 shares).............. 70,000 
Total fair value of Strong Company .............00 0020 cece ee $700,000 


Note that in this case, because the price per share paid by the parent equals the noncontrolling 
interest per share fair value, goodwill is recognized proportionately across the two ownership 
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groups. Assuming again that the collective fair value of Strong’s net identifiable assets equals 
$600,000, goodwill is recognized and allocated as follows: 


Controlling Noncontrolling 


Interest Interest 

Fair value at acquisition date ........ 2.0... 00.000 e ee $630,000 $70,000 
Relative fair value of net assets acquired (90% and 10%) ... 540,000 60,000 
Goodwill 0... eens $ 90,000 $10,000 


ALLOCATING THE SUBSIDIARY’S NET INCOME TO THE PARENT 
AND NONCONTROLLING INTERESTS 


LO4 


Allocate consolidated net 
income across the controlling 
and noncontrolling interests. 


Subsequent to acquisition, the subsidiary’s net income must be allocated to its owners—the 
parent company and the noncontrolling interest—to properly measure their respective equity 
in the consolidated entity. Although current accounting standards require that net income and 
comprehensive income be attributed to the parent and the noncontrolling interest, they do not 
provide detailed guidance for making that attribution. Thus it is possible that certain acquired 
subsidiary assets may not benefit the parent and noncontrolling interest in a manner propor- 
tional to their interests. Nonetheless, we expect that such nonproportional benefits will be the 
exception rather than the rule. 

In this text we will assume in all cases that the relative ownership percentages of the parent 
and noncontrolling interest represent an appropriate basis for attributing all elements (includ- 
ing excess acquisition-date fair-value amortizations for identifiable assets and liabilities) of a 
subsidiary’s income across the ownership groups. Including the excess fair-value amortiza- 
tions is based on the assumption that the noncontrolling interest represents equity in the sub- 
sidiary’s net assets as remeasured on the acquisition date. 

To illustrate, again assume that Parker acquires 90 percent of Strong Company. Further as- 
sume that $30,000 of annual excess fair-value amortization results from increasing Strong’s 
acquisition-date book values to fair values. If Strong reports revenues of $280,000 and ex- 
penses of $200,000 based on its internal book values, then the noncontrolling interest share of 
Strong’s income can be computed as follows: 


Noncontrolling Interest in Strong Company Net Income 


REVO MCS 3 crete Feats hus east ti, eee Bt aa aw apie  Aeckn Moenentiecs $280,000 
EXDEGNSES: 25 eduik adie br ptied amare doce Gy bd s Sea cde atten ene 200,000 
Subsidiary Strong net income ................0..00200 00s $ 80,000 
Excess acquisition-date fair-value amortization............... 30,000 

Net income adjusted for excess amortizations ........... $ 50,000 

Noncontrolling interest percentage .................00- 10% 
Noncontrolling interest share of subsidiary net income ........ $ 5,000 


As a procedural matter, the $5,000 noncontrolling interest in the subsidiary net income is then 
simply subtracted from the combined entity’s consolidated net income to derive the parent’s in- 
terest in consolidated net income. Note that the noncontrolling shareholders have a 10 percent 
interest in the subsidiary company, but no interest in the parent firm. 


PARTIAL OWNERSHIP CONSOLIDATIONS (ACQUISITION METHOD) 


LO5 


Identify and calculate the four 
noncontrolling interest figures 
that must be included within 
the consolidation process and 
prepare a consolidation work- 
sheet in the presence of a non- 
controlling interest. 


Having reviewed the basic concepts underlying the acquisition method of accounting for a 
noncontrolling interest, we now concentrate on the mechanical aspects of the consolidation 
process when an outside ownership is present. More specifically, we examine consolidations 
for time periods subsequent to the date of acquisition to analyze the full range of accounting 
complexities created by a noncontrolling interest. As indicated previously, this discussion cen- 
ters on the acquisition method as required under generally accepted accounting principles. 


Discussion Question 


In considering its proposed statement of financial accounting standards on business combi- 
nations, the FASB received numerous comment letters. Many of these letters addressed the 
FASB’s proposed adoption of the economic unit concept as a valuation basis for less-than- 
100 percent acquisitions. A sampling of these letters includes the following observations: 


Bob Laux, Microsoft: Microsoft agrees with the Board that the principles underlying 
standards should strive to reflect the underlying economics of transactions and 
events. However, we do not believe the Board’s conclusion that recognizing the 
entire economic value of the acquiree, regardless of the ownership interest in the 
acquiree at the acquisition date, reflects the underlying economics. 

Patricia A. Little, Ford Motor Company: We agree that recognizing 100 percent of the 
fair value of the acquiree is appropriate. We believe that this is crucial in erasing 
anomalies which were created when only the incremental ownership acquired was 
fair valued and the minority interest was reflected at its carryover basis. 

Sharilyn Gasaway, Alltell Corporation: One of the underlying principles . . . is that the 
acquirer should measure and recognize the fair value of the acquiree as a whole. If 
100 percent of the ownership interests are acquired, measuring and recognizing 100 per- 
cent of the fair value is both appropriate and informative. However, if less than 100 per- 
cent of the ownership interests are acquired, recognizing the fair value of 100 percent 
of the business acquired is not representative of the value actually acquired. In the 
instance in which certain minority owners retain their ownership interest, recognizing 
the fair value of the minority interest does not provide sufficient benefit to financial 
statement users to justify the additional cost incurred to calculate that fair value. 

PricewaterhouseCoopers: We agree that the noncontrolling interest should be recorded 
at its fair value when it is initially recorded in the consolidated financial statements. As 
such, when control is obtained in a single step, the acquirer would record 100 percent of 
the fair value of the assets acquired (including goodwill) and liabilities assumed. 

Loretta Cangialosi, Pfizer: While we understand the motivation of the FASB to account 
for all elements of the acquisition transaction at fair value, we are deeply concerned 
about the practice issues that will result. The heavy reliance on expected value tech- 
niques, use of the hypothetical market participants, the lack of observable markets, 
and the obligation to affix values to “possible” and even “remote” scenarios, among 
other requirements, will all conspire to create a standard that will likely prove to be 
nonoperational, unauditable, representationally unfaithful, abuse-prone, costly, and 
of limited (and perhaps negative) shareholder value. 


Do you think the FASB made the correct decision in requiring consolidated financial state- 
ments to recognize all subsidiary’s assets and liabilities at fair value regardless of the per- 
centage ownership acquired by the parent? 


The acquisition method focuses on incorporating in the consolidated financial statements 
100 percent of the subsidiary’s assets and liabilities at their acquisition-date fair values. Note 
that subsequent to acquisition, changes in fair values for assets and liabilities are not recog- 
nized.? Instead, the subsidiary assets acquired and liabilities assumed are reflected in future 
consolidated financial statements using their acquisition-date fair values net of subsequent 
amortizations (or possibly reduced for impairment). 

The presence of a noncontrolling interest does not dramatically alter the consolidation pro- 
cedures presented in Chapter 3. The unamortized balance of the acquisition-date fair-value al- 
location must still be computed and included within the consolidated totals. Excess fair-value 


3 Exceptions common to all firms (whether subject to consolidation or not) include recognizing changing fair 
values for marketable equity securities and other financial instruments. 
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EXHIBIT 4.2 
Subsidiary Accounts— 
Date of Acquisition 


PAWN COMPANY 
Account Balances 
January 1, 2011 


Book Value Fair Value Differences 
GUnmemtcaSSetS ea wee ae ee or ee aes eg ee $ 440,000 $ 440,000 -0- 
Trademarks (indefinite life) ............... 260,000 320,000 $ 60,000 
Patented technology (20-year life).......... 480,000 600,000 120,000 
Equipment (10-year life) ................. 110,000 100,000 (10,000) 
Long-term liabilities (8 years to maturity)... .. (550,000) (510,000) 40,000 
INGi#aSSetSero erences erie ote cic one meaner $ 740,000 $ 950,000 $210,000 
GOMMONMEStOCK ewe a eer ey $(230,000) 
Nevelineel cenimines, WWI scocseeaseuaneaa (510,000) 


Note: Parentheses indicate a credit balance. 


amortization expenses of these allocations are recognized each year as appropriate. Recipro- 
cal balances are eliminated. Beyond these basic steps, the valuation and recognition of four 
noncontrolling interest balances add a new dimension to the process of consolidating financial 
information. The parent company must determine and then enter each of these figures when 
constructing a worksheet: 


¢ Noncontrolling interest in the subsidiary as of the beginning of the current year. 

¢ Noncontrolling interest in the subsidiary’s current year income. 

¢ Noncontrolling interest in the subsidiary’s dividend payments. 

¢ Noncontrolling interest as of the end of the year (found by combining the three balances above). 


To illustrate, assume that King Company acquires 80 percent of Pawn Company’s 100,000 
outstanding voting shares on January 1, 2011, for $9.75 per share or a total of $780,000 cash 
consideration. Further assume that the 20 percent noncontrolling interest shares traded both 
before and after the acquisition date at an average of $9.75 per share. The total fair value of 
Pawn to be used initially in consolidation is thus as follows: 


Consideration transferred by King ($9.75 X 80,000 shares) ........... $780,000 
Noncontrolling interest fair value ($9.75 X 20,000 shares) ............ 195,000 
Pawn’'s total fair value at January 1,2011 ........ 2.0.0.0... 2c eee eee $975,000 


Exhibit 4.2 presents the book value of Pawn’s accounts as well as the fair value of each asset 
and liability on the acquisition date. Pawn’s total fair value is attributed to Pawn’s assets and 
liabilities as shown in Exhibit 4.3. Annual amortization relating to these allocations also is in- 
cluded in this schedule. Although expense figures are computed for only the initial years, 
some amount of amortization is recognized in each of the 20 years following the acquisition 
(the life assumed for the patented technology). 

Exhibit 4.3 shows first that all identifiable assets acquired and liabilities assumed are ad- 
justed to their full individual fair values at the acquisition date. The noncontrolling interest will 
share proportionately in these fair-value adjustments. Exhibit 4.3 also shows that any excess fair 
value not attributable to Pawn’s identifiable net assets is assigned to goodwill. Because the con- 
trolling and noncontrolling interests’ acquisition-date fair values are identical at $9.75 per 
share, the resulting goodwill is allocated proportionately across these ownership interests. 

Consolidated financial statements will be produced for the year ending December 31, 
2012. This date is arbitrary. Any time period subsequent to 2011 could serve to demonstrate 
the applicable consolidation procedures. Having already calculated the acquisition-date fair- 
value allocations and related amortization, the accountant can construct a consolidation of 
these two companies along the lines demonstrated in Chapter 3. Only the presence of the 
20 percent noncontrolling interest alters this process. 


EXHIBIT 4.3 
Excess Fair 
Value Allocations 
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KING COMPANY AND 80% OWNED SUBSIDIARY PAWN COMPANY 
Fair-Value Allocation and Amortization 
January 1, 2011 


Estimated Annual Excess 
Allocation Life (years) Amortizations 
Pawn’s acquisition-date fair value (100%) .... $975,000 
Pawn's acquisition date book value (100%) .. (740,000) 
Fair value in excess of book value .......... $235,000 
Adjustments (100%) to 
Trademarks (indefinite life) ............ $ 60,000 indefinite -0- 
Patented technology (20-year life) ...... 120,000 20 6,000 
Equipment (10-year life).............. (10,000) 10 (1,000) 
Long-term liabilities (8 years to maturity) . 40,000 8 5,000 
Goodwill (indefinite life) ................. $ 25,000 indefinite -0- 
Annual amortizations of excess fair value 
over book value (initial years)............ $ 10,000 


Goodwill Allocation to the Controlling and Noncontrolling Interests 


Controlling Noncontrolling 


Interest Interest Total 
Fair value at acquisition date .............. $780,000 $195,000 $975,000 
Relative fair value of Pawn’s identifiable 
net assets (80% and 20%) .............. 760,000 190,000 950,000 
Goodwill ay eee ee ee oe ee $ 20,000 $ 5,000 $ 25,000 


To complete the information needed for this combination, assume that Pawn Company re- 
ports the following changes in retained earnings since King’s acquisition: 


Current year (2012) 


Net income ..... 0... cece teen eben ete eenas $ 90,000 
Less? DIVIGENOS Pal) occas ocd aad che oa he Sod ee da oe veges (50,000) 
Increase in retained earnings ..........0.. 0.00. cee $ 40,000 


Prior years (only 2011 in this illustration): 
Increase in retained earnings ..........0..0 000. ee $ 70,000 


Assuming that King Company applies the equity method, the Investment in Pawn Company 
account as of December 31, 2012, can be constructed as shown in Exhibit 4.4. Note that the 
$852,000 balance is computed based on applying King’s 80 percent ownership to Pawn’s in- 
come (less amortization) and dividends. Although 100 percent of the subsidiary’s assets and 
liabilities will be combined in consolidation, the internal accounting for King’s investment in 
Pawn is based on its 80 percent ownership. This technique facilitates worksheet adjustments 
that allocate various amounts to the noncontrolling interest. Exhibit 4.5 presents the separate 
financial statements for these two companies as of December 31, 2012, and the year then 
ended, based on the information provided. 


Consolidated Totals 


Although the inclusion of a 20 percent outside ownership complicates the consolidation 
process, the 2012 totals to be reported by this business combination can nonetheless be deter- 
mined without the use of a worksheet: 


° Revenues = $1,340,000. The revenues of the parent and the subsidiary are added together. 
The acquisition method includes the subsidiary’s revenues in total although King owns only 
80 percent of the stock. 
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EXHIBIT 4.4 
Equity Method 
Investment Balance 


EXHIBIT 4.5 
Separate Financial 
Records 


KING COMPANY 
Investment in Pawn Company 
Equity Method 
December 31, 2012 


/Neco[uishiieta (tla iol SOVs MMS 25 accnvoeuapeoewenencasa $780,000 
Prior year (2011): 

Increase in retained earnings (80% x $70,000) ............ $56,000 

Excess amortization expenses (80% $10,000) (Exhibit 4.3) . . (8,000) 48,000 
Current year (2012): 

Incomeraccnuall(SO%r<a$90,000)Nee eee ee eee 72,000 

Excess amortization expense (80% x $10,000) (Exhibit 4.3)... (8,000) 

O(UIIAY (in) SULOSICHEINY GENIC .cacccquescotsasenonenaace 64,000* 

Dividends received (80% X $50,000).................... (40,000) 24,000 

Balam@e reli 2/3i 11/112 sarees ante acemenee renner eeeyetrenvee Susp -erenaun ne aane $852,000 

*This figure appears in King’s 2012 income statement. See Exhibit 4.5. 
KING COMPANY AND PAWN COMPANY 
Separate Financial Statements 
For December 31, 2012, and the Year Then Ended 
King Pawn 

REVENMCS ane spee en cate A Nee Ste 2 eMC pi NI wn ASE Tree Daan $ (910,000) $ (430,000) 
Eostiongoodsisoldiee erences ceeie ce emer eee 344,000 200,000 
DepreclatiomrexDeMse! anne an aaccace me he anes a Acne 60,000 20,000 
AMORUZaviONkeXDEMSG) atmo ce ere eee 100,000 75,000 
INTERESTEXDOMS Cio sens serene Sens ces unre rein eee Races en ee 70,000 45,000 
Equity in subsidiary earnings (see Exhibit 4.4)............. (64,000) —0- 

INTETENUAL@ Ol ALE? ah perce me ere eee eto een oem tne eon cela I $ (400,000) $ (90,000) 
ReINeCl eenMings, WWI cconcoccdocnnengoeensone sede $ (860,000) $ (580,000) 
INFe\elarctolneHEloYeiel Reet ns eo ee Aaah eR Ad bed pea (400,000) (90,000) 
IDWivaKo fatalois# stelle li eunaen tenencea eens on aan ee ay cas Seep 60,000 50,000 

EMEINEC GENIN, IASWAZ cansccnccneccunonnseans $(1,200,000) $ (620,000) 
LSUULCUNIGEIIT SS arog fe A tee Sve: ets ta ee nee eee ee Sees eee a $ 726,000 $ 445,000 
SIRAGEMArKS: eres re-s ee re eee enone Ree RIE ee meaty 304,000 295,000 
Patentedstechnologyies wimeatwan sere ta eleiie are ew rc 880,000 540,000 
EQUIDINEME(MEL) men mere er wnare eee eee nee eee 390,000 160,000 
Investment in Pawn Company (see Exhibit 4.4) ........... 852,000 —0- 

TOtalFASSelSaautens oy tek Re ee eee ie reer $ 3,152,000 $ 1,440,000 
lolnee rem UEINNES fos ueed ents degduseeudeweee eb eee $(1,082,000) $ (590,000) 
GOMMONpStOG ketene pe ems ern envee ean acy re Me Is (870,000) (230,000) 
REWEINEC! GEVMINGS, WWW o.¢ccccdusengcedanemsguar (1,200,000) (620,000) 

Votiell INV oyMIes elnvel- VC UIWES 1 noo ancoceaceoopneouns $(3,152,000) $(1,440,000) 
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Cost of Goods Sold = $544,000. The parent and subsidiary balances are added together. 
Depreciation Expense = $79,000. The parent and subsidiary balances are added together 
along with the $1,000 reduction in equipment depreciation as indicated in Exhibit 4.3. 
Amortization Expense = $181,000. The parent and subsidiary balances are added together 
along with the $6,000 additional patented technology amortization expense as indicated in 
Exhibit 4.3. 

Interest Expense = $120,000. The parent and subsidiary balances are added along with an 
additional $5,000. Exhibit 4.3 shows Pawn’s long-term debt reduced by $40,000 to fair 
value. Because the maturity value remains constant, the $40,000 represents a discount 
amortized to interest expense over the remaining eight-year life of the debt. 

Equity in Subsidiary Earnings = —0—. The parent’s investment income is eliminated so 
that the subsidiary’s revenues and expenses can be included in the consolidated totals. 
Consolidated Net Income = $416,000. The consolidated entity’s total earnings before allo- 
cation to the controlling and noncontrolling ownership interests. 


Noncontrolling Interest in Subsidiary’s Income = $16,000. The outside owners are as- 
signed 20 percent of Pawn’s reported income of $90,000 less $10,000 total excess fair-value 
amortization. The acquisition method shows this amount as an allocation of consolidated 
net income. 

Net Income to Controlling Interest = $400,000. The acquisition method shows this amount 
as an allocation of consolidated net income. 

Retained Earnings, 1/1 = $860,000. The parent company figure equals the consolidated 
total because the equity method was applied. If the initial value method or the partial 
equity method had been used, the parent’s balance would require adjustment to include any 
unrecorded figures. 

Dividends Paid = $60,000. Only the parent company balance is reported. Eighty percent 
of the subsidiary’s payments were made to the parent and are eliminated. The remaining 
distribution was made to the outside owners and serves to reduce the noncontrolling inter- 
est balance. 

Retained Earnings, 12/31 = $1,200,000. The balance is found by adding the control- 
ling interest’s share of consolidated net income to the beginning Retained Earnings bal- 
ance and then subtracting the dividends paid to the controlling interest. Because the 
equity method is utilized, the parent company figure reflects the total for the business 
combination. 

Current Assets = $1,171,000. The parent’s and subsidiary’s book values are added. 
Trademarks = $659,000. The parent’s book value is added to the subsidiary’s book value 
plus the $60,000 allocation of the acquisition-date fair value (see Exhibit 4.3). 

Patented Technology = $1,528,000. The parent’s book value is added to the subsidiary’s 
book value plus the $120,000 excess fair-value allocation less two years’ excess amortiza- 
tions of $6,000 per year (see Exhibit 4.3). 

Equipment = $542,000. The parent’s book value is added to the subsidiary’s book value 
less the $10,000 acquisition-date fair-value reduction plus two years’ expense reductions of 
$1,000 per year (see Exhibit 4.3). 

Investment in Pawn Company = —0-—. The balance reported by the parent is eliminated so 
that the subsidiary’s assets and liabilities can be included in the consolidated totals. 
Goodwill = $25,000. The original allocation shown in Exhibit 4.3 is reported. 

Total Assets = $3,925,000. This balance is a summation of the consolidated assets. 
Long-Term Liabilities = $1,642,000. The parent’s book value is added to the subsidiary’s 
book value less the $40,000 acquisition-date fair-value allocation net of two years’ amorti- 
zations of $5,000 per year (see Exhibit 4.3). 

Noncontrolling Interest in Subsidiary = $213,000. The outside ownership is 20 percent of 
the subsidiary’s year-end book value adjusted for any unamortized excess fair value attrib- 
uted to the noncontrolling interest: 
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Noncontrolling interest at 1/1/12 
20% of $810,000 beginning book value—common stock 


plus 1/1/12 retained earningS ....... 0.0. c eee $162,000 
20% of unamortized excess fair-value allocations as of 1/1 ............... 45,000 
Noncontrolling interest in subsidiary’s income (from prior page) ............. 16,000 
Dividends paid to noncontrolling interest (20% of $50,000 total)............ (10,000) 
Noncontrolling interest at 12/31/12 2.0... 0.0 eee $213,000 


* Common Stock = $870,000. Only the parent’s balance is reported. 
¢ Retained Earnings, 12/31 = $1,200,000. Computed on prior page. 


¢ Total Liabilities and Equities = $3,925,000. This total is a summation of consolidated lia- 
bilities, noncontrolling interest, and equities. 


Alternative Calculation of Noncontrolling Interest at December 31, 2012 

The acquisition method requires that the noncontrolling interest be measured at fair value at 
the date of acquisition. Subsequent to acquisition, however, the noncontrolling interest value 
is adjusted for its share of subsidiary income, excess fair-value amortizations, and dividends. 
The following schedule demonstrates how the noncontrolling interest’s acquisition-date fair 
value is adjusted to show the ending consolidated balance sheet amount. 


Fair value of 20% noncontrolling interest at acquisition date ........ $195,000 
20% of $70,000 change in Pawn’'s 2011 retained earnings........ 14,000 
20% of excess fair-value amortizations ...................00.0. (2,000) 12,000 
2012 income allocation (20% X [90,000 — 10,000]) .............. 16,000 
2012 dividends (20% X $50,000) ..............0.0..000.0000. (10,000) 
Noncontrolling interest at December 31,2012 ................... $213,000 


As can be seen in the above schedule, the fair-value principle applies only to the initial non- 
controlling interest valuation. 


Worksheet Process—Acquisition Method 

The consolidated totals for King and Pawn also can be determined by means of a worksheet as 
shown in Exhibit 4.6. Comparing this example with Exhibit 3.7 in Chapter 3 indicates that the 
presence of a noncontrolling interest does not create a significant number of changes in the 
consolidation procedures. 

The worksheet still includes elimination of the subsidiary’s stockholders’ equity ac- 

counts (Entry S) although, as explained next, this entry is expanded to record the beginning 
noncontrolling interest for the year. The second worksheet entry (Entry A) recognizes the 
excess acquisition-date fair-value allocations at January | after one year of amortization 
with an additional adjustment to the beginning noncontrolling interest. Intra-entity income 
as well as dividend payments are removed also (Entries I and D) while current-year excess 
amortization expenses are recognized (Entry E). The differences with the Chapter 3 illus- 
trations relate exclusively to the recognition of the three components of the noncontrolling 
interest. In addition, a separate Noncontrolling Interest column is added to the worksheet 
to accumulate these components to form the year-end figure to be reported on the consol- 
idated balance sheet. 
Noncontrolling Interest—Beginning of Year Under the acquisition method, the noncontrol- 
ling interest shares proportionately in the fair values of the subsidiary’s net identifiable assets 
as adjusted for excess fair-value amortizations. On the consolidated worksheet, this total net 
fair value is represented by two components: 


1. Pawn’s stockholders’ equity accounts (common stock and beginning Retained Earnings) in- 
dicate a January 1, 2012, book value of $810,000. 


2. The January 1, 2012, acquisition-date fair-value net of previous year’s amortizations (in this 
case 2011 only). 
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EXHIBIT 4.6 Noncontrolling Interest Illustrated—Acquisition Method 


KING COMPANY AND PAWN COMPANY 


Consolidation: Acquisition Method Consolidation Worksheet 
Investment: Equity Method For Year Ending December 31, 2012 Ownership: 80% 
= Consolidation Entries 3 . 
King Pawn Noncontrolling | Consolidated 
Accounts Company* Company* Debit Credit Interest Totals 
Revenues (910,000) (430,000) (1,340,000) 
Cost of goods sold 344,000 200,000 544,000 
Depreciation expense 60,000 20,000 (E) 1,000 79,000 
Amortization expense 100,000 75,000 (E) 6,000 181,000 
Interest expense 70,000 45,000 (E) 5,000 120,000 
Equity in Pawn’s earnings 
(see Exhibit 4.4) (64,000) —0- (l) 64,000 —0- 
Separate company net income (400,000) (90,000) 
Consolidated net income (416,000) 
Noncontrolling interest 
in Pawn income (16,000) 16,000 
Net income to controlling interest (400,000) 
Retained earnings, 1/1 (860,000) (580,000) (S) 580,000 (860,000) 
Net income (above) (400,000) (90,000) (400,000) 
Dividends paid 60,000 50,000 (D) 40,000 10,000 60,000 
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000) 
Current assets 726,000 445,000 1,171,000 
Trademarks 304,000 295,000 (A) 60,000 659,000 
Patented technology 880,000 540,000 (A) 114,000 | (E) 6,000 1,528,000 
Equipment (net) 390,000 160,000 (E) 1,000 | (A) 9,000 542,000 
Investment in Pawn Company 852,000 —0- (D) 40,000 | (S) 648,000 —0- 
(see Exhibit 4.4) (A) 180,000 
(I) 64,000 
Goodwill —0- -0- (A) 25,000 25,000 
Total assets 3,152,000 1,440,000 3,925,000 
Long-term liabilities (1,082,000) (590,000) (A) 35,000 | (E) 5,000 (1,642,000) 
Common stock (870,000) (230,000) (S) 230,000 (870,000) 
(S) 162,000 
Noncontrolling interest in Pawn 1/1 (A) 45,000 (207,000) 
Noncontrolling interest in Pawn 12/31 213,000 (213,000) 
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000) 
Total liabilities and equities (3,152,000) |(1,440,000) 1,160,000 1,160,000 (3,925,000) 


*See Exhibit 4.5. 
Note: parentheses indicate credit balances. 
Consolidation entries: 
(S) Elimination of subsidiary’s stockholders’ equity along with recognition of January | noncontrolling interest. 
(A) Allocation of subsidiary total fair value in excess of book value, unamortized balances as of January 1. 
(1) Elimination of intra-entity income (equity accrual less amortization expenses). 
(D) Elimination of intra-entity dividend payments. 
(E) Recognition of amortization expenses of fair-value allocations. 


Therefore, the January 1, 2012, balance of the 20 percent outside ownership is computed as 


follows: 
20% X $810,000 subsidiary book value at 1/1/12 ...... 0.0.0.0... 00000 162,000 
20% X $225,000 unamortized excess fair-value allocation at 1/1/12 ....... 45,000 


1/1/12 Noncontrolling interest in Pawn ........... 0.00000 e eee eee $207,000 
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This balance is recognized on the worksheet through Entry S and Entry A: 


Consolidation Entry S 
Conmmiron Stode (PEW) 2.ccsecccssasecasdesceconbecseacoeucaous 230,000 
Revzinetel Een, WIV (PEN) cocucunvcosesadoucscanusuceseoss 580,000 
Investment in Pawn Company (80%) ...............2202000000- 648,000 
Noncontrolling Interest in Pawn Company, 1/1/12 (20%) ........... 162,000 


To eliminate beginning stockholders’ equity accounts of subsidiary along 
with book value portion of investment (equal to 80 percent ownership). 
Noncontrolling interest of 20 percent is also recognized. 


Consolidation Entry A 

lg Ve Lelaiheli Shahcce ates cap Oo a UENO Gai eer ecaen, one Brcenadl Sela omeen amin Sono aRO eS 60,000 

Patentedttechnologyecqec or mire em ce en eee eer ice renee 114,000 

[BEET of Fah ekse eat ee naseeet ave btn patina car cane ata ute ne Geen ad. rare, can ata aseedn eeta 35,000 

GOOdWiIIPacyare eee e a ern pa ware ee eee ie are erro eee 25,000 
|e [UI| OAM katate eae Sones lath Giese ct ental res eeeene Alo alae, Gur eave reste 9,000 
Investment in Pawn Company (80%) ...........-..0020 eee eee 180,000 
Noncontrolling Interest in Subsidiary, 1/1/12 (20%) ............... 45,000 


To recognize unamortized excess fair value as of January 1, 2012, to 
Pawn’'s assets acquired and liabilities assumed in the combination. Also to 
allocate the unamortized fair value to the noncontrolling interest. Goodwill 
is attributable proportionately to controlling and noncontrolling interests. 


The total $207,000 balance assigned here to the outside owners at the beginning of the year is 
extended to the Noncontrolling Interest worksheet column (see Exhibit 4.6). 
To complete the required worksheet adjustments, Entries I, D, and E are prepared as follows: 


Consolidation Entry I 


EquityzimipavvmiSsed hi OSes wep ter ere nen nee ear Beare mu ran eee 64,000 
TVS Mintenne tiny PEIN COMMON 2eccuccesneassoducnnscouveesaue 64,000 


To eliminate intra-entity income accrual comprising subsidiary income 
less excess acquisition-date fair-value amortizations. 


Consolidation Entry D 


[inessinnvetane (in) PERU COMIC csccheooncceaacdnsedsccheosanoeauce 40,000 
DIVIGENGS paid) ete ere merece te eet euee One an maeeten ree ry cet en 40,000 
To eliminate intra-entity dividend payments. 


Consolidation Entry E 


AMO NtZatlOmMieXxXOeNSes eye eee eens ace cu ent ie tcbe hearers eee 6,000 

IMtCreSTREXDENSCE en ean ae ae armen ates atid ante Gani ee Rane ua agen te 5,000 

EquIpmemi (Net) ieiees ey ene area om an eer Cemetrr chee ieannear rea eotene 1,000 
Depreciationtexpense zara ceca sree Penry rere ec eons 1,000 
Ratenteditechnology: mercer ee oce ace enn cena ns 6,000 
ongztermaltatll tiestaeesmm ieee ear een eer maar rie meee erence 5,000 


To recognize the current-income effects from excess acquisition-date 
fair-value allocations over their expected remaining lives. 


LO6 


Identify appropriate placements 
for the components of the noncon- 
trolling interest in consolidated 
financial statements. 
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Noncontrolling Interest—Current Year Income Exhibit 4.6 shows the noncontrolling inter- 
est’s share of current year earnings is $16,000. The amount is based on the subsidiary’s 
$90,000 income (Pawn Company column) less excess acquisition-date fair-value amortiza- 
tions. Thus, King assigns $16,000 to the outside owners computed as follows: 


Noncontrolling Interest in Pawn Company Net Income 


Pawn Company netincome .......... 0.0 ee $90,000 
Excess acquisition-date fair-value amortization................... 10,000 
Net income adjusted for excess amortizations ............... $80,000 
Noncontrolling interest percentage .............000 2c eee 20% 
Noncontrolling interest share of subsidiary net income ............ $16,000 


In effect, 100 percent of each subsidiary revenue and expense account (including excess 
acquisition-date fair-value amortizations) is consolidated with an accompanying 20 percent 
allocation to the noncontrolling interest. The 80 percent net effect corresponds to King’s 
ownership. 

Because $16,000 of consolidated income accrues to the noncontrolling interest, this amount is 
added to the $207,000 beginning balance assigned (in Entries S and A) to these outside owners. 
The noncontrolling interest increases because the subsidiary generated a profit during the period. 

Although we could record this allocation through an additional worksheet entry, the 
$16,000 is usually shown, as in Exhibit 4.6, by means of a columnar adjustment. The current 
year accrual is simultaneously entered in the Income Statement section of the consolidated 
column as an allocation of consolidated net income and in the Noncontrolling Interest column 
as an increase. This procedure assigns a portion of the combined earnings to the outside own- 
ers rather than to the parent company owners. 

Noncontrolling Interest—Dividend Payments The $40,000 dividend paid to the parent 
company is eliminated routinely through Entry D, but the remainder of Pawn’s dividend was 
paid to the noncontrolling interest. The impact of the dividend (20 percent of the subsidiary’s 
total payment) distributed to the other owners must be acknowledged. As shown in Exhibit 4.6, 
this remaining $10,000 is extended directly into the Noncontrolling Interest column on the 
worksheet as a reduction. It represents the decrease in the underlying claim of the outside own- 
ership that resulted from the subsidiary’s asset distribution. 

Noncontrolling Interest—End of Year The ending assignment for these other owners is cal- 
culated by a summation of 


The beginning balance for the year 6... eee $207,000 
Plus the appropriate share of the subsidiary’s current income ........ 16,000 
Less the dividends paid to the outside owners .................-. (10,000) 
Noncontrolling interest end of year—credit balance ............... $213,000 


The Noncontrolling Interest column on the worksheet in Exhibit 4.6 accumulates these 
figures. The $213,000 total is then transferred to the balance sheet, where it appears in the 
consolidated statements. 


Consolidated Financial Statements 


Having successfully consolidated the information for King and Pawn, the resulting financial 
statements for these two companies are produced in Exhibit 4.7. These figures are taken from 
the consolidation worksheet. 


Consolidated Financial Statement Presentations 
of Noncontrolling Interest 
Prior to current reporting requirements, the placement of the noncontrolling interest on the 
consolidated balance sheet varied across reporting entities. Some firms reported their non- 
controlling interests as “mezzanine” items between liabilities and equity. Others reported 
noncontrolling interest as liabilities or as stockholders’ equity. 

Noncontrolling interests in the equity of subsidiaries are now reported in the owners’ eq- 
uity section of the consolidated statement of financial position. The amount should be clearly 
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EXHIBIT 4.7 
Consolidated Statements 
with Noncontrolling 
Interest—Acquisition 
Method 


KING COMPANY AND PAWN COMPANY 
Consolidated Financial Statements 


Income Statement 
Year Ended December 31, 2012 


REVEMUCS ame eis eres a eera-er wear eee ee Ure cree etre ary ene a rey Re ee tee ea $1,340,000 
(Glorsinrorixo(orofokysfollol Mane ain venom cs a ance Ged cece oe eerie denen (544,000) 
Depreciationiexpemnscawrer ein rete rete trey wre ent ae te ernie re ee nena a (79,000) 
AMMOMIZATIONLEXPEMSE. Gower scuathonace em yess eect sve meaner runt tin Sic neneeaerae (181,000) 
TARWETREISIE VED (ole nist)" sacs law gustaria denanta ke cnsaac nish pals a i Cichame ACANTS caper dh Gal A Gearon ee CUA (120,000) 
Gonsolidatedimevan Conn Cameses sew eyes ee ey eee ee a we en en ee ree $ 416,000 

TOMOMGOMtOllIMGs MLeKeSteee te ewe eee eek, aren Weems auee ym Rete opm eeu 16,000 

TOXGOMtrO|lIMGNIMLSTES teas re ee de re ewe cee ey ee arene Boren ears $ 400,000 


Statement of Changes in Owners’ Equity 
Year Ended December 31, 2012 


King Company Owners 


Retained Common Noncontrolling 

Earnings Stock Interest 
BalancenJanUany) (letras ve een $ 860,000 $870,000 $ 207,000 
NetinGomeman ce write parent eerste 400,000 16,000 
lkeSSHIDiVIdeMGSa ceamee mioeen cua ece cheese (60,000) (10,000) 
Balance, December 31 .................. $1,200,000 $870,000 $ 213,000 


Statement of Financial Position 
At December 31, 2012 


Assets 

K CHUA RETIN E Fe pee sees tek ass 2 esecicon Suen Sn eucmvaiee re Deane aon om eee eh Ava te Ate Bionlen, Oleh conten a ces $1,171,000 
PAG SIMARKS: ere ee eect ee ee reer oe re ena Maen mae a 659,000 
Patenteditechnology a wa rae iee eye ta ere ert: iva tra ae errr 1,528,000 
ECUIPMMeNti(M eter acre seve cect te sacerains arte neue ye Penton eke Mace saseca sa peiege ioe mecnrere te 542,000 
GVoLoyeNTTIIlf Aesunones punten SA asec caver emet cc aeel erent he oa Sta alsee cu Patan neenentat ana eeinireneemten eerie 25,000 

TO tAlFASSELS ge cer oe eee ore Ce era ae rc eee gent, SUC ne nance meaner $3,925,000 

Liabilities 
Kongetenniliabiltticsserensc master ste tae herr ne warty einer gr tire wae taeriy er care $1,642,000 
Owners’ Equity 

Conmincly Sted’ AMMCHCCINCEMNY sac cnconenspoocneeoneseneounsspoocueaune 870,000 
NfoxnteroYanittol inte) MIMMWEIeISE IMSULOSleIN soso ccccuccauscogsceunerogaduusnesude 213,000 
KEN ALeLo MEPEVAMIINIOES: acre tin teacc rane tau evar nie tha atun io cenmeree euuanaat aia cries oraalneaee une Mertes 1,200,000 
Voxel IHElWes eine! CYMMEIS CUNY .2cccacuscucpanengnonaapagauennebanenaee $3,925,000 


identified, labeled, and distinguished from the parent’s controlling interest in its subsidiaries. 
Also consolidated net income (or loss) and each component of other comprehensive income 
must be allocated to the controlling and noncontrolling interests. 

Exhibit 4.7 shows first the consolidated statement of income. Consolidated net income 
is computed at the combined entity level as $416,000 and then allocated to the noncontrol- 
ling and controlling interests. The statement of changes in owners’ equity provides details 
of the ownership changes for the year for both the controlling and noncontrolling interest 
shareholders.‘ Finally, note the placement of the noncontrolling interest in the subsidiary’s 
equity squarely in the consolidated owners’ equity section. 


4 If appropriate, this statement of changes in owners’ equity would also provide an allocation of accumulated 
other comprehensive income elements across the controlling and noncontrolling interests. 
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ALTERNATIVE FAIR-VALUE SPECIFICATION—EVIDENCE 
OF A CONTROL PREMIUM 


LO7 To illustrate the valuation implications for an acquisition involving a control premium, again 
Deiovminethe feat on assume that King Company acquires 80 percent of Pawn Company’s 100,000 outstanding 
consolidated financial statements Voting shares on January 1, 2011. We also again assume that Pawn’s shares traded before the 
of a control premium paid by acquisition date at an average of $9.75 per share. In this scenario, however, we assume that to 
a acquire sufficient shares to gain control King pays $11.00 per share or a total of $880,000 

cash consideration for its 80 percent interest. King thus pays a control premium of $1.25 
($11.00 — $9.75) per share to acquire Pawn. King anticipates that synergies with Pawn will 
create additional value for King’s shareholders. Finally, following the acquisition, the remain- 
ing 20 percent noncontrolling interest shares continue to trade at $9.75. 

The total fair value of Pawn to be used initially in consolidation is thus recomputed as follows: 


Consideration transferred by King ($11.00 X 80,000 shares) ............ $ 880,000 
Noncontrolling interest fair value ($9.75 X 20,000 shares).............. 195,000 
Pawn’'s total fair value at January 1,2011 .. 02.20... 0.0... eee eee $1,075,000 


In keeping with the acquisition method’s requirement that identifiable assets acquired and 
liabilities assumed be adjusted to fair value, King allocates Pawn’s total fair value as follows: 


Fair value of Pawn at January 1,2011 ..............00. $1,075,000 
Book value of Pawn at January 1,2011 ................ (740,000) 
Fair value in excess of book value .................00.0. $ 335,000 
Adjustments to 

Trademarks .... 0.00.00. c cece $ 60,000 

Patented technology .............0 00 cece eee eee 120,000 

EQUIPIMENE: tc 4.0u ase Ge ~ eat eked aia ba se (10,000) 

Long-term liabilities .........000..0 0.0 .....00000. 40,000 210,000 
GOOUWI | oi deel oe Sohbet WAM anne Aon tM belo ag denies $ 125,000 


Note that the identifiable assets acquired and liabilities assumed are again adjusted to their full 
individual fair values at the acquisition date. Only the amount designated as goodwill is 
changed to $125,000 from $25,000 in the original fair-value allocation example as shown in 
Exhibit 4.3. In this case, King allocates $120,000 of the $125,000 total goodwill amount to its 
own interest as follows: 


Controlling Noncontrolling 
Interest Interest Total 
Fair value at acquisition date ............... $880,000 $195,000 $1,075,000 
Relative fair value of Pawn’‘s net identifiable 
assets (80% and 20%) ...............0.. 760,000 190,000 950,000 
Goodwill «2.44. ceeiddsd ee harieedcescas $120,000 $ 5,000 $ 125,000 


The initial acquisition-date fair value of $195,000 for the noncontrolling interest includes only 
a $5,000 goodwill allocation from the combination. Because the parent paid an extra $1.25 per 
share more than the fair value of the noncontrolling interest shares, more goodwill is allocated 
to the parent. 

Next we separate the familiar consolidated worksheet entry A into two components la- 
beled Al and A2. The Al worksheet entry allocates the excess acquisition-date fair value to 
the identifiable assets acquired and liabilities assumed (trademarks, patented technology, 
equipment, and liabilities). Note that the relative ownership percentages of the parent and 
noncontrolling interest (80 percent and 20 percent) provide the basis for allocating the net 
$200,000 adjustment to the parent’s Investment account and the 1/1/12 balance of the non- 
controlling interest. 
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EXHIBIT 4.8 Consolidated Statements with Noncontrolling Interest—Acquisition Method, Parent Pays a Control Premium 


KING COMPANY AND PAWN COMPANY 
Consolidation Worksheet 
For Year Ending December 31, 2012 


; Consolidation Entries i , 
King Pawn Noncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Revenues (910,000) (430,000) (1,340,000) 
Cost of goods sold 344,000 200,000 544,000 
Depreciation expense 60,000 20,000 (E) 1,000 79,000 
Amortization expense 100,000 75,000 (E) 6,000 181,000 
Interest expense 70,000 45,000 (E) 5,000 120,000 
Equity in Pawn’s earnings (64,000) —0- (l) 64,000 —0- 
Separate company net income (400,000) (90,000) 
Consolidated net income (416,000) 
Noncontrolling interest 
in Pawn income (16,000) 16,000 
Net income to controlling interest ~ (400,000) — 
Retained earnings, 1/1 (860,000) (580,000) (S) 580,000 (860,000) 
Net income (above) (400,000) (90,000) (400,000) 
Dividends paid 60,000 50,000 (D) 40,000 10,000 60,000 
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000) 
Current assets 626,000 445,000 1,071,000 
Trademarks 304,000 295,000 (A1) 60,000 659,000 
Patented technology 880,000 540,000 (A1) 114,000 | (E) 6,000 1,528,000 
Equipment (net) 390,000 160,000 (E) 1,000 | (A1) 9,000 542,000 
Investment in Pawn Company 952,000 —0- (D) 40,000 | (S) 648,000 —0- 
(A1) 160,000 
(A2) 120,000 
(I) 64,000 
Goodwill -0- -0- | (A2) 125,000 125,000 
Total assets 3,152,000 1,440,000 3,925,000 
Long-term liabilities (1,082,000) (590,000) (A1) 35,000 | (E) 5,000 (1,642,000) 
Common stock (870,000) (230,000) (S) 230,000 (870,000) 
Noncontrolling interest in Pawn 1/1 (S) 162,000 
(A1) 40,000 
(A2) 5,000 (207,000) 
Noncontrolling interest in Pawn 12/31 213,000 (213,000) 
Retained earnings, 12/31 (1,200,000) (620,000) (1,200,000) 
Total liabilities and equities (3,152,000) |(1,440,000) 1,260,000 1,260,000 (3,925,000) 


Consolidation entries: 
(S) Elimination of subsidiary’s stockholders’ equity along with recognition of January | noncontrolling interest. 
(A1) Allocation of subsidiary identifiable net asset fair value in excess of book value, unamortized balances as of January 1. 
(A2) Allocation of goodwill to parent and noncontrolling interest. 
(I) Elimination of intra-entity income (equity accrual less amortization expenses). 
(D) Elimination of intra-entity dividend payments. 
(E) Recognition of amortization expenses of fair-value allocations. 


Next, consolidated worksheet entry A2 provides the recognition and allocation of the good- 
will balance taking into account the differing per share prices of the parent’s consideration 
transferred and the noncontrolling interest fair value. Note that the presence of a control pre- 
mium affects primarily the parents’ shares, and thus goodwill is disproportionately (relative to 
the ownership percentages) allocated to the controlling and noncontrolling interests. Exhibit 4.8 
shows the consolidated worksheet for this extension to the King and Pawn example. 
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Consolidation Entry Al 


UGC Gewese ean oon ee aaa Maca et ae ee pink telmd Me nina mB 60,000 

Patented ech mology ate wrasse eneticy yen rate eee nite oe Gh meet e nn eaten 114,000 

tiabbiIttiessrety- wary yey craheece Sree reenst Pere craks, Area etitle riers Ar iricvetcien 35,000 
LeU] elanel a Stee eanysteeee oaks epee heeet hes doraeoe ant Seen ae oie er reel Seer eee 9,000 
Tanesiaareinie lin Peni Ceommyereriny (OY) 2s oasacusecousbasecueeucae 160,000 
Noncontrolling Interest in Subsidiary 1/1/12 (20%) ................ 40,000 


Consolidation Entry A2 


GOO Willett see Oar eg gerry Re WOe: Pane oe ceny wena 125,000 
one AeInte ARENT CCMNSENIN non eadnonnanadaneuspaneadaenear 120,000 
Noncontrolling Interest in Subsidiary 1/1/12 ................-.--- 5,000 


The worksheet calculates the December 31, 2012, noncontrolling balance as follows: 


Pawn January 1, 2012: 20% book value ............ 0.000002 e eee $162,000 
January 1, 2012: 20% excess fair-value allocation for Pawn’s net 
identifiable assets ($200,000 X 20%) + $5,000 goodwill allocation ... 45,000 
Noncontrolling interest at January 1,2012 .................020000005 $207,000 
2012 Pawn income allocation ........0.0.0.0. 0.000 ee 16,000 
Noncontrolling interest share of Pawn dividends ..................005. (10,000) 
December 31, 2012, balance .... 0... 0. eee $213,000 


Note that the $45,000 January 1 excess fair-value allocation to the noncontrolling interest in- 
cludes the noncontrolling interest’s full share of the identifiable assets acquired and liabilities 
assumed in the combination but only $5,000 for goodwill. Because King Company paid a 
$100,000 control premium (80,000 shares X $1.25), the additional $100,000 is allocated en- 
tirely to the controlling interest. 

By comparing Exhibits 4.6 and 4.8 we can assess the effect of the separate acquisition-date 
valuations for the controlling and noncontrolling interests. As seen below, the presence of 
King’s control premium affects the goodwill component in the consolidated financial state- 
ments and little else. 


Exhibit 4.6 Exhibit 4.8 Difference 
On King’s Separate Financial Statements 
Current assets ........0 0.00.00 eee eee $ 726,000 $ 626,000 — $100,000 
Investment in Pawn ................00000 $ 852,000 $ 952,000 + $100,000 
On the Consolidated Balances 
Current assets 1.0.00... 0.00000 eee eee $1,171,000 $1,071,000 — $100,000 
Goodwill... 0.0.0... eee $ 25,000 $ 125,000 + $100,000 


Because King paid an additional $100,000 for its 80 percent interest in Pawn, the initial value 
assigned to the Investment account increases and current assets (i.e., additional cash paid for 
the acquisition) decreases by $100,000. The extra $100,000 then simply increases goodwill on 
the consolidated balance sheet. Note that the noncontrolling interest fair value remains un- 
changed at $213,000 across Exhibits 4.6 and 4.8. 
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Effects Created by Alternative Investment Methods 

In the King and Pawn illustrations, the parent uses the equity method and bases all worksheet 
entries on that approach. As discussed in Chapter 3, had King incorporated the initial value 
method or the partial equity method, a few specific changes in the consolidation process 
would be required although the reported figures would be identical. 


Initial Value Method 


Because it employs a cash basis for income recognition, the initial value method ignores two 
accrual-based adjustments. First, the parent recognizes dividend income rather than an equity 
income accrual. Thus, the parent does not accrue the percentage of the subsidiary’s income 
earned in past years in excess of dividends (the increase in subsidiary retained earnings). Sec- 
ond, the parent does not record amortization expense under the initial value method and there- 
fore must include it in the consolidation process if proper totals are to be achieved. Because 
neither of these figures is recognized in applying the initial value method, an Entry *C is 
added to the worksheet to convert the previously recorded balances to the equity method. The 
parent’s beginning Retained Earnings is affected by this adjustment as well as the Investment 
in Subsidiary account. The exact amount is computed as follows. 


Conversion to Equity Method from Initial Value Method (Entry *C) 
Combine: 


1. The increase (since acquisition) in the subsidiary’s retained earnings during past years (in- 
come less dividends) times the parent’s ownership percentage, and 


2. The parent’s percentage of total amortization expense for these same past years. 


The parent’s use of the initial value method requires an additional procedural change. Under 
this method, the parent recognizes income from its subsidiary only when it receives a dividend. 
Entry (I) removes both intra-entity dividend income and subsidiary dividends paid to the par- 
ent. Thus, when the initial value method is used, Entry D is unnecessary. 


Partial Equity Method 

Again, an Entry *C is needed to convert the parent’s retained earnings as of January | to the 
equity method. In this case, however, only the amortization expense for the prior years must 
be included. Under the partial equity method, the income accrual is appropriately recognized 
each period by the parent company so that no further adjustment is necessary. 


REVENUE AND EXPENSE REPORTING FOR MIDYEAR ACQUISITIONS 


LO8 


Understand the impact on 
consolidated financial statements 
of a midyear acquisition. 


In virtually all of our previous examples, the parent gains control of the subsidiary on the first 
day of the fiscal year. How is the consolidation process affected if an acquisition occurs on a 
midyear (any other than the first day of the fiscal year) date? 

When a company gains control at a midyear date, a few obvious changes are needed. The 
new parent must compute the subsidiary’s book value as of that date to determine excess total 
fair value over book value allocations (e.g., intangibles). Excess amortization expenses as well 
as any equity accrual and dividend collections are recognized for a period of less than a year. 
Finally, because only income earned by the subsidiary after the acquisition date accrues to the 
new owners, it is appropriate to include only postacquisition revenues and expenses in con- 
solidated totals. 


Consolidating Postacquisition Subsidiary Revenue and Expenses 

Following a midyear acquisition, a parent company excludes current year subsidiary revenue 
and expense amounts that have accrued prior to the acquisition date from its consolidated to- 
tals. For example, when Comcast acquired AT&T Broadband, its December 31 year-end in- 
come statement included AT&T Broadband revenues and expenses only subsequent to the 
acquisition date. Comcast reported $8.1 billion in revenues that year. However, in a pro forma 
schedule, Comcast noted that had it included AT&T Broadband’s revenues from January 1, 
total revenue for the year would have been $16.8 billion. However, because the $8.7 billion 
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additional revenue ($16.8 billion — $8.1 billion) was not earned by Comcast owners, Comcast 
excluded this preacquisition revenue from its consolidated total. 

To further illustrate the complexities of accounting for a midyear acquisition, assume that 
Tyler Company acquires 90 percent of Steven Company on July 1, 2011, for $900,000 and pre- 
pares the following fair-value allocation schedule: 


Steven Company fair value, 7/1/11 ......... $1,000,000 
Steven Company book value 7/1/11 ........ 

Common stock ............0000 eee eee $600,000 

Retained earnings, 7/1/11 .............. 200,000 800,000 
Excess fair value over book value .......... $ 200,000 
Adjust trademark to fair value (4-year life) ... 200,000 

GOOdWiINl is edie ee Se hE A EY NG ek des —0- 


The affiliates report the following 2011 income statement amounts from their own separate 
operations: 


Tyler Steven 
Revenues $450,000 $300,000 
Expenses 325,000 150,000 
Dividends (paid quarterly) 100,000 20,000 


Assuming that all revenues and expenses occurred evenly throughout the year, the December 31, 
2011, consolidated income statement appears as follows: 


TYLER COMPANY 
Consolidated Income Statement 
For the Year Ended December 31, 2011 


REVEMmUesae eg mcr ce cee nh tert ihe at ey enna n cr rears $600,000 
EXPDOMS@Siacraty totes roe se eee nc see ey tence eR gene Neem U era 425,000 
Consolidated net income ............0..00e eee eee $175,000 
To noncontrolling interest ............-.....0-0- 5,000 
To controlling interest ............0- 0c eee ee eee $170,000 


The consolidated income components are computed below: 


° Revenues = $600,000. Combined balances of $750,000 less $150,000 (4 of Steven’s revenues). 

° Expenses = $425,000. Combined balances of $475,000 less $75,000 (4% of Steven’s 
expenses) plus $25,000 excess amortization ($200,000 + 4 years X 4 year). 

¢ Noncontrolling interest in Steven's income = $5,000. 10% X ($150,000 Steven’s income — 
$50,000 excess amortization) X % year. 


In this example, preacquisition subsidiary revenue and expense accounts are eliminated 
from the consolidated totals. Note also that by excluding 100 percent of the preacquisition 
income accounts from consolidation, the noncontrolling interest is viewed as coming into being 
as of the parent’s acquisition date.> 

A midyear acquisition requires additional adjustments when preparing consolidating 
worksheets. The balances the subsidiary submits for consolidation typically include results for 
its entire fiscal period. Thus, in the December 31 financial statements, the book value of the 
firm acquired on a midyear date is reflected by a January | retained earnings balance plus 
revenues, expenses, and dividends paid from the beginning of the year to the acquisition date. 


> Current practice provides comparability across fiscal years through pro forma disclosures of various categories 
of revenue and expense as if the combination had occurred at the beginning of the reporting period. With the 
advent of modern information systems, separate cutoffs for revenues and expenses are readily available. 
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To effectively eliminate subsidiary book value as of the acquisition date, Consolidation Entry S 
includes these items in addition to the other usual elements of book value (i.e., stock ac- 
counts). To illustrate, assuming that both affiliates submit fiscal year financial statements for 
consolidation, Tyler would make the following 2011 consolidation worksheet entry: 


Consolidation Worksheet Entry S 


GOmMIMONStOCK==StEVENe eer nee ee ye re eee 600,000 

RetaimediearnimGs——Stevemnh i1/i1/i1li)) Zi eena rae etree rete wee ret ore vrsne mene 135,000 

REV@ tm UGS ipsa ara wien ome igh ce ante rw voce toned? teen ayn ae ence aetna naire: ee 150,000 
Dividendsoaid—Stevenimee a arte te rash earner wer yr rare heh ret eee 10,000 
EEXPOQMSCS errr reapers tere eee rep ee eet eet rue en eae tate aren agnor 75,000 
Nemreominolllinie) immenesi(WAWAN)) nace cnennaancusepaneusubeaauae 80,000 
IMVESTMeMtIMSSCEVEM meee etry eee ence ks ect ee Nene eee ey ees 720,000 


* July 1 balance of $200,000 less income from first six months of $75,000 (1/2 of $150,000 annual Steven income) plus $10,000 
dividends paid. 


Through Entry S, preacquisition subsidiary revenues, expenses, and dividends are effectively 


¢ Included as part of the subsidiary book value elimination in the year of acquisition. 
¢ Included as components of the beginning value of the noncontrolling interest. 
e Excluded from the consolidated income statement and statement of retained earnings. 


Acquisition Following an Equity Method Investment 

In many cases, a parent company owns a noncontrolling equity interest in a firm prior to ob- 
taining control. In such cases, as the preceding example demonstrates, the parent consolidates 
the postacquisition revenues and expenses of its new subsidiary. Because the parent owned an 
equity investment in the subsidiary prior to the control date, however, the parent reports on its 
income statement the “equity in earnings of the investee” that accrued up to the date control 
was obtained. In this case, in the year of acquisition, the consolidated income statement re- 
ports both combined revenues and expenses (postacquisition) of the subsidiary and equity 
method income (preacquisition). 

In subsequent years, the need to separate pre- and postacquisition amounts is limited to en- 
suring that excess amortizations correctly reflect the midyear acquisition date. Finally, if the 
parent employs the initial value method of accounting for the investment in subsidiary on its 
books, the conversion to the equity method must also reflect only postacquisition amounts. 


STEP ACQUISITIONS 


LO9 


Understand the impact on 
consolidated financial statements 
when a step acquisition has 
taken place. 


In recent financial statements, Ticketmaster Entertainment Corporation reported an increase 
to its previous percentage ownership of Front Line Co., noting 


Ticketmaster Entertainment’s investment in Front Line was consolidated beginning on 
October 29, 2008, when the Company increased its ownership interest from 39.4 percent 
to 82.3 percent... Prior to October 29, 2008, the investment in Front Line was accounted 
for using the equity method of accounting. 


In all previous consolidation illustrations, control over a subsidiary was assumed to have 
been achieved through a single transaction. Obviously, Ticketmaster’s takeover of Front Line 
shows that a combination also can be the result of a series of stock purchases. These step 
acquisitions further complicate the consolidation process. The financial information of the 
separate companies must still be brought together, but varying amounts of consideration have 
been transferred to former owners at several different dates. How do the initial acquisitions 
affect this process? 

One area where the acquisition method provides a distinct departure from past reporting prac- 
tices for business combinations is when control is achieved in a series of equity acquisitions, as 


EXHIBIT 4.9 
Consolidation Information 
for a Step Acquisition 
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opposed to a single transaction. Such acquisitions are frequently referred to as step acquisitions 
or control achieved in stages. 

Past practice under the purchase method emphasized cost accumulation and allocation at 
each date that a parent acquired a block of subsidiary shares. The purchase method treated 
each acquisition of a firm’s shares as a separate measurement event for reporting each acqui- 
sition’s percentage of subsidiary assets and liabilities in consolidated financial statements. 
Thus, when a parent obtained control through, for example, three separate purchases of sub- 
sidiary shares, the resulting consolidated balance sheet might combine three different valua- 
tions for individual subsidiary assets acquired and/or liabilities assumed. Moreover, if a 
noncontrolling interest remained, a portion of each subsidiary asset and liability would remain 
at its original book value, further compromising the relevance and representational faithful- 
ness of the consolidated financial statements. 


Control Achieved in Steps—Acquisition Method 

Attempting to increase both the relevance and representational faithfulness of consolidated re- 
ports, the FASB requires the acquisition method when a parent achieves control over another 
firm in stages. At the date control is first obtained, the acquisition method measures the acquired 
firm at fair value, including the noncontrolling interest. The acquisition of a controlling interest 
is considered an important economic, and therefore measurement, event. Consequently, the par- 
ent utilizes a single uniform valuation basis for all subsidiary assets acquired and liabilities 
assumed—fair value at the date control is obtained. 

If the parent previously held a noncontrolling interest in the acquired firm, the parent re- 
measures that interest to fair value and recognizes a gain or loss. If after obtaining control, 
the parent increases its ownership interest in the subsidiary, no further remeasurement takes 
place. The parent simply accounts for the additional subsidiary shares acquired as an equity 
transaction—consistent with any transactions with other owners, as opposed to outsiders. Be- 
low we present first an example of consolidated reporting when the parent obtains a control- 
ling interest in a series of steps. Then, we present an example of a parent’s post-control 
acquisition of its subsidiary’s shares. 


Example: Step Acquisition Resulting in 
Control—Acquisition Method 
To illustrate, assume that Arch Company obtains control of Zion Company through two cash 
acquisitions. The details of each acquisition are provided in Exhibit 4.9. Assuming that Arch 
has gained the ability to significantly influence Zion’s decision-making process, the first in- 
vestment, for external reporting purposes, is accounted for by means of the equity method as 
discussed in Chapter 1. Thus, Arch must determine any allocations and amortization associ- 
ated with its purchase price (see Exhibit 4.10). A customer base with a 22-year life represented 
the initial excess payment. 

Application of the equity method requires the accrual of investee income by the parent while 
any dividends received are recorded as a decrease in the Investment account. Arch must also 
reduce both the income and asset balances in recognition of the annual $2,000 amortization 


ARCH COMPANY'S ACQUISITIONS OF ZION COMPANY SHARES 


1 fe) 
Consideration Percentage Zipnicempany (1002) 


Transferred Acquired Book Value Fair Value 

January 1, 2011 $164,000 30% $400,000 $546,667 

January 1, 2013 350,000 50 500,000 700,000 
Zion Company's Income and Dividends for 2011-2013 

Income Dividends 

2011 $ 60,000 $20,000 

2012 80,000 20,000 


2013 100,000 20,000 
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EXHIBIT 4.10 
Allocation of First 
Noncontrolling 
Acquisition 


EXHIBIT 4.11 
Allocation of Acquisition- 
Date Fair Value 


ARCH COMPANY AND ZION COMPANY 
Fair Value Allocation and Amortization 
January 1, 2011 


Fair value of consideration transferred ....................... $ 164,000 
Book value equivalent of Arch’s ownership ($400,000 x 30%)..... (120,000) 
@USTOMENIDASCR ire tc Ue seer eee Conse og eee eee $ 44,000 
PSA Va gTeToll li Revecavercnts dae va came ce te aanisa ct ee peat alee tert torr une aecce are es 22 years 

Annualramontizatlonvexpense mas erie eer eran $ 2,000 


indicated in Exhibit 4.10. Following the information provided in Exhibits 4.9 and 4.10, over the 
next two years, Arch Company’s Investment in Zion account grows to $190,000: 


Price paid for 30% investment in Zion—1/1/11 .. 0.0.0.0... 0.0000. $164,000 
Accrual of 2011 equity income ($60,000 X 30 percent) .......... 18,000 
Dividends received 2011 ($20,000 X 30%) ..............0000. (6,000) 
ANIMOMUIZATION: cs. see Sedeten ie cutee + Lace © didow na Braet ee Se ee (2,000) 
Accrual of 2012 equity income ($80,000 X 30 percent) .......... 24,000 
Dividends received 2012 ($20,000 X 30%) ...............005. (6,000) 
PATOMUIZALIOM, <a saatte ao: demtia se Rts Gels ates RIN awd Be ga ae OE ae. eR, aE ee Pe (2,000) 

Investment in Zion—1/1/13 2... ee $190,000 


On January 1, 2013, Arch’s ownership is increased to 80 percent by the purchase of another 
50 percent of Zion Company’s outstanding common stock for $350,000. Although the equity 
method can still be utilized for internal reporting, this second acquisition necessitates the 
preparation of consolidated financial statements beginning in 2013. Arch now controls Zion; 
the two companies are viewed as a single economic entity for external reporting purposes. 

Once Arch gains control over Zion on January 1, 2013, the acquisition method focuses ex- 
clusively on control-date fair values and considers any previous amounts recorded by the ac- 
quirer as irrelevant for future valuations. Thus, in a step acquisition all previous values for the 
investment, prior to the date control is obtained, are remeasured to fair value on the date con- 
trol is obtained. 

We add the assumption that the $350,000 consideration transferred by Arch in its second 
acquisition of Zion represents the best available evidence for measuring the fair value of Zion 
Company at January 1, 2013. Therefore, an estimated fair value of $700,000 ($350,000 + 
50%) is assigned to Zion Company as of January 1, 2013, and provides the valuation basis 
for the assets acquired, the liabilities assumed, and the 20 percent noncontrolling interest. 
Exhibit 4.11 shows Arch’s allocation of Zion’s $700,000 acquisition-date fair value. 

Note that the acquisition method views a multiple-step acquisition as essentially the same 
as a single-step acquisition. In the Arch Company and Zion Company example, once control 
is evident, the only relevant values in consolidating the accounts of Zion are fair values at 


ARCH COMPANY AND ZION COMPANY 
Fair Value Allocation and Amortization 
January 1, 2013 


Zione@om panvatalli ValUCE we ecen ee ers eer warce tne eee $ 700,000 
Zions ConnPany DOOKWalliGy mama eee wr earn ener ee (500,000) 
@ustomenibasesesree norte ee ee eae ee cca $ 200,000 
PASS UINMECl If Cmeare meres een tts een eine cer ee ae ements 20 years 


Annuallamontizatlonkexpense sae iaeerr a are ey aera $ 10,000 


Consolidated Financial Statements and Outside Ownership 163 


January 1, 2013. A new basis of accountability arises for Zion Company on that single date 
because obtaining control of another firm is considered a significant remeasurement event. 
Previously owned noncontrolling blocks of stock are consequently revalued to fair value 
on the date control is obtained. 

In revaluing a previous stock ownership in the acquired firm, the acquirer recognizes any 
resulting gain or loss in income. Therefore, on January 1, 2013, Arch increases the Investment 
in Zion account to $210,000 (30% X $700,000 fair value) and records the revaluation gain as 
follows: 


InVEStMeNtiMPZIONt ster cece Cie este ce pee eee persone tein ecm einer 20,000 
GalnonmevalWatlontoiZlonmnee nts nine nn arn 20,000 


Fair value of Arch’s 30% investment in Zion at 1/1/13 


(30% $3 700}000)) ccc ic tte Sedna ne ead beet death eee $210,000 
Book value of Arch’s 30% investment in Zion at 1/1/13 .......... 190,000 
Gain on revaluation of Zion to fairvalue ..................0.. $ 20,000 


Worksheet Consolidation for a Step Acquisition 
(Acquisition Method) 


To continue the example, the amount in Arch Company’s 80 percent Investment in Zion ac- 
count is updated for 2013: 


Investment in Zion (after revaluation on 1/1/13) ................ $210,000 
January 1, 2013—Second acquisition price paid................ 350,000 
Equity income accrual—2013 (80% X $100,000) .............. 80,000 
Amortization of customer base (80% X $10,000) .............. (8,000) 
Dividends received—2013 (80% X $20,000) .................. (16,000) 
Investment in Zion—12/31/13 2... eee $616,000 


The worksheet for consolidating Arch Company and Zion Company is shown in Exhibit 4.12. 
Observe that 


¢ The consolidation worksheet entries are essentially the same as if Arch had acquired its 
entire 80 percent ownership on January 1, 2013. 

¢ The noncontrolling interest is allocated 20 percent of the excess fair-value allocation from 
the customer base. 

¢ The noncontrolling interest is allocated 20 percent of Zion’s 2013 income less its share of 
the excess amortization attributable to the customer base. 

e The gain on revaluation of Arch’s initial investment in Zion is recognized as income of the 
current period. 


Example: Step Acquisition Resulting After Control Is Obtained 
The previous example demonstrates a step acquisition with control achieved with the most 
recent purchase. Post-control acquisitions by a parent of a subsidiary’s stock, however, of- 
ten continue as well. Recall that the acquisition method measures an acquired firm at its 
fair value on the date control is obtained. A parent’s subsequent subsidiary stock acquisi- 
tions do not affect these initially recognized fair values. Once the valuation basis for the ac- 
quired firm has been established, as long as control is maintained, this valuation basis 
remains the same. Any further purchases (or sales) of the subsidiary’s stock are treated as 
equity transactions. 

To illustrate a post-control step acquisition, assume that on January 1, 2011, Amanda 
Co. obtains 70 percent of Zoe, Inc., for $350,000 cash. We also assume that the $350,000 
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EXHIBIT 4.12 Step Acquisition Ilustrated—Acquisition Method 


ARCH COMPANY AND ZION COMPANY 
Consolidated Worksheet 


Consolidation: Acquisition Method 


Investment: Equity Method 


For Year Ending December 31, 2013 


Consolidation Entries 


Arch Zion Noncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Income Statement 
Revenues (600,000) (260,000) (860,000) 
Expenses 425,000 160,000 (E) 10,000 595,000 
Equity in subsidiary earnings (72,000) —0- (I) 72,000 —0- 
Gain on revaluation of Zion (20,000) (20,000) 
Separate company net income (267,000) (100,000) 
Consolidated net income (285,000) 
Noncontrolling interest in Zion 
Company’s income (18,000) 18,000 
Controlling interest in consolidated 
net income (267,000) 
Statement of Retained Earnings 
Retained earnings, 1/1 
Arch Company (758,000) (758,000) 
Zion Company (230,000) (S) 230,000 
Net income (above) (267,000) (100,000) (267,000) 
Dividends paid 125,000 20,000 (D) 16,000 4,000 125,000 
Retained earnings, 12/31 (900,000) (310,000) (900,000) 
Balance Sheet 
Current assets 509,000 280,000 789,000 
Land 205,000 90,000 295,000 
Buildings (net) 646,000 310,000 956,000 
Investment in Zion Company 616,000 —0- (D) 16,000 | (A) 160,000 —0- 
(S) 400,000 
(l) 72,000 
Customer base —0- —0- (A) 200,000 (E) 10,000 190,000 
Total assets 1,976,000 680,000 2,230,000 
Liabilities (461,000) (100,000) (561,000) 
Noncontrolling interest in Zion 
Company, 1/1 —0- —0- (S) 100,000 
Noncontrolling interest in Zion (A) 40,000 (140,000) 
Company, 12/31 —0- —0- 154,000 (154,000) 
Common stock (355,000) (200,000) (S) 200,000 (355,000) 
Additional paid-in capital (260,000) (70,000) (S) 70,000 (260,000) 
Retained earnings, 12/31 (above) (900,000) (310,000) (900,000) 
Total liabilities and equities (1,976,000) (680,000) 798,000 798,000 (2,230,000) 


Consolidation entries: 


(S) Elimination of subsidiary’s stockholders’ equity along with recognition of 1/1 noncontrolling interest. 
(A) Allocation of subsidiary total fair value in excess of book value, unamortized balances as of 1/1. 

(1) Elimination of intra-entity income (equity accrual less amortization expenses). 
(D) Elimination of intra-entity dividend payments. 


(E) Recognition of amortization expenses on fair-value allocations. 


consideration paid by Amanda also represents the best available evidence for measuring the 
fair value of the noncontrolling interest in Zoe Company. Therefore, Zoe Company’s total 
fair value is assessed at $500,000 ($350,000 + 70%). Because Zoe’s net assets’ book values 
equal their collective fair values of $400,000, Amanda recognizes goodwill of $100,000. 
Then, on January 1, 2012, when Zoe’s book value has increased to $420,000, Amanda buys 
another 20 percent of Zoe for $95,000, bringing its total ownership to 90 percent. Under 


Record the sale of a subsidiary 
(or a portion of its shares). 
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the acquisition method, the valuation basis for Zoe’s net assets was established on 
January 1, 2011, the date Amanda obtained control. Subsequent transactions in the sub- 
sidiary’s stock (purchases or sales) are now viewed as transactions in the combined entity’s 
own stock. Therefore, when Amanda acquires Zoe’s shares post-control, it recognizes the 
difference between the fair value of the consideration transferred and the underlying sub- 
sidiary valuation as an adjustment to Additional Paid-In Capital. 

The difference between the $95,000 price and the underlying consolidated subsidiary value 
is computed as follows: 


1/1/12 price paid for 20 percent interest ............... $ 95,000 
Noncontrolling interest (NCI) acquired: 

Book value (20% of $420,000) .................. $84,000 

Goodwill (20% of $100,000) ................... 20,000 
Noncontrolling interest book value (20%) 1/1/12 ........ 104,000 
Additional paid-in capital from 20 percent NCI acquisition . . $ 9,000 


Amanda then prepares the following journal entry to record the acquisition of the 20 percent 
noncontrolling interest: 


NaN ZEA YEIN EMM 7AOTEN cokes Be tte meron d aA ook ch ae Ae te Centr at a =, Cuba Neusat rein peta 104,000 
Gas its epee eee parte ene en comity nn raat et eer octur pon cere same 95,000 
/NoleliitoMel oT ve paccenonacgeaceu arene maaed weaned 9,000 


By purchasing 20 percent of Zoe for $95,000, the consolidated entity’s owners have acquired 
a portion of their own firm at a price $9,000 less than consolidated book value. From a work- 
sheet perspective, the $104,000 increase in the investment account simply replaces the 20 per- 
cent allocation to the noncontrolling interest. Importantly, the $95,000 exchanged for the 
20 percent interest in Zoe’s net assets does not affect consolidated asset valuation. The basis 
for the reported values in the consolidated financial statements was established on the date 
control was obtained. 


Parent Company Sales of Subsidiary Stock—Acquisition Method 
Frequently, a parent company will sell a portion or all of the shares it owns of a subsidiary. For 
example, Meade, Inc., a consumer products company, reported the sale of one of its business 
units in its financial statements: 


In January 2009 we sold our Meade Europe subsidiary for gross proceeds of $12.4 million... 
Meade Europe qualified as a “Discontinued Operation” and is presented in that manner in our 
consolidated financial statements. 


Once a parent gains control over a subsidiary, the combined firm becomes the basic ac- 
counting and reporting entity. Consistent with this view, transactions in the stock of the sub- 
sidiary, as long as the parent maintains control, are considered to be transactions in the equity 
of the consolidated entity. 

To account for sales of subsidiary shares by a parent, the acquisition method maintains its 
valuation basis of acquisition-date fair value adjusted for subsequent changes in the subsidiary’s 
net assets. The accounting effect of the sale of subsidiary shares depends on whether the par- 
ent continues to maintain control after the sale. If the parent maintains control, it recognizes 
no gains or losses when it sells a portion of its stock in the subsidiary. If the sale of the parent’s 
ownership interest results in the loss of control of a subsidiary, it recognizes any resulting gain 
or loss in consolidated net income. 


Sale of Subsidiary Shares with Control Maintained 


To illustrate, assume Adams Company owns 100 percent of Smith Company’s 25,000 voting 
shares and appropriately carries the investment on its books at January 1, 2011, at $750,000 
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using the equity method. Assuming Adams sells 5,000 shares to outside interests for $165,000 
on January 1, 2011, the transaction is recorded as follows: 


[nvestnmentimiS(iiithipaesae creer we ar teea ee na arene ana msAre tena 150,000 
Additional paid-in capital from noncontrolling interest transaction .... 15,000 


To record sale of 5,000 Smith shares to noncontrolling interest with excess 
of sale proceeds over carrying value attributed to additional paid-in capital. 


The $15,000 “gain” on sale of the subsidiary shares is not recognized in income, but is re- 
ported as an increase in owner’s equity. This equity treatment for the “gain” is consistent with 
the economic unit notion that as long as control is maintained, payments received from own- 
ers of the firm are considered contributions of capital. The ownership group of the consoli- 
dated entity specifically includes the noncontrolling interest. Therefore, the above treatment 
of sales to an ownership group is consistent with accounting for other stock transactions 
with owners. 


Sale of Subsidiary Shares with Control Lost 


The loss of control of a subsidiary is a remeasurement event that can result in gain or loss 
recognition. The gain or loss is computed as the difference between the sale proceeds and the 
carrying amount of the shares sold. Using the Adams and Smith example above, assume now 
that instead of selling 5,000 shares, Adams sells 20,000 of its shares in Smith to outside inter- 
ests on January 1, 2011, and keeps the remaining 5,000 shares. Assuming sale proceeds of 
$675,000, we record the transaction as follows: 


InvestimenntiimeSmitiiieees etree ake e eee os eee es erry eee 600,000 
GainronisaletonSmithinvestimehtse erent rent eran rnnan 75,000 


To record sale of 20,000 Smith shares, resulting in the loss of control over 
Smith Company. 


If the former parent retains any of its former subsidiary’s shares, the retained investment 
should be remeasured to fair value on the date control is lost. Any resulting gain or loss from 
this remeasurement should be recognized in the parent’s net income. 

In our Adams and Smith example, Adams still retains 5,000 shares of Smith Company 
(25,000 original investment less 20,000 shares sold). Assuming further that the $675,000 sale 
price for the 20,000 shares sold represents a reasonable value for the remaining shares of 
$33.75, Adams’s shares now have a fair value of $168,750 ($33.75 X 5,000 shares). Adams 
would thus record the revaluation of its retained 5,000 shares of Smith as follows: 


LANES A ae ea wees ee owe AMEan pene ees Seabee would 18,750 
Gain on revaluation of retained Smith shares to fair value........... 18,750 


To record the revaluation of Smith shares to a $33.75 per share fair value 
from their previous equity method January 1, 2011, carrying amount 
of $30.00 per share. 


The above revaluation of retained shares reflects the view that the loss of control of a sub- 
sidiary is a significant economic event that changes the fundamental relationship between 
the former parent and subsidiary. Also, the fair value of the retained investment provides 
the users of the parent’s financial statements with more relevant information about the 
investment. 
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Cost-Flow Assumptions 

If it sells less than an entire investment, the parent must select an appropriate cost-flow as- 
sumption when it has made more than one purchase. In the sale of securities, the use of spe- 
cific identification based on serial numbers is acceptable, although averaging or FIFO 
assumptions often are applied. Use of the averaging method is especially appealing because 
all shares are truly identical, creating little justification for identifying different cost figures 
with individual shares. 


Accounting for Shares That Remain 


If Adams sells only a portion of the investment, it also must determine the proper method of 
accounting for the shares that remain. Three possible scenarios can be envisioned: 


1. Adams could have so drastically reduced its interest that the parent no longer controls the 
subsidiary or even has the ability to significantly influence its decision making. For exam- 
ple, assume that Adams’s ownership drops from 80 to 5 percent. In the current period prior 
to the sale, the 80 percent investment is reported by means of the equity method with the 
market-value method used for the 5 percent that remains thereafter. Consolidated financial 
statements are no longer applicable. 

2. Adams could still apply significant influence over Smith’s operations although it no longer 
maintains control. A drop in the level of ownership from 80 to 30 percent normally meets this 
condition. In this case, the parent utilizes the equity method for the entire year. Application is 
based on 80 percent until the time of sale and then on 30 percent for the remainder of the year. 
Again, consolidated statements cease to be appropriate because control has been lost. 

3. The decrease in ownership could be relatively small so that the parent continues to main- 
tain control over the subsidiary even after the sale. Adams’s reduction of its ownership in 
Smith from 80 to 60 percent is an example of this situation. After the disposal, consolidated 
financial statements are still required, but the process is based on the end-of-year owner- 
ship percentage. Because only the retained shares (60 percent in this case) are consolidated, 
the parent must separately recognize any current year income accruing to it from its termi- 
nated interest. Thus, Adams shows earnings on this portion of the investment (a 20 percent 
interest in Smith for the time during the year that it is held) in the consolidated income 
statement as a single-line item computed by means of the equity method. 


COMPARISONS WITH INTERNATIONAL ACCOUNTING STANDARDS 


As observed in previous chapters of this text, the accounting and reporting for business com- 
binations between U.S. and international standards has largely converged with FASB ASC 
Topic 805 and JFRS 3R, each of which carries the title Business Combinations and ASC topic 
810, Consolidation. Each set of standards requires the acquisition method and embrace a fair- 
value model for the assets acquired and liabilities assumed in a business combination. Both 
sets of standards treat exchanges between the parent and the noncontrolling interest as equity 
transactions, unless control is lost. However, as seen below, the accounting for the noncon- 
trolling interest can diverge across the two reporting regimes. 


e U.S. GAAP In reporting the noncontrolling interest in consolidated financial statements, 
U.S. GAAP requires a fair value measurement attribute, consistent with the overall valua- 
tion principles for business combinations. Thus, acquisition-date fair value provides a ba- 
sis for reporting the noncontrolling interest, which is adjusted for its share of subsidiary 
income and dividends subsequent to acquisition. 

e IFRS. In contrast, JFRS 3R allows an option for reporting the noncontrolling interest for 
each business combination. Under IFRS, the noncontrolling interest may be measured ei- 
ther at its acquisition-date fair value, which can include goodwill, or at a proportionate 
share of the acquiree’s identifiable net asset fair value, which excludes goodwill. The IFRS 
proportionate-share option effectively assumes that any goodwill created through the busi- 
ness combination applies solely to the controlling interest. 
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THE LEGACY PURCHASE METHOD—CONSOLIDATED FINANCIAL 
REPORTING WITH A NONCONTROLLING INTEREST 


Understand the principles of 
the legacy purchase method in 
accounting for a noncontrolling 
interest. 


EXHIBIT 4.13 
Subsidiary Accounts and 
Cost Allocation—Date of 
80 Percent Acquisition 
by Parent 


The current FASB ASC topics on Business Combinations (805) and Consolidation (810) rep- 
resent a distinct departure from past consolidated reporting for subsidiary assets, liabilities, in- 
come, and noncontrolling interests. The acquisition method, which focuses on acquisition-date 
fair values, replaces the previous purchase method and its emphasis on cost accumulation and 
allocation. However, the acquisition method is applied prospectively, leaving intact long- 
lasting financial statement effects from past applications of the purchase method for business 
combinations occurring prior to January 1, 2009. 

Under the purchase method, the parent recognized the fair values of acquired subsidiary as- 
sets and liabilities, but only to the extent of its percentage ownership interest. In the presence 
of a noncontrolling interest, subsidiary assets and liabilities were measured partially at fair 
value and partially at the subsidiary’s carryover (book) value. This dual valuation for sub- 
sidiary assets and liabilities was viewed as being consistent with the cost principle. Because 
only the parent’s percentage was purchased in the combination, only that percentage was ad- 
justed to fair value. Therefore, the valuation principle for the noncontrolling interest under the 
purchase method was simply its share of the subsidiary’s book value. 

To illustrate the accounting for a business combination using the purchase method, assume 
that Ramsey Company purchased 80 percent of the outstanding shares of Santana Company 
for $1,435,000 cash on January 1, 2008. Exhibit 4.13 shows Santana’s acquisition date balance 
sheet and Ramsey’s cost allocation using the purchase method. Note that the parent allocates 
only its cost to the subsidiary’s assets based on their fair values. Because the parent purchased 
only 80 percent of the subsidiary’s shares, only 80 percent of the subsidiary’s net assets are 
valued at the parent’s cost. The 20 percent held by the noncontrolling interest is not part of the 
exchange transaction, and therefore no new basis of accountability arises. Thus, 20 percent of 
the net assets remains at the subsidiary’s former book value (carryover basis), and 80 percent 
of the net assets is valued at cost to the parent. 


SANTANA COMPANY 
Account Balances for Consolidation—Purchase Method 
January 1, 2008 


80% Write-Up in 


Book Value Fair Value Difference Consolidation 
Current assets .......... $ 239,000 $ 239,000 $ -0- $ -0- 
REIAYh oe. se stele ecMhalers ae ae 575,000 610,000 35,000 28,000 
Equipment (7-year life) ... 1,886,000 1,956,000 70,000 56,000 
Patent (8-year life) ....... —0- 20,000 20,000 16,000 
liiabilitiess eo eee (1,050,000) (1,050,000) —0- —0- 
Net assets ............. $ 1,650,000 $1,775,000 $125,000 $100,000 
Gommonstoc ne (900,000) 
Retained Earnings ....... (750,000) 


Allocation of Ramsey's Cost—Purchase Method 


Purchase price for 80% of Santana Company ............ $1,435,000 
Book value acquired (80% X $1,650,000)............... 1,320,000 
Excess of parent's cost over 80% of subsidiary book value . . . 115,000 

HO laine (GOV SSIS OOO) cs ace coseandscusehe sade $28,000 

tolequipment (S09 x 70000) 2 sess 56,000 

HO (ORIEN HOV << AO OOO) os ccecoscavesconcessede 16,000 100,000 


torgoodWilllbvwueys reset nse arent nr acmepes any er: $ 15,000 
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For example, Santana’s land account will appear on Ramsey’s acquisition-date consolidated 
balance sheet at $603,000. This amount can be computed in either of two mathematically 
equivalent ways as follows: 


Fair value X parent’s ownership percentage = $610,000 X 80% =............. $488,000 
+ Book value X noncontrolling interest percentage = $575,000 xX 20% = ...... 115,000 
Consolidated value for subsidiary land .......... 0... 00 ccc ee eee $603,000 
Book value of subsidiary land... 2.0.0.0... eee $575,000 
+ (Fair value — book value) X parent's ownership percentage = $35,000 X 80% = .. 28,000 
Consolidated value for subsidiary land ............ 00.0. cece eee $603,000 


The subsidiary’s book value is consolidated in total whereas any cost in excess of 
book value is assumed to be a parent company expenditure appropriately allocated based 
on fair values. By comparison, the acquisition method recognizes 100 percent of the fair 
values of the subsidiary’s assets and liabilities regardless of the controlling interest’s own- 
ership percentage. Thus the acquisition method would show a full $610,000 fair value for 
the land. 

To complete the illustration of the purchase method, assume that Ramsey and Santana 
submit December 31, 2011, financial statements as shown in the first two columns of 
Exhibit 4.14. Ramsey then prepares the following worksheet entries. 


Consolidation Entry S 
(Golo Sore SEIMGNEN! = oGas aoa s desasan ese wise asanebuckuaneee 900,000 
ewelinetel Ezines, WAV (SIMI) 26 ¢ocnncececdoucersacducobesuce 800,000 
Investment in Santana Company (80%) .................-0-0-0-- 1,360,000 
Noncontrolling Interest in Santana Company, 1/1/11 (20%) .......... 340,000 


To eliminate beginning stockholders’ equity accounts of subsidiary along 
with book value portion of investment (equal to 80 percent ownership). 
Noncontrolling interest of 20 percent is also recognized. 


Consolidation Entry A 
LARGE Bp Soa treet cue La cy, ee ets eee Gis er, gee cetera: Aor 28,000 
EqUuIpIMeM tree caer pierre aire terre tre ar ae sce ere re ee 32,000 
Paite iteare rccaeasen cnn chains steceae asec pn pameee even tie Ses cce RETURNER ele ear lt 10,000 
(GroroYohAlll ata vctumen- anes anne lavage tmvenct audeaca ext Guat ceaie code, eka nite cum areunuardans meoaeiata 15,000 
Investmentinysantanal @ompanyiaereserr ent eee arene 85,000 


To allocate the excess of Ramsey's cost over Santana’s book value based on 
fair values net of 3 years amortization. Note that under the purchase method 
none of this excess allocation is attributed to the noncontrolling interest. 


Consolidation Entry I 


SJWLoK so) Fav Meola eh acai eecsenunce ea en ala aee nce ors Go een ces urea meas een 158,000 
InvestmentinysantanalGompan Vane ree tt ene er eer 158,000 


To eliminate current year equity income recorded by Ramsey in connection 
with its ownership of Santana. The subsidiary’s revenue and expense 
accounts are left intact and included in consolidated figures. 


170 Chapter 4 


EXHIBIT 4.14 Consolidated Worksheet with a Noncontrolling Interest—Legacy Purchase Method 


RAMSEY AND SUBSIDIARY SANTANA COMPANY 
Consolidated Worksheet—Purchase Method 
December 31, 2011 


Noncontrolling 
Ramsey Santana | Adjustments & Eliminations Interest Consolidated 
Revenues (2,525,000) |(1,000,000) (3,525,000) 
Operating expenses 2,183,000 790,000 (E) 10,000 2,983,000 
Subsidiary income (158,000) —0- (I) 158,000 (42,000) 42,000 
Net income (500,000) (210,000) (500,000) 
Retained earnings 1/1 (2,000,000) (800,000) (S) 800,000 (2,000,000) 
Net income (500,000) (210,000) (500,000) 
Dividends declared 200,000 25,000 (D) 20,000 5,000 200,000 
Retained earnings 12/31 (2,300,000) (985,000) (2,300,000) 
Current assets 967,000 827,000 1,794,000 
Investment in Santana 1,583,000 (D) 20,000 | (S)1,360,000 —0- 
(equity method) (A) 85,000 
(I) 158,000 
Land 1,500,000 575,000 (A) 28,000 2,103,000 
Buildings and equipment 3,090,000 1,726,000 (A) 32,000 | (E) 8,000 4,840,000 
Patent —-0- -0- (A) 10,000 | (E) 2,000 8,000 
Goodwill 200,000 -0- (A) 15,000 215,000 
Total assets 7,340,000 3,128,000 8,960,000 
Liabilities (1,890,000) |(1,243,000) (3,133,000) 
Common stock—Ramsey (3,150,000) (3,150,000) 
Common stock—-Santana (900,000) (S) 900,000 
Noncontrolling interest 1/1 (S) 340,000 (340,000) 
Noncontrolling interest 12/31 377,000 (377,000) 
Retained earnings 12/31 (2,300,000) (985,000) (2,300,000) 
Total liabilities and =a 
stockholders’ equity (7,340,000) |(3,128,000) 1,973,000 1,973,000 (8,960,000) 
Consolidation entries: 
(S) Elimination of subsidiary’s stockholders’ equity along with recognition of 1/1 noncontrolling interest. 
(A) Allocation of excess cost over book value, unamortized balances as of 1/1. 
(I) Elimination of intra-entity income (equity accrual less amortization expenses). 
(D) Elimination of intra-entity dividend payments. 
(E) Recognition of amortization expenses on excess cost allocations. 
Consolidation Entry D 
Iinessiinnvetan’ (in) SEIMEIAE! COMNSEINY ocncoonceenaecnaedvocneeoareenmes 20,000 
Dividendsideclareditia esa armrx eee area er nner 20,000 
This worksheet entry offsets the $20,000 current year intra-entity 
dividend paid by Santana to Ramsey. 
Consolidation Entry E 
@peratinGiexMEMSes ecw aw ras eee Carey yen arn Mere phe Carry Sree are ne 10,000 
EGUIDIMGN taupe seter es acter hace cari cease ene een ear ara ee aale cen 8,000 
[FSM =) A Ehae a Sara mete cer tray cee trates cara crise enter rence eh vee chi aamaecerntto tn aA a serenenee ae 2,000 


To recognize excess cost amortization expenses for the current year based 
on Ramsey's percentage ownership of Santana’s acquisition-date fair values. 
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The noncontrolling interest in Santana balance totals $377,000 at the end of the year. This 
valuation represents 20 percent of the subsidiary’s year-end book value (common stock plus 
ending retained earnings) or 20% X ($900,000 + $985,000). This $377,000 total can also be 
seen on the worksheet with supporting details as follows: 


Noncontrolling interest at 1/1/11 (20% of $1,700,000 beginning 


book value—common stock plus 1/1/11 retained earnings) ....... $340,000 
Noncontrolling interest in subsidiary’s income 

(20% X $210,000 subsidiary income) .............. 00.0 cee 42,000 
Dividends paid to noncontrolling interest (20% of $25,000 total) ... (5,000) 
Noncontrolling interest at 12/31/11 .. 0.2.2.0... 0.000000 002 $377,000 


Note that the noncontrolling interest’s share of subsidiary income does not take into account 
any of the excess cost amortizations. This treatment is consistent with the noncontrolling 
interest valuation at subsidiary book value. 


Criticisms of the Purchase Method in the Presence of a Noncontrolling Interest 


Several criticisms were leveled at past practice for consolidated financial reporting in the pres- 
ence of a noncontrolling interest. These include: 


¢ Dual valuation of subsidiary balance sheet accounts. 


e The “mezzanine” categorization of the noncontrolling interest in consolidated balance 
sheets. 


e The valuation basis for the noncontrolling interest. 
e Accounting for the parent’s transactions in the ownership shares of its subsidiary. 


We briefly discuss each of these criticisms below. 

As shown in the Ramsey and Santana example above, the purchase method employed a 
mixed-attribute model to consolidate subsidiary assets whenever a noncontrolling interest was 
present. By recognizing the fair value of subsidiary assets only to the extent of the parent’s 
ownership percentage, these assets were consolidated in part at fair value, and in part at the 
subsidiary’s book value. Many considered this dual valuation in the presence of a noncontrol- 
ling interest as hindering the relevance of the resulting consolidated balances. Moreover, 
because book values tended to understate asset valuation, financial ratios such as return-on- 
assets were also overstated. The problem was compounded in step acquisitions when several 
purchase cost allocations were combined at various amounts through time. 

Another criticism of past practice was the fact that most parent companies reported their 
noncontrolling interests between the liability and stockholder’s equity sections in an area re- 
ferred to as the “mezzanine.” The 2005 FASB Exposure Draft, “Business Combinations and 
Consolidated Financial Statements, Including Accounting and Reporting of Noncontrolling 
Interests in Subsidiaries,” argued for inclusion in equity (pages viii and ix): 


This proposed Statement would result in greater consistency with the Board’s conceptual frame- 
work because it would require noncontrolling interests to be accounted for and reported as equity, 
separately from the parent shareholders’ equity. In current practice, noncontrolling interests in the 
equity of subsidiaries are reported most commonly as “mezzanine” items between liabilities and 
equity in the consolidated financial statements of the parent, but also as liabilities or as equity. 
The display of noncontrolling interests as liabilities has no conceptual support because noncon- 
trolling interests do not meet the definition of liabilities as defined in paragraph 35 of FASB 
Concepts Statement No. 6, Elements of Financial Statements. Not one of the entities involved— 
the parent, the subsidiary, or the consolidated entity—is obligated to transfer assets or provide 
services to the owners that hold equity interests in the subsidiary. Also, Concepts Statement 6 
defines three elements of a statement of financial position: assets, liabilities, and equity (or net 
assets). The display of noncontrolling interests as mezzanine items would require that a new 
element—noncontrolling interests in consolidated subsidiaries—be created specifically for con- 
solidated financial statements. The Board believes that no compelling reason exists to create such 
a new element. A view of consolidated financial statements as those of a single economic entity 
supports classification as equity because noncontrolling shareholders, partners, or other equity 
holders in subsidiaries are owners of a residual interest in a component of the consolidated entity. 
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Current GAAP requires that the noncontrolling interest be reported separately in the stock- 
holders’ equity section of the consolidated balance sheet. 

Under the purchase method, the noncontrolling interest was valued at its percentage of the 
subsidiary’s book value. To provide a consistent measurement attribute for the subsidiary, the 
acquisition method requires accounting for the noncontrolling interest at its acquisition-date 
fair value. Thus, the managers of the parent company are accountable for the entire fair values 
of their acquisitions. 

Finally, past practice varied when the parent company sold or bought subsidiary shares 
while nonetheless maintaining control. In some cases, gains or losses were recognized on 
these transactions and in other cases they were treated as equity transactions. Current GAAP 
requires a consistent treatment for these economically similar events. Thus, all transactions by 
a parent in a subsidiary’s ownership shares will be accounted for as equity transactions, as long as 
the parent maintains control. 


Summary 


1. A parent company need not acquire 100 percent of a subsidiary’s stock to form a business combina- 
tion. Only control over the decision-making process is necessary, a level that has historically been 
achieved by obtaining a majority of the voting shares. Ownership of any subsidiary stock that is re- 
tained by outside, unrelated parties is collectively referred to as a noncontrolling interest. 

2. A consolidation takes on an added degree of complexity when a noncontrolling interest is present. 
The noncontrolling interest represents a group of subsidiary owners and their equity is recognized by 
the parent in its consolidated financial statements. 

3. The valuation principle for the noncontrolling interest is acquisition-date fair value. The fair value of 
the noncontrolling interest is added to the consideration transferred by the parent to determine the 
acquisition-date fair value of the subsidiary. This fair value is then allocated to the subsidiary’s assets 
acquired and liabilities assumed based on their individual fair values. At the acquisition date, each of 
the subsidiary’s assets and liabilities is included in consolidation at its individual fair value regardless 
of the degree of parent ownership. Any remaining excess fair value beyond the total assigned to the 
net assets is recognized as goodwill. 


4. Consolidated goodwill is allocated across the controlling and noncontrolling interests based on the 
excess of their respective acquisition-date fair values less their percentage share of the identifiable 
subsidiary net asset fair value. The goodwill allocation, therefore, does not necessarily correspond 
proportionately to the ownership interest of the parent and the noncontrolling interest. 

5. This fair value is then adjusted through time for subsidiary income (less excess fair-value amortiza- 
tion) and subsidiary dividends. 

6. Four noncontrolling interest figures appear in the annual consolidation process. First, a beginning-of- 
the-year balance is recognized on the worksheet (through Entry S) followed by the noncontrolling 
interest’s share of the unamortized excess acquisition-date fair values of the subsidiary’s assets and 
liabilities (including a separate amount for goodwill if appropriate). Next, the noncontrolling interest 
share of the subsidiary’s income for the period (recorded by a columnar entry) is recognized. Sub- 
sidiary dividends paid to these unrelated owners are entered as a reduction of the noncontrolling 
interest. The final balance for the year is found as a summation of the Noncontrolling Interest column 
and is presented on the consolidated balance sheet, within the Stockholders’ Equity section. 


7. When a midyear business acquisition occurs, consolidated revenues and expenses should not include 
the subsidiary’s current year preacquisition revenues and expenses. Only postacquisition subsidiary 
revenues and expenses are consolidated. 

8. A parent can obtain control of a subsidiary by means of several separate purchases occurring over 
time, a process often referred to as a step acquisition. Once control is achieved, the acquisition 
method requires that the parent adjust to fair value all prior investments in the acquired firm and rec- 
ognize any gain or loss. The fair values of these prior investments, along with the consideration trans- 
ferred in the current investment that gave the parent control, and the noncontrolling interest fair value 
all comprise the total fair value of the acquired company. 

9. When a parent sells some of its ownership shares of a subsidiary, it must establish an appropriate 
investment account balance to ensure an accurate accounting. If the equity method has not been used, 
the parent’s investment balance is adjusted to recognize any income or amortization previously 
omitted. The resulting balance is then compared to the amount received for the stock to arrive at 
either an adjustment to additional paid-in capital (control maintained) or a gain or loss (control lost). 
Any shares still held will subsequently be reported through either consolidation, the equity method, 
or the fair-value method, depending on the influence retained by the parent. 
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Com prehensive (Estimated Time: 60 to 75 Minutes) On January 1, 2009, Father Company acquired an 80 percent interest 


in Sun Company for $425,000. The acquisition-date fair value of the 20 percent noncontrolling interest’s 
ownership shares was $102,500. Also as of that date, Sun reported total stockholders’ equity of $400,000: 
$100,000 in common stock and $300,000 in retained earnings. In setting the acquisition price, Father 
PROBLEM appraised four accounts at values different from the balances reported within Sun’s financial records. 


Illustration 


Bulllohinos (HVA UWA) «san cnnaevacenneaae Undervalued by $20,000 
kan Geese Ob ee ee ee ed bain As Undervalued by $50,000 
[eonmyovnmvernie (Gaye NE) oacconeaasncaesaace Undervalued by $12,500 
Royalty agreement (20-year life) ............ Not recorded, valued at $30,000 


As of December 31, 2013, the trial balances of these two companies are as follows: 


Father Sun 
Company Company 
Debits 
GUE tteaASSCLS yee sace arsenate nee ere eer ee $ 605,000 $ 280,000 
rawwessweiaelae (in) SWIM) (COMMSEINY, oa cn cacaeceaaaaene 425,000 —0- 
Leeli Cl ese tee re ee a a Oe A eg ee Ee 200,000 300,000 
AUCH) 2 ota ac eee eanned cep bemeceme 640,000 290,000 
ECUIONNEMEN INGE) serra creer ee ee ae oe nee eure 380,000 160,000 
EXPOMSCSiee cise reer ensue oem paeeniha Sibe techs seca eee 550,000 190,000 
IBYAAfe [eave keaton no etait co a RA eA ,, Pr Rm 90,000 20,000 
‘eve lleolelelis: eon bah ela bw meek sama os alee $2,890,000 $1,240,000 
Credits 
lia ilitiesaeston cer ates ee meee rare om ene Woe $ 910,000 $ 300,000 
GOMimMOnistOGkewere eee eee eae eer ree Gree 480,000 100,000 
Neininetel elinlines, WIWIS coccncodncuavencabec 704,000 480,000 
REVEMUGStespater- nace ns resesece tess) Renee renee EAS 780,000 360,000 
DNC ENnel TINO... ncn cudonsunnaanonaage an 16,000 —0- 
OVI NOMS Cate mn ae awh me BON Re he ee eae ee $2,890,000 $1,240,000 


Included in these figures is a $20,000 debt that Sun owes to the parent company. No goodwill impair- 
ments have occurred since the Sun Company acquisition. 


Required 

a. Determine consolidated totals for Father Company and Sun Company for the year 2013. 

b. Prepare worksheet entries to consolidate the trial balances of Father Company and Sun Company for 
the year 2013. 

c. Assume instead that the acquisition-date fair value of the noncontrolling interest was $112,500. What 
balances in the December 31, 2013, consolidated statements would change? 


SOLUTION 


a. The consolidation of Father Company and Sun Company begins with the allocation of the sub- 
sidiary’s acquisition-date fair value as shown in Exhibit 4.15. Because this consolidation is taking 
place after several years, the unamortized balances for the various allocations at the start of the cur- 
rent year also should be determined (see Exhibit 4.16). 

Next, the parent’s method of accounting for its subsidiary should be ascertained. The continuing 
presence of the original $425,000 acquisition price in the investment account indicates that Father is 
applying the initial value method. This same determination can be made from the Dividend Income 
account, which equals 80 percent of the subsidiary’s dividends. Thus, Father’s accounting records 
have ignored the increase in Sun’s book value as well as the excess amortization expenses for the 
prior periods of ownership. These amounts have to be added to the parent’s January 1, 2013, Retained 
Earnings account to arrive at a properly consolidated balance. 

During the 2009-2012 period of ownership, Sun’s Retained Earnings account increased by 
$180,000 ($480,000 — $300,000). Father’s 80 percent interest necessitates an accrual of $144,000 
($180,000 X 80%) for these years. In addition, the acquisition-date fair value allocations require the 
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eeeee : FATHER COMPANY AND SUN COMPANY 
Value Allocations Acquisition-Date Fair-Value Allocation and Amortization 
2009-2012 
Estimated Annual Excess 
Allocation Life (years) Amortization 
Acquisition-date fair value................ $527,500 
Sumbooksvaltie (0026) ee tent nine 400,000 
ExcessialnWalle@y omens nee ene 127,500 
Allocation to specific subsidiary accounts 
based on fair value: 
[BAU ol ino Scene seen cuncncearme neers atnvoreanrs pesos $ 20,000 8 $ 2,500 
LEfcTato ht eueerrenreenrrerO Ar cara Nace eRe ee ae 50,000 
EquIpIMeniie ae yee ee Gre eee eae 12,500 5 2,500 
Royaltysagreemenits a. .40 ee eeon esos 30,000 20 1,500 
(EteLoro hil te 8 ee eet eh Ae ol ne es ee oe $ 15,000 
Annual excess amortization expenses ....... $ 6,500 
Goodwill Allocation to the Controlling and Noncontrolling Interests 
Controlling Noncontrolling 
Interest Interest Total 
Fair value at acquisition date.............. $425,000 $102,500 $527,500 
Relative fair value of Sun's net identifiable 
Gres (SOS clatel AYO) cacncacasaccasaep 410,000 102,500 512,500 
GOOdWillleerr nae tear pee nee hice umes Oars $ 15,000 $ -0- $ 15,000 
recognition of $20,800 in excess amortization expenses for this same period ($6,500 X 80% X 
4 years). Thus, a net increase of $123,200 ($144,000 — $20,800) is needed to correct the parent’s 
beginning Retained Earnings balance for the year. 
Once the adjustment from the initial value method to the equity method is determined, the con- 
solidated figures for 2013 can be calculated: 
Current Assets = $865,000. The parent’s book value is added to the subsidiary’s book value. The 
$20,000 intra-entity balance is eliminated. 
Investment in Sun Company = —0-—. The intra-entity ownership is eliminated so that the sub- 
sidiary’s specific assets and liabilities can be consolidated. 
Land = $550,000. The parent’s book value is added to the subsidiary’s book value plus the $50,000 
excess fair value allocation (see Exhibit 4.15). 
EXHIBIT 4.16 


FATHER COMPANY AND SUN COMPANY 
Unamortized Excess Fair over Book Value Allocation 
January 1, 2013, Balances 


Excess Fair Value 
Allocation Balances 


Excess Excess 

Original Amortization Balance 
Account Allocation 2009-2012 1/1/13 
BulilClimg Secreta cas ane ta ee ce nce ne eine $ 20,000 $10,000 $ 10,000 
Vale ter Oaiica eng we eiaks Sen cea ea cea arene Lie aaes 50,000 -0- 50,000 
EQUIDIMEMIiR epee care ere ctem ace, eet inet an es 12,500 10,000 2,500 
NOWELIN, EIOISSIMEIN goa poco ona dosueaucoe 30,000 6,000 24,000 
GOOd Will teen trees heme reenter ets 15,000 -0- 15,000 


TOLLE yen ace eee an ean Pee ene $127,500 $26,000 $101,500 
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Buildings (net) = $937,500. The parent’s book value is added to the subsidiary’s book value plus the 
$20,000 fair-value allocation (see Exhibit 4.16) and less five years of amortization (2009 through 2013). 


Equipment (net) = $540,000. The parent’s book value is added to the subsidiary’s book value. The 
$12,500 fair-value allocation has been completely amortized after five years. 


Goodwill = $15,000. Original acquisition-date value assigned. 


Expenses = $746,500. The parent’s book value is added to the subsidiary’s book value plus amorti- 
zation expenses on the fair-value allocations for the year (see Exhibit 4.15). 


Dividends Paid = $90,000. Only parent company dividends are consolidated. Subsidiary dividends 
paid to the parent are eliminated; the remainder reduce the Noncontrolling Interest balance. 


Royalty Agreement = $22,500. The original residual allocation from the acquisition-date fair value 
is recognized after taking into account five years of amortization (see Exhibit 4.15). 


Consolidated Net Income = $393,500. The combined total of consolidated revenues and expenses. 
Noncontrolling Interest in Subsidiary s Income = $32,700. The outside owners are assigned a 20 per- 
cent share of the subsidiary’s income less excess fair-value amortizations: 20% X ($170,000 — $6,500). 
Controlling Interest in Consolidated Net Income = $360,800. Consolidated net income less the 
amount allocated to the noncontrolling interest. 

Liabilities = $1,190,000. The parent’s book value is added to the subsidiary’s book value. The 
$20,000 intra-entity balance is eliminated. 

Common Stock = $480,000. Only the parent company’s balance is reported. 

Retained Earnings, 1/1/13 = $827,200. Only the parent company’s balance after a $123,200 increase 
to convert from the initial value method to the equity method. 

Retained Earnings 12/31/13 = $1,098,000. The parent’s adjusted beginning balance of $827,200, plus 
$360,800 net income to the controlling interest, less $90,000 dividends paid to the controlling interest. 
Revenues = $1,140,000. The parent’s book value is added to the subsidiary’s book value. 

Dividend Income = —0-. The intra-entity dividend receipts are eliminated. 

Noncontrolling Interest in Subsidiary, 12/31/13 = $162,000. 


NCI in Sun’s 1/1/13 book value (20% X $580,000) .................... $116,000 
NCI in unamortized excess fair-value allocations (20% * $86,500) ........ 17,300 
Jemueerny 1, 20133, INCI lin SunS Talle WAIUS coco cnc ne cotenesosncnvacasece 133,300 
NCI in Sun’s net income [20% x ($360,000 — 196,500)] ............... 32,700 
NCI dividend share (20% X $20,000) ..........................004. (4,000) 

Total noncontrolling interest December 31,2013 ................... $162,000 


b. Six worksheet entries are necessary to produce a consolidation worksheet for Father Company and 
Sun Company. 


Entry *C 
MSS innate (in) SUN COMMON a cocnocanossedanoocmgeanoeanaeence 123,200 
RetaineciEanningsr/1/i|3\(panent) em etree ere 123,200 
This increment is required to adjust the parent's Retained 
Earnings from the initial value method to the equity method. 
The amount is $144,000 (80 percent of the $180,000 increase 
in the subsidiary’s book value during previous years) less 
$20,800 in excess amortization over this same four-year 
period ($6,500 x 80% x 4 years). 


Entry S 
COMM) SOP AGUOSCIEN)) porcvrucnctdaccosoeonrheodecnesanes 100,000 
RetainediEarnimgsmd/avallo(SUbSIClahy) sete ter aan anne 480,000 
Investment in Sun Company (80 percent) ................--. 464,000 
Noncontrolling Interest in Sun Company (20 percent) .......... 116,000 


To eliminate beginning stockholders’ equity accounts of the subsidiary 
and recognize the beginning balance book value attributed to the 
outside owners (20 percent). 
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Entry Al and A2 Combined 


BUiIGINGSe ae ere caer tent e won teria eee cere ease mere eee 10,000 
eTaTOl aes ears seatbelt asia Sie i shee en hoa neaRts val Aue ae Reena fn 50,000 
{0 [Uf oY al =n tetey tyre tee sae cree cuca era neue ase cerca vere OTe 2,500 
Royaltv/Aoreeniemitanpneeures: centr emer ai open mene eatactrr be earteeen 24,000 
GOOCW lI eee reece ceme tce e eeces Orn nan a teene a ee C icra erage eens 15,000 
AMESUMANEIE I) SUCOMIBENMY cncocaccusconeecteuadconane re 84,200 
Noncontrolling Interest in Sun Company ............-.++--5- 17,300 


To recognize unamortized excess fair over book value allocations 
as of the first day of the current year (see Exhibit 4.16). All goodwill 
is attributable to the controlling interest. 


Entry I 
Dividendilncome: wren kee ee ee ee racea oe ea eee Eas 16,000 
IDYWAtol=\qie Eilers Tle E-dua-hseacctnee oc + 819 cuarocaren austen eum much eve aNd euaceeuee: Avalane 16,000 


To eliminate intra-entity dividend payments recorded by parent 
(using the initial value method) as income. 


Entry E 
Depreciation: Expenseiere a cracere sane niente teers eiresea et ree 5,000 
FANTIMODEIZALIOMMEX (CTS ie emma eer oer ee prea verona een mrargrae 1,500 
[E{UIfolinolsioeertcmencn eens aieke de ead ia e Cine me am ees ek Duns sie Gla tee 2,500 
EGU me teteeese seen ae ee eee le cee eens vce poe ete 2,500 
RovyaltyAgreementscrcevs tenace sete aie eee ee wees mesoarre 1,500 


To recognize excess amortization expenses for the current year 
(see Exhibit 4.15). 


Entry P 
liabilities See a oreo wre or ren ee ae ee ee eee See hy Un re ee 20,000 
GUUTTETTEASS CLS eects eee aise ter sire oes ety itera Regen Pray RE 20,000 
To eliminate the intra-entity debt. 


c. Ifthe acquisition-date fair value of the noncontrolling interest were $112,500, then Sun’s fair value 
would increase by $10,000 to $537,500 and goodwill would increase by the same $10,000 to $25,000. 
The entire $10,000 increase in goodwill would be allocated to the noncontrolling interest as follows: 


Controlling Noncontrolling 
Interest Interest Total 
Fair value at acquisition date ............. $425,000 $112,500 $537,500 
Relative fair value of Sun’s net identifiable 
ERSeIS (HOV eel AWYO)) ooccsssecacasess 410,000 102,500 512,500 
Good willizennee- teers sete eee ee er eee $ 15,000 $ 10,000 $ 25,000 


Therefore, the consolidated balance sheet would show goodwill at $25,000 (instead of $15,000) and 
the noncontrolling interest balance would show $172,000 (instead of $162,000). 


Questions 1. What does the term noncontrolling interest mean? 


2. Atwater Company acquires 80 percent of the outstanding voting stock of Belwood Company. On that 
date, Belwood possesses a building with a $160,000 book value but a $220,000 fair value. Assum- 
ing that a bargain purchase has not been made, at what value would this building be consolidated 
under each of the following? 

a. Acquisition method 
b. Purchase method 
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3. What is a control premium and how does it affect consolidated financial statements? 

4. Where should the noncontrolling interest’s claims be reported in a consolidated set of financial 
statements? 

5. How is the noncontrolling interest in a subsidiary company calculated as of the end of the current 
year? 

6. December 31 consolidated financial statements are being prepared for Allsports Company and its 
new subsidiary acquired on July 1 of the current year. Should Allsports adjust its consolidated bal- 
ances for the preacquisition subsidiary revenues and expenses? 

7. Tree, Inc., has held a 10 percent interest in the stock of Limb Company for several years. Because 
of the level of ownership, this investment has been accounted for using the fair-value method. At the 
beginning of the current year, Tree acquires an additional 70 percent interest, which provides the 
company with control over Limb. In preparing consolidated financial statements for this business 
combination, how does Tree account for the previous 10 percent ownership interest? 

8. Duke Corporation owns a 70 percent equity interest in UNCCH, a subsidiary corporation. During 
the current year, a portion of this stock is sold to an outside party. Before recording this transaction, 
Duke adjusts the book value of its investment account. What is the purpose of this adjustment? 

9. In question (8), how would the parent record the sales transaction? 


10. In question (8), how would Duke account for the remainder of its investment subsequent to the sale 
of this partial interest? 


Problems Note: Problems | through 37 assume the use of the acquisition method. Problems 38 through 40 assume 
the use of the purchase method. 


LO1 1. What is a basic premise of the acquisition method regarding accounting for a noncontrolling interest? 


a. Consolidated financial statements should be primarily for the benefit of the parent company’s 
stockholders. 


b. Consolidated financial statements should be produced only if both the parent and the subsidiary 
are in the same basic industry. 


c. A subsidiary is an indivisible part of a business combination and should be included in its 
entirety regardless of the degree of ownership. 


d. Consolidated financial statements should not report a noncontrolling interest balance because 
these outside owners do not hold stock in the parent company. 


Key 2. Bailey, Inc., buys 60 percent of the outstanding stock of Luebs, Inc. Luebs owns a piece of land that 
cost $200,000 but was worth $500,000 at the acquisition date. What value should be attributed to 
this land in a consolidated balance sheet at the date of takeover? 


a. $120,000. 
b. $300,000. 
c. $380,000. 
d. $500,000. 


LO2 3. Jordan, Inc., holds 75 percent of the outstanding stock of Paxson Corporation. Paxson currently 
owes Jordan $400,000 for inventory acquired over the past few months. In preparing consolidated 
financial statements, what amount of this debt should be eliminated? 


G =U=% 

b. $100,000. 
c. $300,000. 
d. $400,000. 


Key 4. On January 1, 2011, Brendan, Inc., reports net assets of $760,000 although equipment (with a four- 
year life) having a book value of $440,000 is worth $500,000 and an unrecorded patent is valued at 
$45,000. Hope Corporation pays $692,000 on that date for an 80 percent ownership in Brendan. If 
the patent is to be written off over a 10-year period, at what amount should it be reported on consol- 
idated statements at December 31, 2012? 


a. $28,800. 
b. $32,400. 
c. $36,000. 
d. $40,500. 


178 Chapter 4 


LOG 5. 


LO4, LO8 10. 


The noncontrolling interest represents an outside ownership in a subsidiary that is not attributable to the 
parent company. Where in the consolidated balance sheet is this outside ownership interest recognized? 


a. Inthe liability section. 

b. Ina mezzanine section between liabilities and owners’ equity. 

c. Inthe owners’ equity section. 

d. The noncontrolling interest is not recognized in the consolidated balance sheet. 


. On January 1, 2011, Chamberlain Corporation pays $388,000 for a 60 percent ownership in Neville. 


Annual excess fair-value amortization of $15,000 results from the acquisition. On December 31, 
2012, Neville reports revenues of $400,000 and expenses of $300,000 and Chamberlain reports 
revenues of $700,000 and expenses of $400,000. The parent figures contain no income from the 
subsidiary. What is consolidated net income attributable to the controlling interest? 


a. $231,000. 
b. $351,000. 
c. $366,000. 
d. $400,000. 


. James Company acquired 85 percent of Mark-Right Company on April 1. On its December 31 


consolidated income statement, how should James account for Mark-Right’s revenues and expenses 

that occurred before April 1? 

a. Include 100 percent of Mark-Right’s revenues and expenses and deduct the preacquisition por- 
tion as noncontrolling interest in net income. 

b. Exclude 100 percent of the preacquisition revenues and 100 percent of the preacquisition 
expenses from their respective consolidated totals. 

c. Exclude 15 percent of the preacquisition revenues and 15 percent of the preacquisition expenses 
from consolidated expenses. 

d. Deduct 15 percent of the net combined revenues and expenses relating to the preacquisition 
period from consolidated net income. 


. Amie, Inc., has 100,000 shares of $2 par value stock outstanding. Prairie Corporation acquired 30,000 


of Amie’s shares on January 1, 2009, for $120,000 when Amie’s net assets had a total fair value of 
$350,000. On July 1, 2012, Prairie agreed to buy an additional 60,000 shares of Amie from a single 
stockholder for $6 per share. Although Amie’s shares were selling in the $5 range around July 1, 2012, 
Prairie forecasted that obtaining control of Amie would produce significant revenue synergies to jus- 
tify the premium price paid. If Amie’s net identifiable assets had a fair value of $500,000 at July 1, 
2012, how much goodwill should Prairie report in its postcombination consolidated balance sheet? 
a. $60,000. 

b. $90,000. 

c. $100,000. 

a, S—U=, 


. A parent buys 32 percent of a subsidiary in one year and then buys an additional 40 percent in the 


next year. In a step acquisition of this type, the original 32 percent acquisition should be 

a. maintained at its initial value. 

b. adjusted to its equity method balance at the date of the second acquisition. 

c. adjusted to fair value at the date of the second acquisition with a resulting gain or loss recorded. 

d. adjusted to fair value at the date of the second acquisition with a resulting adjustment to addi- 
tional paid-in capital. 

On April 1, Pujols, Inc., exchanges $430,000 fair-value consideration for 70 percent of the outstanding 

stock of Ramirez Corporation. The remaining 30 percent of the outstanding shares continued to trade 

at a collective fair value of $165,000. Ramirez’ identifiable assets and liabilities each had book values 

that equaled their fair values on April 1 for a net total of $500,000. During the remainder of the year, 

Ramirez generates revenues of $600,000 and expenses of $360,000 and paid no dividends. On a 

December 31 consolidated balance sheet, what amount should be reported as noncontrolling interest? 


a. $219,000. 
b. $237,000. 
c. $234,000. 
d. $250,500. 


McKinley, Inc., owns 100 percent of Jackson Company’s 45,000 voting shares. On June 30, McKinley’s 
internal accounting records show a $192,000 equity method adjusted balance for its investment in 
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Jackson. McKinley sells 15,000 of its Jackson shares on the open market for $80,000 on June 30. 
How should McKinley record the excess of the sale proceeds over its carrying value for the shares? 
a. Reduce goodwill by $64,000. 

b. Recognize a gain on sale for $16,000. 

c. Increase its additional paid-in capital by $16,000. 

d. Recognize a revaluation gain on its remaining shares of $48,000. 


Use the following information for Problems 12 through 14: 


West Company acquired 60 percent of Solar Company for $300,000 when Solar’s book value was 
$400,000. The newly comprised 40 percent noncontrolling interest had an assessed fair value of 
$200,000. Also at the acquisition date, Solar had a trademark (with a 10-year life) that was undervalued 
in the financial records by $60,000. Also, patented technology (with a 5-year life) was undervalued by 
$40,000. Two years later, the following figures are reported by these two companies (stockholders’ equity 
accounts have been omitted): 


West Solar Solar 
Company Company Company 
Book Value Book Value Fair Value 
(CUMEMPESSHIS scnaccesceaes $620,000 $300,000 $320,000 
UGCEMELG asosaacesoanese 260,000 200,000 280,000 
Patented technology ........ 410,000 150,000 150,000 
MENON MME: “ae dia eh be aeeee sane (390,000) (120,000) (120,000) 
REVETIUCS seats eaname rs AG led Rt (900,000) (400,000) 
EXM@MSCS: Aes te este teoeee 500,000 300,000 
Investment income ......... Not given 
LO2 12. What is the consolidated net income before allocation to the controlling and noncontrolling 
interests? 
a. $400,000. 
b. $486,000. 
c. $491,600. 
d. $500,000. 
13. Assuming Solar Company has paid no dividends, what are the noncontrolling interest’s share of the 


subsidiary’s income and the ending balance of the noncontrolling interest in the subsidiary? 
a. $26,000 and $230,000. 
b. $28,800 and $252,000. 
c. $34,400 and $240,800. 
d. $40,000 and $252,000. 


Key 14. What is the consolidated trademarks balance? 
a. $508,000. 
b. $514,000. 
c. $520,000. 
d. $540,000. 
LO2 Use the following information for Problems 15 through 19: 
On January 1, Park Corporation and Strand Corporation had condensed balance sheets as follows: 
Park Strand 
(CULES: Ah dad ae oh ame oe wee ee $ 70,000 $20,000 
Noneunnenizdssets ei ee ee ee ere 90,000 40,000 
lOtalaSSCtS tes se eres een eater nearer $160,000 $60,000 
GUmrentliabilitiGSeeew eater ee ete etek ponerse es $ 30,000 $10,000 
Longstenmude Diva .s tc .e yee pence a 50,000 — 
SHO eMOlelers’ COUN) saaannaasaugssndavnae 80,000 50,000 
Total liabilities and equities............... $160,000 $60,000 


On January 2, Park borrowed $60,000 and used the proceeds to obtain 80 percent of the outstanding 
common shares of Strand. The acquisition price was considered proportionate to Strand’s total fair 
value. The $60,000 debt is payable in 10 equal annual principal payments, plus interest, beginning 
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December 31. The excess fair value of the investment over the underlying book value of the acquired 
net assets is allocated to inventory (60 percent) and to goodwill (40 percent). On a consolidated balance 
sheet as of January 2, what should be the amount for each of the following? 


15. Current assets: 
a. $105,000. 
b. $102,000. 
c. $100,000. 
d. $ 90,000. 
16. Noncurrent assets: 
a. $130,000. 
b. $134,000. 
c. $138,000. 
d. $140,000. 
17. Current liabilities: 
a. $50,000. 
b. $46,000. 
c. $40,000. 
d. $30,000. 
18. Noncurrent liabilities: 
a. $110,000. 
b. $104,000. 
c. $ 90,000. 
d. $ 50,000. 
19. Stockholders’ equity: 
a. $80,000. 
b. $90,000. 
c. $95,000. 
d. $130,000. 
(AICPA adapted) 

20. On January 1, 2011, Harrison, Inc., acquired 90 percent of Starr Company in exchange for $1,125,000 
fair-value consideration. The total fair value of Starr Company was assessed at $1,200,000. Harrison 
computed annual excess fair-value amortization of $8,000 based on the difference between Starr’s total 
fair value and its underlying net asset fair value. The subsidiary reported earnings of $70,000 in 2011 


and $90,000 in 2012 with dividend payments of $30,000 each year. Apart from its investment in Starr, 
Harrison had income of $220,000 in 2011 and $260,000 in 2012. 


a. What is the consolidated net income in each of these two years? 
b. What is the ending noncontrolling interest balance as of December 31, 2012? 


21. On January 1, Patterson Corporation acquired 80 percent of the 100,000 outstanding voting shares 
of Soriano, Inc., in exchange for $31.25 per share cash. The remaining 20 percent of Soriano’s shares 
continued to trade for $30.00 both before and after Patterson’s acquisition. 

At January 1, Soriano’s book and fair values were as follows: 


Book Values _ Fair Values Remaining Life 


@uinenizassets: aus eee eens 80,000 80,000 

Buildings and equipment .......... 1,250,000 1,000,000 5 years 

MAG SWMAnKS: eee sews Ri 700,000 900,000 10 years 

Patented technology ............. 940,000 2,000,000 4 years 
2,970,000 

(Commerant eionllitieS 2 a enw ences 180,000 180,000 

Long-term notes payable .......... 1,500,000 1,500,000 

(COMMIMNCIM SHOES ncn nacacesnesceve 50,000 

Additional paid-in capital .......... 500,000 

Retained earnings ............... 740,000 


2,970,000 


LO2, LO7, LO& 


LO2, LO4, LO5 


2, 


22% 
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In addition, Patterson assigned a $600,000 value to certain unpatented technologies recently devel- 
oped by Soriano. These technologies were estimated to have a 3-year remaining life. 

During the year, Soriano paid a $30,000 dividend to its shareholders. The companies reported the 
following revenues and expenses from their separate operations for the year ending December 31. 


Patterson Soriano 
ROVGIUESE ere eae ioe. gta ne erate ee 3,000,000 1,400,000 
EXDOMSCSiewe cetre teri ners esta rien ew arate 1,750,000 600,000 


a. What total value should Patterson assign to its Soriano acquisition in its January 1 consolidated 
balance sheet? 

b. What valuation principle should Patterson use to report each of Soriano’s identifiable assets and 
liabilities in its January 1 consolidated balance sheet? 

c. For years subsequent to acquisition, how will Soriano’s identifiable assets and liabilities be val- 
ued in Patterson’s consolidated reports? 

d. How much goodwill resulted from Patterson’s acquisition of Soriano? 

e. What is the consolidated net income for the year and what amounts are allocated to the control- 
ling and noncontrolling interests? 

jf What is the noncontrolling interest amount reported in the December 31 consolidated balance 
sheet? 

g. Assume instead that, based on its share prices, Soriano’s January 1 total fair value was assessed 
at $2,250,000. How would the reported amounts for Soriano’s assets change on Patterson’s 
acquisition-date consolidated balance sheet? 

Parker, Inc., acquires 70 percent of Sawyer Company for $420,000. The remaining 30 percent of 

Sawyer’s outstanding shares continue to trade at a collective value of $174,000. On the acquisition 

date, Sawyer has the following accounts: 


Book Value Fair Value 


GunrenaSSetSse en re eee eee $ 210,000 $ 210,000 
EG Tale le rete eerste teeta on tc CAs ong Set eR Ce ne ee Red 170,000 180,000 
BUtilGinG Saceeemee rot eee een ere nee 300,000 330,000 
RE chi id siotereeeears char oes ate Water sae es heh tne peta? (280,000) (280,000) 


The buildings have a 10-year life. In addition, Sawyer holds a patent worth $140,000 that has a five- 
year life but is not recorded on its financial records. At the end of the year, the two companies report 
the following balances: 


Parker Sawyer 
REVEIUCS eterna cseiain oral woe Wert inca sesame nie Wer Meets ah $(900,000) $(600,000) 
EXPENSES ti wa ae ey ae ees 600,000 400,000 


a. Assume that the acquisition took place on January 1. What figures would appear in a consoli- 
dated income statement for this year? 

b. Assume that the acquisition took place on April 1. Sawyer’s revenues and expenses occurred uni- 
formly throughout the year. What amounts would appear in a consolidated income statement for 
this year? 

On January 1, Beckman, Inc., acquires 60 percent of the outstanding stock of Calvin for $36,000. 

Calvin Co. has one recorded asset, a specialized production machine with a book value of $10,000 

and no liabilities. The fair value of the machine is $50,000, and the remaining useful life is estimated 

to be 10 years. Any remaining excess fair value is attributable to an unrecorded process trade secret 
with an estimated future life of 4 years. Calvin’s total acquisition-date fair value is $60,000. 
At the end of the year, Calvin reports the following in its financial statements: 


Revenues $50,000 Machine $ 9,000 Common stock $10,000 
Expenses 20,000 Other assets 26,000 __ Retained earnings 25,000 
Net income $30,000 Total assets $35,000 Total equity $35,000 


Dividends paid $ 5,000 


Determine the amounts that Beckman should report in its year-end consolidated financial statements 
for noncontrolling interest in subsidiary income, total noncontrolling interest, Calvin’s machine (net 
of accumulated depreciation), and the process trade secret. 
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LO8, LO9 


24. On January 1, 2011, Morey, Inc., exchanged $178,000 for 25 percent of Amsterdam Corporation. 


25% 


26 


Morey appropriately applied the equity method to this investment. At January 1, the book values of 
Amsterdam’s assets and liabilities approximated their fair values. 

On June 30, 2011, Morey paid $560,000 for an additional 70 percent of Amsterdam, thus 
increasing its overall ownership to 95 percent. The price paid for the 70 percent acquisition was pro- 
portionate to Amsterdam’s total fair value. At June 30, the carrying values of Amsterdam’s assets and 
liabilities approximated their fair values. Any remaining excess fair value was attributed to goodwill. 

Amsterdam reports the following amounts at December 31, 2011 (credit balances shown in 
parentheses): 


REVeMUesierire ect eye net smokin say ete ater tence ree ace eee $(210,000) 
EXD @ISCS aoe te ene e rer serra k, erreur crannies te anon ee tant nee 140,000 
Reve linete! CEVAMIMG IS, JEMUEIN) I soos co cnecdongouarecsas (200,000) 
IDINileleiavels; (Orewoleveir 4 ah Wah a aw plone sw a ened ae SR ae 20,000 
GOMMMONEStTOG Kane Pree e eee tw ghee ee ares aan (500,000) 


Amsterdam’s revenue and expenses were distributed evenly throughout the year and no changes in 

Amsterdam’s stock have occurred. 
Using the acquisition method, compute the following: 

a. The acquisition-date fair value of Amsterdam to be included in Morey’s consolidated financial 
statements. 

b. The revaluation gain (or loss) reported by Morey for its 25 percent investment in Amsterdam on 
June 30. 

c. The amount of goodwill recognized by Morey on its December 31 balance sheet (assume no 
impairments have been recognized). 

d. The noncontrolling interest amount reported by Morey on its 
¢ June 30 consolidated balance sheet. 
¢ December 31 consolidated balance sheet. 


Posada Company acquired 7,000 of the 10,000 outstanding shares of Sabathia Company on 
January 1, 2010, for $840,000. The subsidiary’s total fair value was assessed at $1,200,000 although 
its book value on that date was $1,130,000. The $70,000 fair value in excess of Sabathia’s book 
value was assigned to a patent with a 5-year remaining life. 

On January 1, 2012, Posada reported a $1,085,000 equity method balance in the Investment in 
Sabathia Company account. On October 1, 2012, Posada sells 1,000 shares of the investment for 
$191,000. During 2012, Sabathia reported net income of $120,000 and paid dividends of $40,000. 
These amounts are assumed to have occurred evenly throughout the year. 

a. How should Posada report the 2012 income that accrued to the 1,000 shares prior to their sale? 
b. What is the effect on Posada’s financial statements from this sale of 1,000 shares? 


c. How should Posada report in its financial statements the 6,000 shares of Sabathia it continues 
to hold? 

On January 1, 2009, Telconnect acquires 70 percent of Bandmor for $490,000 cash. The remaining 
30 percent of Bandmor’s shares continued to trade at a total value of $210,000. The new subsidiary 
reported common stock of $300,000 on that date, with retained earnings of $180,000. A patent was 
undervalued in the company’s financial records by $30,000. This patent had a 5-year remaining life. 
Goodwill of $190,000 was recognized and allocated proportionately to the controlling and noncon- 
trolling interests. Bandmor earns income and pays cash dividends as follows: 


Year Net Income Dividends Paid 
2009 $ 75,000 $39,000 
2010 96,000 44,000 
2011 110,000 60,000 


On December 31, 2011, Telconnect owes $22,000 to Bandmor. 


a. If Telconnect has applied the equity method, what consolidation entries are needed as of 
December 31, 2011? 


b. If Telconnect has applied the initial value method, what Entry *C is needed for a 2011 
consolidation? 


c. If Telconnect has applied the partial equity method, what Entry *C is needed for a 2011 
consolidation? 


d. What noncontrolling interest balances will appear in consolidated financial statements for 2011? 
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27. Miller Company acquired an 80 percent interest in Taylor Company on January 1, 2009. Miller paid 
$664,000 in cash to the owners of Taylor to acquire these shares. In addition, the remaining 20 percent 
of Taylor shares continued to trade at a total value of $166,000 both before and after Miller’s acquisition. 

On January 1, 2009, Taylor reported a book value of $600,000 (Common Stock = $300,000; 
Additional Paid-In Capital = $90,000; Retained Earnings = $210,000). Several of Taylor’s build- 
ings that had a remaining life of 20 years were undervalued by a total of $80,000. 

During the next three years, Taylor reported the following figures: 


Year Net Income Dividends Paid 
2009 $ 70,000 $10,000 
2010 90,000 15,000 
2011 100,000 20,000 


Determine the appropriate answers for each of the following questions: 

a. What amount of excess depreciation expense should be recognized in the consolidated financial 
statements for the initial years following this acquisition? 

b. Ifa consolidated balance sheet is prepared as of January 1, 2009, what amount of goodwill 
should be recognized? 

c. Ifaconsolidation worksheet is prepared as of January 1, 2009, what Entry S and Entry A should 
be included? 

d. On the separate financial records of the parent company, what amount of investment income 
would be reported for 2009 under each of the following accounting methods? 

(1) The equity method. 
(2) The partial equity method. 
(3) The initial value method. 

e. On the parent company’s separate financial records, what would be the December 31, 2011, balance 
for the Investment in Taylor Company account under each of the following accounting methods? 
(4) The equity method. 

(5) The partial equity method. 
(6) The initial value method. 

f. As of December 31, 2010, Miller’s Buildings account on its separate records has a balance of 
$800,000 and Taylor has a similar account with a $300,000 balance. What is the consolidated 
balance for the Buildings account? 

g. What is the balance of consolidated goodwill as of December 31, 2011? 

h. Assume that the parent company has been applying the equity method to this investment. On 
December 31, 2011, the separate financial statements for the two companies present the follow- 
ing information: 


Miller Taylor 
Company Company 
GOMMIMOMES COCK eee ey eee ere $500,000 $300,000 
Additional paid-in capital .................. 280,000 90,000 
Retained earnings, 12/31/11 ............... 620,000 425,000 
What will be the consolidated balance of each of these accounts? 
28. Following are several account balances taken from the records of Karson and Reilly as of 


December 31, 2011. A few asset accounts have been omitted here. All revenues, expenses, and div- 
idends occurred evenly throughout the year. Annual tests have indicated no goodwill impairment. 


Karson Reilly 
Sal eSigett ane RA aA res nate Rx ee awh Ais aA Me ARMA Tat $ (800,000) $(500,000) 
Cosi OF Goods Sole) sobsodecuscdesdueuvecs 400,000 280,000 
O)OEZNING) OMOENSES 22 cccccnsonnscerusueeas 200,000 100,000 
Lines NMCONINE «csc oct cooovacnevenuuss not given —0- 
eweinetel Celine, Wil sasaseecnauoavbaunae (1,400,000) (700,000) 
DIVICEMCS meee eee renee eee we ere ee a 80,000 20,000 
race nial Sane Goer eamee a mey a ere eet ea ow eae 600,000 200,000 
OWEN EICIQENNEMS oouccccacscavogseuonde 700,000 300,000 
UCEMSIMG| EOIEEMMEMS sacgcnunenaueagustuoue 400,000 400,000 
lial iti @Siee ene seater te ate caer tea acer nis (500,000) (200,000) 
Common stock ($10 par value) ............. (400,000) (100,000) 


Additional paid-in capital .................. (500,000) (600,000) 
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On July 1, 2011, Karson acquired 80 percent of Reilly for $1,330,000 cash consideration. In addi- 
tion, Karson agreed to pay additional cash to the former owners of Reilly if certain performance 
measures are achieved after three years. Karson assessed a $30,000 fair value for the contingent per- 
formance obligation as of the acquisition date and as of December 31, 2011. 

On July 1, 2011, Reilly’s assets and liabilities had book values equal to their fair value except 
for some trademarks (with 5-year remaining lives) that were undervalued by $150,000. Karson 
estimated Reilly’s total fair value at $1,700,000 on July 1, 2011. 

For a consolidation prepared at December 31, 2011, what balances would be reported for the 
following? 


Sales Consolidated Net Income 
Expenses Retained Earnings, 1/1 
Noncontrolling Interest in Trademarks 

Subsidiary’s Net Income Goodwill 


Nascent, Inc., acquires 60 percent of Sea-Breeze Corporation for $414,000 cash on January 1, 
2009. The remaining 40 percent of the Sea-Breeze shares traded near a total value of $276,000 both 
before and after the acquisition date. On January 1, 2009, Sea-Breeze had the following assets 
and liabilities: 


Book Value Fair Value 
@UiKneMikaSSCIS sea eee a eee ee eee $150,000 $150,000 
LE Thle le Whaat ate acme tae Ge eee a oe oe erate Seo 200,000 200,000 
Buildings (net) (6-year life) ................. 300,000 360,000 
Equipment (net) (4-year life) ............... 300,000 280,000 
Peni (IOAN) sccocesssnedorsoaunoue —0- 100,000 
HAD IIItIGS ete eee erty me rae eee mantener eat (400,000) (400,000) 


The companies’ financial statements for the year ending December 31, 2012, follow: 


Nascent Sea-Breeze 
IBLeN (=) nl Uletsy aes et cae te eh heen elconaanen a ee pene meas a ee $ (600,000) $ (300,000) 
OpetatingrexOenSesiesemcieme eae eee eeee 410,000 210,000 
AWESWIMEIMEIMNGOMNS oc ccccescdesdesscoeuae (42,000) —0- 
NERINCONTCS Es Batesrecateceoat es irene Ae carro. $ (232,000) $ (90,000) 
evelintetol Celine, WWN2 2 oa ceocgeasouaes $ (700,000) $ (300,000) 
INGBINGORTCS ee ra ees Hie AEN thet Re (232,000) (90,000) 
Bividendsipaldiey wey ere res 92,000 70,000 
Retained earnings, 12/31/12 ............... $ (840,000) $ (320,000) 
(GUITENEERSES: sa aa wee bie ee be eae AS $ 330,000 $ 100,000 
Parla eee cde eee yes Pr ean 220,000 200,000 
BIICHNOS GD): ovenaedeneeaceuaaeeeuuners 700,000 200,000 
EO UOMEM (NED) conccoessssacaoresacncoae 400,000 500,000 
Investment in Sea-Breeze .................. 414,000 —0- 
lotaliasseismee rears ee a ee eee mae ee nes $ 2,064,000 $ 1,000,000 
Habiliticsiese ea ce ee eee ees een $ (500,000) $ (200,000) 
COMMONISTOCKa. Ne ee (724,000) (480,000) 
Retained earnings, 12/31/12 ............... (840,000) (320,000) 
Total liabilities and equities ................ $(2,064,000) $(1,000,000) 


Answer the following questions: 
a. How can the accountant determine that the parent has applied the initial value method? 
b. What is the annual excess amortization initially recognized in connection with this acquisition? 


c. If the parent had applied the equity method, what investment income would the parent have 
recorded in 2012? 


d. What is the parent’s portion of consolidated retained earnings as of January 1, 2012? 


e. What is consolidated net income for 2012 and what amounts are attributable to the controlling 
and noncontrolling interests? 
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f Within consolidated statements at January 1, 2009, what balance is included for the subsidiary’s 
Buildings account? 
g. What is the consolidated Buildings reported balance as of December 31, 2012? 

30. On January 1, 2010, Pierson Corporation exchanged $1,710,000 cash for 90 percent of the outstand- 
ing voting stock of Steele Company. The consideration transferred by Pierson provided a reasonable 
basis for assessing the total January 1, 2010, fair value of Steele Company. At the acquisition date, 
Steele reported the following owner’s equity amounts in its balance sheet: 


GOmnmnOmistOGk sare seen eacscsee areata ery aen Uranwena cert re imi $400,000 
/Nokeliitornell (OeIoHin Cefoliell osc acoeeovanancesacdesces 60,000 
REUEVINGG! GEIMINGS aacouaaveangnbanaseuassedosaaae 265,000 


In determining its acquisition offer, Pierson noted that the values for Steele’s recorded assets and 
liabilities approximated their fair values. Pierson also observed that Steele had developed internally 
a customer base with an assessed fair value of $800,000 that was not reflected on Steele’s books. 
Pierson expected both cost and revenue synergies from the combination. 

At the acquisition date, Pierson prepared the following fair-value allocation schedule: 


Fale VUE GF SBS COMPBMY cocccescosscacnsasoncuduasuase $1,900,000 
HOOK VElUG OF SWB COMPEEIN accsconsavkeuhauenacuoncuenece 725,000 
EXGOSSufall eV cll UG ioe cee eer reer ete tate ue eS ge Eee ee 1,175,000 
to customer base (10-year remaining life) ................... 800,000 
TORGOO Wil IR Sree a ety eee toners Seer en ch Pe ere rere $ 375,000 


At December 31, 2011, the two companies report the following balances: 


Pierson Steele 

REVEMUCS Eee re ten eect tata bid. aM ants Sone Dave Uh pare (1,843,000) (675,000) 
Cosi OF CoC Sole) oc bccceokousscsesgunde 1,100,000 322,000 
DEO EMON OYE on ag ccaneuegeavsnucde 125,000 120,000 
Amortization expense ..................... 275,000 11,000 
[mbenestsexPenSe: ervey cease ances case eace tenets nets 27,500 7,000 
EQUICVAIMiINGOMelOnS tec lenny ener nen: (121,500) 

NGGINGOR CH eR Rrra tte eyce are eran iar (437,000) (215,000) 
evelmetel Geliaines, Wil 2occecdousssceeuoase (2,625,000) (395,000) 
NEGiINGONICE eaten nie ete ante tt etn nn aca eae (437,000) (215,000) 
Dividemds;paldl awe qceeaay are anon yrs 350,000 25,000 
RENENAetl GEIMINGS, WB wo cnscacecavcsance (2,712,000) (585,000) 
GUTFENIRASSCISHE re Re ree ere man ae nee 1,204,000 430,000 
lKanvetsitinetate tin StS 25 acc ccocasaeacsncnese 1,854,000 

Buildings and equipment .................. 931,000 863,000 
(CCL ON To] ANESie orcs meer eas ureerskt set wey coreemiaccrNy aaator 950,000 107,000 
lotaliassetswern aera cie ee ee eee ree 4,939,000 1,400,000 
AGcounts Pavablesen apa smear enim. (485,000) (200,000) 
Notesipayabler tins Sane sewer cerns e chien, (542,000) (155,000) 
GOMMMMONESLOGK rats rates ee yen ees (900,000) (400,000) 
Additional paid-in capital .................. (300,000) (60,000) 
ReVelnetel GEMMINGS, WIE 2 ocnacocecavcnanoe (2,712,000) (585,000) 
Total liabilities and equities ................. (4,939,000) (1,400,000) 


a. Using the acquisition method, determine the consolidated balances for this business combination 
as of December 31, 2011. 
b. If instead the noncontrolling interest’s acquisition-date fair value is assessed at $152,500, what 
changes would be evident in the consolidated statements? 
LO5, LO6, LO7 31. The Krause Corporation acquired 80 percent of the 100,000 outstanding voting shares of Leahy, 
Inc., for $6.30 per share on January 1, 2011. The remaining 20 percent of Leahy’s shares also traded 
actively at $6.30 per share before and after Krause’s acquisition. An appraisal made on that date 
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determined that all book values appropriately reflected the fair values of Leahy’s underlying ac- 
counts except that a building with a 5-year life was undervalued by $45,000 and a fully amortized 
trademark with an estimated 10-year remaining life had a $60,000 fair value. At the acquisition date, 
Leahy reported common stock of $100,000 and a retained earnings balance of $280,000. 
Following are the separate financial statements for the year ending December 31, 2012: 


Krause 

Corporation Leahy, Inc. 
SALES Matcha ee Rete ear PRT NCA MeN ttre oe Ne re $ (584,000) $(250,000) 
COS OF Core Solel soca nouonsenacseoueaes 194,000 95,000 
(O)OVElING| OMENS aa canunanagaanneuanaas 246,000 65,000 
DIWICIENMel INEONING Lace coccsnacecanenedganaee (16,000) == 
INISISITAYeOTAREK sare ethene RACE eA RR He a ee Pe $ (160,000) $ (90,000) 
Revell Celdnines, WWI .saussesesaccacas $ (700,000) $(350,000) 
Netiinconnel(albOve) iierne mnie enn (160,000) (90,000) 
Dividends: paldiaeens wesw aa een nreene 70,000 20,000 
Retained earnings, 12/31/12 ............... $ (790,000) $(420,000) 
@unnemtassets mea ree meee ene ee ne $ 296,000 $ 191,000 
[Inwessiinmerne tin) Il, IME. nes aa enaacassoucde 504,000 —0- 
Buildings and equipment (net) .............. 680,000 390,000 
BACON AK Steere ee kere ere gr ee wa etree re) 100,000 144,000 
lOtalkasSetsmer eae ae eee ey ate $ 1,580,000 $ 725,000 
[abilities aber tom saccroce ont ete abies ner sree er $ (470,000) $(205,000) 
GOMMONISIOCK se ee ee ees (320,000) (100,000) 
Retained earnings, 12/31/12 (above) ......... (790,000) (420,000) 
Total liabilities and equities ................ $(1,580,000) $(725,000) 


a. Prepare a worksheet to consolidate these two companies as of December 31, 2012. 

b. Prepare a 2012 consolidated income statement for Krause and Leahy. 

c. If instead the noncontrolling interest shares of Leahy had traded for $4.85 surrounding Krause’s 
acquisition date, how would the consolidated statements change? 

32. Father, Inc., buys 80 percent of the outstanding common stock of Sam Corporation on January 1, 
2011, for $680,000 cash. At the acquisition date, Sam’s total fair value was assessed at $850,000 
although Sam’s book value was only $600,000. Also, several individual items on Sam’s financial 
records had fair values that differed from their book values as follows: 


Book Value Fair Value 
ESI nfol siete tee, Gs aac More pete pape vera ee pe AVane Ry $ 60,000 $ 225,000 
Buildings and equipment 
(O@ayerzt cemmelinling) (IMS) 2s ccna sceecoassens 275,000 250,000 
(Cojevallolan QOWeer lie) ou ccceaaasnnsaunces 100,000 200,000 
Notes payable (due in 8 years).............. (130,000) (120,000) 


For internal reporting purposes, Father, Inc., employs the equity method to account for this investment. 

The following account balances are for the year ending December 31, 2011, for both companies. 
Using the acquisition method, determine consolidated balances for this business combination 
(through either individual computations or the use of a worksheet). 


Father Sam 

REVEMUGSI 2 emanes herr sep ertenacec a ta. Wvatae Cele pe $(1,360,000) $(540,000) 
GOStOr Goro Selle) wosrosckedacvunegouuas 700,000 385,000 
De omeCeol @WOEMSS oo acvencccnedaoranes 260,000 10,000 
Amortization expense ...............-005. =0- 5,000 
Interest-expense: ke ae acne a naan anes 44,000 5,000 
EC (UNIAY? fin) (CONME OH SAIN ao ce eaccegncaonene (105,000) —0- 

INGEN GON Ctecster tere conerentt pa er case tt gehen ian: $ (461,000) $(135,000) 


(continued) 
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Father Sam 
Revell Gerimningls, WA ssc2ccsceevosanns $(1,265,000) $(440,000) 
Net Ineo (GIOOWE) sn coco sconaseeuagesude (461,000) (135,000) 
[DYNitoleintekssfoveltel ins uae ten ned en mo oe ene 260,000 65,000 
Revelinetcl GerminGs, ISWI cs eccceancnases $(1,466,000) $(510,000) 
GUKTCnASSCIS eee eee ee ey ee ape nner $ 965,000 $ 528,000 
ASTM fi SENN 2 4 ee wh keen no oesos 733,000 —0- 
EE Involl Renee, dearinsacs wianaera eae eas & Stee more himee 292,000 60,000 
Buildings and equipment (net).............. 877,000 265,000 
(LOY OATS WE eccres cece Barecetee arco aeeen geese —0- 95,000 
NlOtal-aSSCtS ewan ee ee eee $ 2,867,000 $ 948,000 
PNEGOWIMMS [SEWEINE soauasanchvagonsuadeeae (191,000) $(148,000) 
Notes payable mie autre neuer a eee ian ree: (460,000) (130,000) 
(COMMANCIN SHOE aaccaaaseegancagusaaebane (300,000) (100,000) 
Additional paid-in capital ................. (450,000) (60,000) 
Retained earnings (above) ................. (1,466,000) (510,000) 
Total liabilities and equities............... $(2,867,000) $(948,000) 
Note: Credits are indicated by parentheses. 
33. Adams Corporation acquired 90 percent of the outstanding voting shares of Barstow, Inc., on 
December 31, 2009. Adams paid a total of $603,000 in cash for these shares. The 10 percent non- 
eXcel controlling interest shares traded on a daily basis at fair value of $67,000 both before and after 


Adams’s acquisition. On December 31, 2009, Barstow had the following account balances: 


Book Value Fair Value 


Gunrenteassetsiza wee Sore wena enn en na $ 160,000 $ 160,000 
[earl eee eres mete ance nce rt eel eee 120,000 150,000 
SUNCHINGS (OSCE IM@) oo cncasaccseuacveuc 220,000 200,000 
leo(UN olanveiane (SAVER INE) 2 nos cgosnceaaedsene 160,000 200,000 
Panes (OVER ME) .asccccaneucbsaacneuc == 50,000 
Notes payable (5-year life) ................. (200,000) (180,000) 
@OMMOMnist@ centre rane nner eee, (180,000) = 
Retained earnings, 12/31/09 ............... (280,000) — 


December 31, 2011, adjusted trial balances for the two companies follow: 


Adams Barstow, 
Corporation Inc. 

Debits 
GUNTENEASSCtS ens teen ea te cy ee $ 610,000 $ 250,000 
DanC ip tend ce ee oN ae wacat ryt een Mag OR VALE, PRl a Cos 380,000 150,000 
Billing Saree eretn rere artes rarer ee 490,000 250,000 
O(UNONMANE woeecuenaaueneancaepsaae sou 873,000 150,000 
Investment in Barstow, Inc. ................ 702,000 —0- 
(COS OF GOOCS Sle] snaacsagesoacssuaovsne 480,000 90,000 
Depreciationiexbenseurea te aaa esa anna 100,000 55,000 
InterestiexOenSes sce -gen oe eve lamar yee oniene 40,000 15,000 
Dividends:paldipewes ence wats caer eran 110,000 70,000 
HOtaliG Qbitsee wimerucce tee pew aetes poem nea rey $3,785,000 $1,030,000 

Credits 
Notesipavablewanunerataaewrn oa new teary ar $ 860,000 $ 230,000 
GOMMOMnestOG eee en eee eee ee ee 510,000 180,000 
ewelinvetel Geldnlinvels, WWI .cossacannaaacnns 1,367,000 340,000 
REVEMUCSis wwtes setter eon nits sun Mae nCnme ene acc mas 940,000 280,000 
AMES TINGS sc acest cena benwossouns 108,000 -0- 


TOtalkereditSeaat reece eee een ae $3,785,000 $1,030,000 
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LO2, LO3, LO6, LO7, LO8 Bide 


a. Prepare schedules for acquisition-date fair-value allocations and amortizations for Adams’s 
investment in Barstow. 

b. Determine Adams’s method of accounting for its investment in Barstow. Support your answer 
with a numerical explanation. 

c. Without using a worksheet or consolidation entries, determine the balances to be reported as of 
December 31, 2011, for this business combination. 

d. To verify the figures determined in requirement (c), prepare a consolidation worksheet for 
Adams Corporation and Barstow, Inc., as of December 31, 2011. 

Following are the individual financial statements for Gibson and Davis for the year ending 

December 31, 2011: 


Gibson Davis 

Sal Sine tee Ain Gs, KOO re oc ara ea Eee ert $ (600,000) $ (300,000) 
(COS OF GOOCS Solel woancceeedacvsunavanca 300,000 140,000 
(C)OEIENMIYG) @MOVEINSES 2 co acu cee decucdusaeee 174,000 60,000 
DYWAGIEING! INCOME: 4 aoe Goce ee bee bebe He (24,000) =0= 

NGHIMNGOM Ouse eey ee ere ntare me earn e earas $ (150,000) $ (100,000) 
Realineel Gelimings, WW scsscesssncasages $ (700,000) $ (400,000) 
INGRINGOMGr aces ee eee eee (150,000) (100,000) 
DW oellel grsxvesdanaetdoewnad seats 80,000 40,000 

Retained earnings, 12/31/11 ............. $ (770,000) $ (460,000) 
(CEM Gintel MXCEINEIOIES 4 sea ec ae acnseancsva $ 248,000 $ 100,000 
IMVONITO ly eect eyteeeecese ee ort eneeateraeee cone 500,000 190,000 
MMESIIIMNGIIE IM IDEMIS .555,06suueaonunaonncd 528,000 —0- 
Buildimasn(met)ic.ne awe seer nn: 524,000 600,000 
EO (UNONMEME (WED) acccaecccosaocosnaacnena 400,000 400,000 

TOtalkaSSCtS cases eee es ee nee ea $ 2,200,000 $ 1,290,000 
la bi liticSeeeeec cee erneae art cnin IRENA er rN Aa Gt: (800,000) (490,000) 
GOMMMOMESTOEK Meee ect ee were ern ce neat (630,000) (340,000) 
Rewelineel GalininGs, IASI o.ssce2ceunnres (770,000) (460,000) 

Total liabilities and stockholders’ equity ..... $(2,200,000) $(1,290,000) 


Gibson acquired 60 percent of Davis on April 1, 2011, for $528,000. On that date, equipment 
owned by Davis (with a five-year remaining life) was overvalued by $30,000. Also on that date, the 
fair value of the 40 percent noncontrolling interest was $352,000. Davis earned income evenly dur- 
ing the year but paid the entire dividend on November 1, 2011. 

a. Prepare a consolidated income statement for the year ending December 31, 2011. 
b. Determine the consolidated balance for each of the following accounts as of December 31, 2011: 


Goodwill Buildings (net) 
Equipment (net) Dividends Paid 
Common Stock 


On July 1, 2011, Truman Company acquired a 70 percent interest in Atlanta Company in exchange for 
consideration of $720,000 in cash and equity securities. The remaining 30 percent of Atlanta’s shares 
traded closely near an average price that totaled $290,000 both before and after Truman’s acquisition. 

In reviewing its acquisition, Truman assigned a $100,000 fair value to a patent recently devel- 
oped by Atlanta, even though it was not recorded within the financial records of the subsidiary. This 
patent is anticipated to have a remaining life of five years. 

The following financial information is available for these two companies for 2011. In addition, 
the subsidiary’s income was earned uniformly throughout the year. Subsidiary dividend payments 
were made quarterly. 


Truman Atlanta 
REVEMUCS Hear pie tai. oe rere. beer cata ews never a? $ (670,000) $ (400,000) 
@peralingiexPensSesamcaen see ear atte nnn nan 402,000 280,000 
Ineolme Gif SUlSSICNAIN ccuscacaneuncanauccnnoe (35,000) 
INFTEIACONNIE: Monee wen on ed ee eee $ (303,000) $ (120,000) 
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Truman Atlanta 

Retained earnings, 1/1/11 ................... $ (823,000) $ (500,000) 
Net income (above) ................0.00000. (303,000) (120,000) 
Dividemdsipaidia eee c erie acre ee 145,000 80,000 
Retained earnings, 12/31/11 ................. $ (981,000) $ (540,000) 
GllirentwasselSmenaierecown tere rr men ee ee $ 481,000 $ 390,000 
AMES HAMEINE I NUE) on cos ena w ee ennenawnasse 727,000 

AACR Rey ce rae te St toe een ec pre ce eee eo 388,000 200,000 
BUllGiMG Swemanten wearer name hen sore eared Ben 701,000 630,000 
HlOtalbassetsatae ere eee war et eel hes nena $ 2,297,000 $ 1,220,000 
Wiabpilitieseesencse eer eee ta a Pee ene $ (816,000)  $ (360,000) 
ONMONSIOGKee et ee eter: ee eran nee (95,000) (300,000) 
Additional paid-in capital .................... (405,000) (20,000) 
Retained earnings, 12/31/11 ................. (981,000) (540,000) 
Total liabilities and stockholders’ equity ......... $(2,297,000)  — $(1,220,000) 


Answer each of the following: 

a. How did Truman allocate Atlanta’s acquisition-date fair value to the various assets acquired and 
liabilities assumed in the combination? 

b. How did Truman allocate the goodwill from the acquisition across the controlling and noncon- 
trolling interests? 


c. How did Truman derive the Investment in Atlanta account balance at the end of 2011? 


d. Prepare a worksheet to consolidate the financial statements of these two companies as of 
December 31, 2011. 
On January 1, 2011, Allan Company bought a 15 percent interest in Sysinger Company. The acqui- 
sition price of $184,500 reflected an assessment that all of Sysinger’s accounts were fairly valued 
within the company’s accounting records. During 2011, Sysinger reported net income of $100,000 
and paid cash dividends of $30,000. Allan possessed the ability to influence significantly Sysinger’s 
operations and, therefore, accounted for this investment using the equity method. 
On January 1, 2012, Allan acquired an additional 80 percent interest in Sysinger and provided 
the following fair value assessments of Sysinger’s ownership components: 


Consideration transferred by Allan for 80% interest............. $1,400,000 
Fair value of Allan’s 15% previous ownership ...........-...... 262,500 
Noncontrolling interest’s 5% fairvalue .................2005. 87,500 
Total acquisition-date fair value for Sysinger Company ........... $1,750,000 


Also, as of January 1, 2012, Allan assessed a $400,000 value to an unrecorded customer contract 
recently negotiated by Sysinger. The customer contract is anticipated to have a remaining life of 
4 years. Sysinger’s other assets and liabilities were judged to have fair values equal to their book 
values. Allan elects to continue applying the equity method to this investment for internal report- 
ing purposes. 

At December 31, 2012, the following financial information is available for consolidation: 


Allan Sysinger 

Company Company 

REVENUES ete een mye ewe te mises nr ctr $ (931,000) $ (380,000) 
(OVENS) QMO pao osaucanccessecansaa 615,000 230,000 
Equity earnings of Sysinger ................ (47,500) -0- 

Gain on revaluation of Investment in Sysinger 

TOufailsValU Gua, seer eRe Oa We omer (67,500) —0- 
INVSETACOMNIE a vendo amass Awa wane huooe es oh $ 431,000 $ 150,000 
Retained earnings, January1............... $ (965,000) $ (600,000) 
Net income (above) ...................... (431,000) (150,000) 
Cash dividends paid to stockholders ......... 140,000 40,000 
Retained earnings, December 31............ $ (1,256,000)  $ (710,000) 
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Allan Sysinger 
Company Company 
GUNTEMBASSCtS: eee eee ek $ 288,000 $ 540,000 
Investment in Sysinger (equity method) ....... 1,672,000 -0- 
Property, plant, and equipment ............. 826,000 590,000 
PAWEL] WCIMNMOIOOS) caacccssndguenuasuaed 850,000 370,000 
(CUSWONINE COMMGIEN suena achoaacosrecooses —0- —0- 
IGEISSSAG a Ga ole gue ace d 6's oad Hoe aera $ 3,636,000 $1,500,000 
Liabilities a aera es, Pee ne eater: $ (1,300,000) $ (90,000) 
GOMMOniStOCkeaer ee et er een a ek ee ares (900,000) (500,000) 
Additional paid-in capital ................. (180,000) (200,000) 
Retained earnings, December 31............ (1,256,000) (710,000) 
Total liabilities and equities ................ $ (3,636,000)  $(1,500,000) 


a. How should Allan allocate Sysinger’s total acquisition-date fair value (January 1, 2012) to the 
assets acquired and liabilities assumed for consolidation purposes? 

b. Show how the following amounts on Allan’s pre-consolidation 2012 statements were derived: 
¢ Equity in earnings of Sysinger. 
* Gain on revaluation of Investment in Sysinger to fair value. 
e Investment in Sysinger. 

c. Prepare a worksheet to consolidate the financial statements of these two companies as of 
December 31, 2012. 

37. On January 1, 2010, Bretz, Inc., acquired 60 percent of the outstanding shares of Keane Company 
for $573,000 in cash. The price paid was proportionate to Keane’s total fair value although at the 
date of acquisition, Keane had a total book value of $810,000. All assets acquired and liabilities 
assumed had fair values equal to book values except for a copyright (six-year remaining life) that 
was undervalued in Keane’s accounting records by $120,000. During 2010, Keane reported net 
income of $150,000 and paid cash dividends of $80,000. On January 1, 2011, Bretz bought an 
additional 30 percent interest in Keane for $300,000. 

The following financial information is for these two companies for 2011. Keane issued no addi- 
tional capital stock during either 2010 or 2011. 


Bretz, Keane 

Inc. Company 

REVGINUCS a mcecet esis mcr hcnen yeaah ane eerste tat $ (402,000) $ (300,000) 
OVO MNG) OMNIS a anacenuacapnuadonnad 200,000 120,000 
Equity in Keane earnings .................-. (144,000) -0- 
NEGHINGOMCR etn tea weer heron numer eo $ (346,000) $ (180,000) 
REVWENINaC! GANMINGS Wi soccccacsnanuceosues $ (797,000)  $ (500,000) 
Nese eC) 9 a, =Ik (21 01 0)\/ =) ann (346,000) (180,000) 
DYN MtelSiqio by (ofellal eae nore ee eo 143,000 60,000 
ewelinerel Gerining[s WWE) oc onscceeccananes $(1,000,000)  $ (620,000) 
GUITeM BaSSCIS ter eer eee) eee ee keg ae $ 224,000 $ 190,000 
Investment in Keane Company ............. 994,500 —0- 
Thad ei arkSes Aw ence he cen een ee ogee ere ee 106,000 600,000 
(CloVoN ie | MNES! Geer ance meet enous cack an ee 210,000 300,000 
EO(WSMMAMEUNE) sccepockctegocte nego uuae 380,000 110,000 
TOtaltAaSSCLS: te Serece eel oy ern namie tr Mein dies $ 1,914,500 $ 1,200,000 
(a bilitieSies ate tier eee eee eed ane ee Re ear gee $ (453,000)  $ (200,000) 
GOmiMoniStOck Veep one ee ene (400,000) (300,000) 
Additional paid-in capital ................. (60,000) (80,000) 
Additional paid-in capital—step acquisition .... (1,500) —0- 
REINaCl CEVMNINGS WY 2c cers ccescacosues (1,000,000) (620,000) 
Total liabilities and equities............... $(1,914,500) $(1,200,000) 
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a. Show the journal entry Bretz made to record its January 1, 2011, acquisition of an additional 
30 percent of Keane Company shares. 
b. Prepare a schedule showing how Bretz determined the Investment in Keane Company balance as 


of December 31, 2011. 
c. Prepare a consolidated worksheet for Bretz, Inc., and Keane Company for December 31, 2011. 
38. Bon Air, Inc., purchased 70 percent (2,800 shares) of the outstanding voting stock of Creedmoor Cor- 


poration on January 1, 2007, for $250,000 cash. Creedmoor’s net assets on that date totaled $230,000, 
but this balance included three accounts having fair values that differed from their book values: 


Book Value Fair Value 


am Geter Ae aeRO ce eae en ere ea $ 30,000 $ 40,000 
Equipment (14-year life) .................. 50,000 118,000 
Hab ilitiest (OSV eal tal ite) wearnenenna iene renner: (70,000) (50,000) 


As of December 31, 2010, the two companies report the following balances: 


Bon Air Creedmoor 
REVEMUCSs ate paren Warm areng. crater mehr arr cesar $ (694,800) $(250,000) 
Operating expenses ...........-...0-0000- 630,000 180,000 
AEST MECN . cc cnccacsuenosccucoe (44,200) —0- 
INGEN GO hl Ciena erurees (et ane eee ar eee $ (109,000) $ (70,000) 
Reiainacl GenmMings, WWNO ..0.cccceecnsenne $ (760,000) $(260,000) 
Ne@GINGOMG tata aanto ee eure wea eee es nec ah (109,000) (70,000) 
Dividendsipalde eee eo ash ence 68,000 10,000 
Retained earnings, 12/31/10 ............. $ (801,000) $(320,000) 
Gunremiassetsae sere ere ee eee eee ace $ 72,000 $ 120,000 
Investment in Creedmoor Corp. ............ 321,800 =0- 
IIS Yelp ce pec cer eye ta ar ry aay ENE erat tee Pe 241,000 50,000 
Buildingsa(net)iewee qr er ane ee rere aran 289,000 200,000 
COUN OMNENNEMED) ccc csdactccavenoesoncveue 165,200 40,000 
OtaliaSS@tS sy mete tartare Mort denne tears Fm $ 1,089,000 $ 410,000 
Li iit eSieuewer aetna a tie era een acre aN $ (180,000) $ (50,000) 
GOMMMONESTO CK earner eer ee ey ee (50,000) (40,000) 
Additional paid-in capital ................. (58,000) == 
Rewelinetel eniniinels, ISWIO 2. .acceeaonenas (801,000) (320,000) 
Total liabilities and equities............... $(1,089,000) $(410,000) 


Prepare a worksheet to consolidate these two companies as of December 31, 2010. Because Bon Air 
acquired Creedmoor before the effective date of the acquisition method (2009), the purchase method 
is appropriate. 

39. Watson, Inc., purchased 60 percent of Houston, Inc., on January 1, 2008, for $400,000 in cash. On 
that date, assets and liabilities of the subsidiary had the following values: 


Book Value Fair Value 


Gurren t aSSCls: ches eee oe de $ 320,000 $ 320,000 
Equipment (net) (10-year life) .............. 410,000 380,000 
Buildings (net) (15-year life) ................ 300,000 455,000 
(Cluimernt AIOMNMMES. . cous acenuaveecevedceave (190,000) (190,000) 
Bonds payable (due in 10 years) ............ (370,000) (350,000) 


On December 31, 2011, these two companies report the following figures: 


Watson Houston 
REVEMUCSA a atrer esate tenets mre ae. Lay Mee eR oe $ (640,000) $ (280,000) 
@peratingiexDemSeSannu wwe gee itera ern nennan: 480,000 210,000 
Equity in subsidiary earnings ............... (36,400) =0)= 
NEE INGONNCiee eee tees eee ee ners $ (196,400) $ (70,000) 


(continued) 
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Watson Houston 

Rewelinael Geninings, WWI 2 ccnccccnccsonnes $ (683,400) $ (380,000) 
NGHINGOMCtietot pans cane ee emer ero aon (196,400) (70,000) 
Dividendsipalda ee eee stan eee agrees 60,200 40,000 

Retained earnings, 12/31/11 ............. $ (819,600) $ (410,000) 
@UTTEM ASSCLS mee nee eae nes ee eae Tec ech rac $ 215,000 $ 260,000 
nvesiiaMenit im ROUSWOM ...0sncneeuaenedeve 491,600 —0- 
ECWUNONMAME (NED) os cncasaacbeuccoauganean 500,000 420,000 
BUildingSI(Net) nema ee ten eer ene ere, 413,000 520,000 

HlOtaleaSSGtSsaeeeece ee eet oe ee eee ere ey, $ 1,619,600 $ 1,200,000 
(Cumin EINES oc cco es ccedsadasoesoucde $ (390,000) $ (170,000) 
EONS ENE so aanweudenned fos wad oe nore (100,000) (370,000) 
EOMIMOMIStOCK arene eee ester cet (310,000) (250,000) 
ReuzlinetCl GeNIMINGs, AEWA osccscsncasaces (819,600) (410,000) 

Total liabilities and equities............... $(1,619,600) $(1,200,000) 


Answer each of the following questions using the purchase method: 


a. The parent shows a $36,400 balance as its Equity in Subsidiary Earnings. How was this balance 
calculated? 


Is an adjustment to the parent’s Retained Earnings as of January 1, 2011, needed? Why or why not? 
How much total amortization expense should be recognized for consolidation purposes in 2011? 
What is the noncontrolling interest in the subsidiary’s net income? 

Prepare a consolidated income statement. 


“”" Ss 2s SS 


What allocations were made as a result of the purchase price? What amount of each allocation 

remains at the end of 2011? 

g. What is the December 31, 2011, amount in Noncontrolling Interest in the Subsidiary? What 
three components make up this total? 
h. Prepare a consolidated balance sheet as of December 31, 2011. 

40. Good Corporation acquired 80 percent of the outstanding stock of Morning, Inc., on January 1, 
2008, for $1,400,000 in cash, debt, and stock. One of Morning’s buildings, with a 10-year remain- 
ing life, was undervalued on the company’s accounting records by $80,000. Also, Morning’s newly 
developed unpatented technology, with an estimated 10-year life, was assessed to have a fair value 
of $550,000. 

During subsequent years, Morning reports the following: 


Net Income Dividends Paid 
2008 $180,000 $100,000 
2009 200,000 100,000 
2010 300,000 100,000 
2011 400,000 120,000 


The following trial balances are for these two companies as of December 31, 2011. Morning 
owes Good $100,000 as of this date. 


Good Morning 
Debits 

(GAS Ieee et eet eee ar Oem a, wT SnD $ 300,000 $ 200,000 
REGEIVNADICSS ere vat nuh Sg tien ete Sh weanene 700,000 400,000 
NAN EYMUWOL Yeeros mcretnnacn eden eee eatean reser meee cet 400,000 500,000 
lanesuinmelmte lim MIOMMING| s2acesacasnuaasaccs 1,400,000 —0- 
[Eee fae pes #eiztate me Ret aren UR Tn Retna UR RR 700,000 600,000 
BUMCMNGS (NES) 2oscncascnehodacosuedvnnna 300,000 700,000 
@pelhatinGiexpensessesey oe eee ee 400,000 100,000 
DINGO (EMG! casacasdacnuecesun eauaaee 380,000 120,000 
Wotalidebitsseee gee ee eae $4,580,000 $2,620,000 


(continued) 


ia liti@Siewera perme rere 
Common stock ....... 
Additional paid-in capital 
Retained earnings, 1/1/11 


Revenues 


Dividend income ...... 
Total credits ........ 
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Good Morning 
Credits 

Perea enka ene $ 200,000 $ 620,000 
Seat reese! 1,000,000 460,000 
Ma eeua nT ea mae eeee 600,000 40,000 
Sere ee 1,800,000 1,000,000 
es Oe ae Oats ha hecher me? 884,000 500,000 
iogen meee Hekeae sy 96,000 -0- 
POA Ca et ee nase ats $4,580,000 $2,620,000 


Using the purchase method, prepare consolidated balances for this business combination for 2011. 


Develop Your 
Skills 


ACCOUNTING THEORY RESEARCH CASE 
Ore 


The FASB ASC paragraph 810-10-45-16 states: “The noncontrolling interest shall be reported in the 
consolidated statement of financial position within equity, separately from the parent’s equity. That 


amount shall be clearly identified and labeled, for example, as noncontrolling interest in subsidiaries.” 
However, prior to issuing this current reporting requirement, the FASB considered several alternative 

display formats for the noncontrolling interest. Access the precodification standard, SFAS 160, 

“Noncontrolling Interest in Consolidated Financial Statements,” at www.fasb.org to answer the following: 


¢ What alternative financial statement display formats did the FASB consider for the noncontrol- 


ling interest? 


e What criteria did the FASB use to evaluate the desirability of each alternative? 
¢ In what specific ways did FASB Concept Statement 6 affect the FASB’s evaluation of these alternatives? 


This page intentionally left blank 


Consolidated 
Financial 
Statements— 
Intra-Entity Asset 
Transactions 


Chapter 1 analyzes the deferral and subsequent recognition of gains 
created by inventory transfers between two affiliated companies in con- 
nection with equity method accounting. The central theme of that dis- 
cussion is that intra-entity’ profits are not realized until the earning 
process culminates in a sale to an unrelated party. This same account- 
ing logic applies to transactions between companies within a business 
combination. Such sales within a single economic entity create neither 
profits nor losses. In reference to this issue, FASB ASC paragraph 
810-10-45-1 states, 


As consolidated financial statements are based on the assumption that 
they represent the financial position and operating results of a single 
economic entity, such statements should not include gain or loss on 
transactions among the entities in the consolidated group. Accordingly, 
any intra-entity income or loss on assets remaining within the consoli- 
dated group shall be eliminated; the concept usually applied for this 
purpose is gross profit or loss. 


The elimination of the accounting effects created by intra-entity 
transactions is one of the most significant problems encountered in the 
consolidation process. The volume of transfers within many enterprises 
can be large. A recent annual report for the Ford Motor Company, for 
example, shows the elimination of intersegment revenues amounting to 
$2.461 billion. 

Such transactions are especially common in companies organized as a 
vertically integrated chain of organizations. These entities reduce their 


1 The FASB Accounting Standards Codification (ASC) recently began using the term 
intra-entity to describe transfers of assets across business entities affiliated though 
common stock ownership or other control mechanisms. The phrase indicates that 
although such transfers occur across separate legal entities, they are nonetheless made 
within a consolidated entity. Prior to the use of the term intra-entity, such transfers 
were routinely referred to as intercompany transactions. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand that intra-entity 
asset transfers often create 
accounting effects within 
the financial records of affil- 
iated companies that must 
be eliminated or adjusted 
in preparing consolidated 
financial statements. 

LO2 Prepare the consolidation 
entry to eliminate the sales 
and purchases balances that 
are created by the intra- 
entity transfer of inventory. 

LO3 Prepare the consolidation 
entry to eliminate any intra- 
entity inventory gross profit 
that remains unrealized at 
(a) the end of the year of 
transfer and (b) the begin- 
ning of the subsequent 
period. 

LO4 Understand that the consoli- 
dation process for inventory 
transfers is designed to de- 
fer the unrealized portion 
of an intra-entity gross 
profit from the year of 
transfer into the year of 
disposal or consumption. 

LO5 Understand the difference 
between upstream and 
downstream intra-entity 
transfers and how each 
affects the computation 
of noncontrolling interest 
balances. 

LO6 __—~ Prepare the consolidation 
entry to remove any unreal- 
ized gain created by the 
intra-entity transfer of land 
from the accounting records 
of the year of transfer and 
subsequent years. 

LO7 ‘Prepare the consolidation 
entries to remove the 
effects of upstream and 
downstream intra-entity 
fixed asset transfers across 
affiliated entities. 195 
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costs by developing affiliations in which one operation furnishes products to another. As 
Mergers & Acquisitions observed, 


Downstream acquisitions . .. are aimed at securing critical sources of materials and compo- 
nents, streamlining manufacturing and materials planning, gaining economies of scale, 
entering new markets, and enhancing overall competitiveness. Manufacturers that combine 
with suppliers are often able to assert total control over such critical areas as product quality 
and resource planning.” 


Intra-entity asset transactions take several forms. In particular, inventory transfers are 
especially prevalent. However, the sale of land and depreciable assets also can occur between 
the parties within a combination. This chapter examines the consolidation procedures for 
each of these different types of intra-entity asset transfers. 


INTRA-ENTITY INVENTORY TRANSACTIONS 


LO1 


Understand that intra-entity 
asset transfers often create 
accounting effects within 
the financial records of 
affiliated companies that 
must be eliminated or ad- 
justed in preparing consoli- 
dated financial statements. 


LO2 


Prepare the consolidation 
entry to eliminate the sales 
and purchases balances that 
are created by the intra-entity 
transfer of inventory. 


As previous chapters discussed, companies that make up a business combination frequently retain 
their legal identities as separate operating centers and maintain their own record-keeping. Thus, 
inventory sales between these companies trigger the independent accounting systems of both 
parties. The seller duly records revenue, and the buyer simultaneously enters the purchase into 
its accounts. For internal reporting purposes, recording an inventory transfer as a sale/purchase 
provides vital data to help measure the operational efficiency of each enterprise.’ 

Despite the internal information benefits of accounting for the transaction in this manner, 
from a consolidated perspective neither a sale nor a purchase has occurred. An intra-entity 
transfer is merely the internal movement of inventory, an event that creates no net change in 
the financial position of the business combination taken as a whole. Thus, in producing con- 
solidated financial statements, the recorded effects of these transfers are eliminated so that 
consolidated statements reflect only transactions with outside parties. Worksheet entries serve 
this purpose; they adapt the financial information reported by the separate companies to the 
perspective of the consolidated enterprise. The entire impact of the intra-entity transactions 
must be identified and then removed. Deleting the effects of the actual transfer is described 
here first. 


The Sales and Purchases Accounts 


To account for related companies as a single economic entity requires eliminating all intra-entity 
sales/purchases balances. For example, if Arlington Company makes an $80,000 inventory 
sale to Zirkin Company, an affiliated party within a business combination, both parties record 
the transfer in their internal records as a normal sale/purchase. The following consolidation 
worksheet entry is then necessary to remove the resulting balances from the externally re- 
ported figures. Cost of Goods Sold is reduced here under the assumption that the Purchases 
account usually is closed out prior to the consolidation process. 


Consolidation Entry TI 
SalOS PU ate rare aster he anes t raeectnn a tara ie at OE CC am ge eee ate 80,000 
Cost of Goods Sold (purchases component) ..............+-.-5- 80,000 


To eliminate effects of intra-entity transfer of inventory. (Labeled “TI” 
in reference to the transferred inventory.) 


2 "Acquiring along the Value Chain," Mergers & Acquisitions, June-July 1996, p. 8. 


3 For all intra-entity transactions, the two parties involved view the events from different perspectives. 
Thus, the transfer is both a sale and a purchase, often creating both a receivable and a payable. To indicate 
the dual nature of such transactions, these accounts are indicated within this text as sales/purchases, 
receivables/payables, and so on. 
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In the preparation of consolidated financial statements, the preceding elimination must 
be made for all intra-entity inventory transfers. The total recorded (intra-entity) sales figure is 
deleted regardless of whether the transaction was downstream (from parent to subsidiary) 
or upstream (from subsidiary to parent). Furthermore, any gross profit included in the trans- 
fer price does not affect the elimination. Because the entire amount of the transfer occurred 
between related parties, the total effect must be removed in preparing the consolidated 
statements.‘ 


UNREALIZED GROSS PROFIT—YEAR OF TRANSFER (YEAR 1) 


LO3 


Prepare the consolidation entry 
to eliminate any intra-entity 
inventory gross profit that 
remains unrealized at (a) the 
end of the year of transfer 

and (b) the beginning of the 
subsequent period. 


Removal of the sale/purchase is often just the first in a series of consolidation entries necessi- 
tated by inventory transfers. Despite the previous elimination, unrealized gross profits created 
by such sales can still exist in the accounting records at year-end. These profits initially result 
when the merchandise is priced at more than historical cost. Actual transfer prices are estab- 
lished in several ways, including the normal sales price of the inventory, sales price less a spec- 
ified discount, or at a predetermined markup above cost. In a footnote to recent financial 
statements, Ford Motor Company explains that 


Intercompany sales among geographic areas consist primarily of vehicles, parts, and compo- 
nents manufactured by the company and various subsidiaries and sold to different entities within 
the consolidated group; transfer prices for these transactions are established by agreement 
between the affected entities. 


Regardless of the method used for this pricing decision, intra-entity profits that remain 
unrealized at year-end must be removed in arriving at consolidated figures. 


All Inventory Remains at Year-End 


In the preceding illustration, assume that Arlington acquired or produced this inventory at a 
cost of $50,000 and then sold it to Zirkin, an affiliated party, at the indicated $80,000 price. 
From a consolidated perspective, the inventory still has a historical cost of only $50,000. 
However, Zirkin’s records now report it as an asset at the $80,000 transfer price. In addition, 
because of the markup, Arlington has recorded a $30,000 gross profit as a result of this 
intra-entity sale. Because the transaction did not occur with an outside party, recognition of 
this profit is not appropriate for the combination as a whole. 

Thus, although the consolidation entry TI shown earlier eliminated the sale/purchase 
figures, the $30,000 inflation created by the transfer price still exists in two areas of the 
individual statements: 


e Ending inventory remains overstated by $30,000. 
¢ Gross profit is artificially overstated by this same amount. 


Correcting the ending inventory requires only reducing the asset. However, before decreas- 
ing gross profit, the accounts affected by the incomplete earnings process should be identified. 
The ending inventory total serves as a negative component within the Cost of Goods Sold 
computation; it represents the portion of acquired inventory that was not sold. Thus, the 
$30,000 overstatement of the inventory that is still held incorrectly decreases this expense (the 
inventory that was sold). Despite Entry TI, the inflated ending inventory figure causes cost of 
goods sold to be too low and, thus, profits to be too high by $30,000. For consolidation pur- 
poses, the expense is increased by this amount through a worksheet adjustment that properly 
removes the unrealized gross profit from consolidated net income. 

Consequently, if all of the transferred inventory is retained by the business combination 
at the end of the year, the following worksheet entry also must be included to eliminate 


4 Alternative theoretical approaches to consolidation that advocate removing only the parent's portion of 
intra-entity sales/purchases when a noncontrolling interest is present can be identified. In current practice, 
elimination of all intra-entity sales/purchases (as shown here) appears to predominate. 


Discussion Question 
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EARNINGS MANAGEMENT 


Enron Corporation's 2001 third-quarter 10-Q report disclosed the following transaction 
with LJM2, a nonconsolidated special purpose entity (SPE) that was formed by Enron: 


In June 2000, LJM2 purchased dark fiber optic cable from Enron for a purchase price 
of $100 million. LIM2 paid Enron $30 million in cash and the balance in an interest- 
bearing note for $70 million. Enron recognized $67 million in pretax earnings in 
2000 related to the asset sale. Pursuant to a marketing agreement with LIM2, Enron 
was compensated for marketing the fiber to others and providing operation and 
maintenance services to LJM2 with respect to the fiber. LJM2 sold a portion of the 
fiber to industry participants for $40 million, which resulted in Enron recognizing 
agency fee revenue of $20.3 million. 


As investigations later discovered Enron controlled LJM2 in many ways. 

The FASB ASC now requires the consolidation of SPEs (variable interest entities) that 
are essentially controlled by their primary beneficiary. 

By selling goods to SPEs that it controlled but did not consolidate, did Enron overstate 
its earnings? What effect does consolidation have on the financial reporting for transac- 
tions between a firm and its controlled entities? 


the effects of the seller’s gross profit that remains unrealized within the buyer’s ending 
inventory: 


Consolidation Entry G—Year of Transfer (Year 1) 
All Inventory Remains 


Cost of Goods Sold (ending inventory component) ..................- 30,000 
Inventory (balance sheet account) ............0 000. e eee ee eee 30,000 
To remove unrealized gross profit created by intra-entity sale. 


This entry (labeled G for gross profit) reduces the consolidated Inventory account to its 
original $50,000 historical cost. Furthermore, increasing Cost of Goods Sold by $30,000 ef- 
fectively removes the unrealized amount from recognized gross profit. Thus, this worksheet 
entry resolves both reporting problems created by the transfer price markup. 


Only a Portion of Inventory Remains 

Obviously, a company does not buy inventory to hold it for an indefinite time. It either uses 
the acquired items within the company’s operations or resells them to unrelated, outside par- 
ties. Intra-entity profits ultimately are realized by subsequently consuming or reselling these 
goods. Therefore, only the transferred inventory still held at year-end continues to be recorded 
in the separate statements at a value more than the historical cost. For this reason, the elimi- 
nation of unrealized gross profit (Entry G) is based not on total intra-entity sales but only on 
the amount of transferred merchandise retained within the business at the end of the year. 

To illustrate, assume that Arlington transferred inventory costing $50,000 to Zirkin, a re- 
lated company, for $80,000, thus recording a gross profit of $30,000. Assume further that by 
year-end Zirkin has resold $60,000 of these goods to unrelated parties but retains the other 
$20,000 (for resale in the following year). From the viewpoint of the consolidated company, it 
has now earned the profit on the $60,000 portion of the intra-entity sale and need not make an 
adjustment for consolidation purposes. 

Conversely, any gross profit recorded in connection with the $20,000 in merchandise that 
remains is still a component within Zirkin’s Inventory account. Because the gross profit rate 
was 37% percent ($30,000 gross profit/$80,000 transfer price), this retained inventory is stated 
at a value $7,500 more than its original cost ($20,000 X 374%). The required reduction 


LO4 


Understand that the consolida- 
tion process for inventory 
transfers is designed to defer 
the unrealized portion of an 
intra-entity gross profit from the 
year of transfer into the year 
of disposal or consumption. 
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(Entry G) is not the entire $30,000 shown previously but only the $7,500 unrealized gross 
profit that remains in ending inventory. 


Consolidation Entry G—Year of Transfer (Year 1) 
25% of Inventory Remains (replaces previous entry) 


Cost of Goods Sold (ending inventory component) .................--- 7,500 
NAN) A We) 8 erences ret ea rs tes CURLERS BPO Set Ave aerate Gin Beier Tere Tate Se ae es He 7,500 


To remove portion of intra-entity gross profit that is unrealized in year 
of transfer. 


Unrealized Gross Profit—Year Following Transfer (Year 2) 


Whenever an unrealized intra-entity profit is present in ending inventory, one further con- 
solidation entry is eventually required. Although Entry G removes the gross profit from the 
consolidated inventory balances in the year of transfer, the $7,500 overstatement remains 
within the separate financial records of the buyer and seller. The effects of this deferred 
gross profit are carried into their beginning balances in the subsequent year. Hence, a 
worksheet adjustment is necessary in the period following the transfer. For consolidation 
purposes, the unrealized portion of the intra-entity gross profit must be adjusted in two 
successive years (from ending inventory in the year of transfer and from beginning inven- 
tory of the next period). 

Referring again to Arlington’s sale of inventory to Zirkin, the $7,500 unrealized gross profit 
is still in Zirkin’s Inventory account at the start of the subsequent year. Once again, the over- 
statement is removed within the consolidation process but this time from the beginning inven- 
tory balance (which appears in the financial statements only as a positive component of cost 
of goods sold). This elimination is termed Entry *G. The asterisk indicates that a previous year 
transfer created the intra-entity gross profits. 


Consolidation Entry *G—Year Following Transfer (Year 2) 
Retained Earnings (beginning balance of seller) ....................0-. 7,500 
Cost of Goods Sold (beginning inventory component) ............. 7,500 


To remove unrealized gross profit from beginning figures 
so that it is recognized currently in the period in which 
the earning process is completed. 


Reducing Cost of Goods Sold (beginning inventory) through this worksheet entry increases 
the gross profit reported for this second year. For consolidation purposes, the gross profit on the 
transfer is recognized in the period in which the items are actually sold to outside parties. As 
shown in the following diagram, Entry G initially deferred the $7,500 gross profit because this 
amount was unrealized in the year of transfer. Entry *G now increases consolidated net income 
(by decreasing cost of goods sold) to reflect the earning process in the current year. 


December 31, 
Year 1 


Year 1 Year 2 
Inventory transferred Inventory sold to outsider 


Entry G defers Entry *G 
$7,500 gross profit recognizes $7,500 gross profit 
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In Entry *G, removal of the $7,500 from beginning inventory (within Cost of Goods Sold) 
appropriately increases current income and should not pose a significant conceptual problem. 
However, the rationale for decreasing the seller’s beginning Retained Earnings deserves further 
explanation. This reduction removes the unrealized gross profit (recognized by the seller in the 
year of transfer) so that the profit is reported in the period when it is earned. Despite the consoli- 
dation entries in Year 1, the $7,500 gain remained on this company’s separate books and was closed 
to Retained Earnings at the end of the period. Recall that consolidation entries are never posted to 
the individual affiliate’s books. Therefore, from a consolidated view, the buyer’s Cost of Goods 
Sold (through the beginning inventory component) and the seller’s Retained Earnings accounts as 
of the beginning of Year 2 contain the unrealized profit, and must both be reduced in Entry *G.° 


Intra-Entity Beginning Inventory Profit Adjustment—Downstream Sales 
When Parent Uses Equity Method 


The worksheet elimination of the sales/purchases balances (Entry TI) and the entry to remove 
the unrealized gross profit from ending Inventory in Year 1 (Entry G) are both standard, regard- 
less of the circumstances of the consolidation. Conversely, in one specific situation, the proce- 
dure used to eliminate the intra-entity gross profit from Year 2’s beginning account balances 
differs from the Entry *G just presented. If (1) the original transfer is downstream (made by the 
parent) and (2) the equity method has been applied for internal accounting purposes, the Equity 
in Subsidiary Earnings account replaces beginning Retained Earnings in Entry *G. 

When using the equity method, the parent maintains appropriate income balances within its 
own individual financial records. Thus, the parent defers any unrealized gross profit at the end 
of Year 1 through an equity method adjustment that also decreases the Investment in Sub- 
sidiary account. With the profit deferred, the Retained Earnings of the parent/seller at the be- 
ginning of the following year is correctly stated. The parent’s Retained Earnings does not 
contain the unrealized gross profit and needs no adjustment. 

At the end of Year 2, both the Equity in Subsidiary Earnings and the Investment accounts are in- 
creased in recognition of the previously deferred intra-entity profit. The Investment account— 
having been decreased in Year | and increased in Year 2 for the intra-entity gross profit—thus no 
longer reflects any effects from the original deferral. For consolidation purposes, Entry *G simply 
transfers the income effect of the realized gross profit from the Equity in Subsidiary Earnings ac- 
count to Cost of Goods Sold, appropriately increasing current consolidated income. The remaining 
balance in the Equity in Subsidiary Earnings account now reflects the same activity represented in 
the Investment account and is subsequently eliminated against the Investment account. 


Consolidation Entry *G—Year Following Transfer (Year 2) (replaces 
previous Entry *G when transfers have been downstream and 
the equity method used)® 
EC UIGY Int SUOSICHEY IENMINGS on cccasecaceusno@oconedcnseanceunese@e 7,500 
Cost of Goods Sold (beginning inventory component) ............. 7,500 


To recognize the previously deferred unrealized downstream inventory gross 
profit as part of current year income. The Equity in Subsidiary Earnings account 
replaces the Retained Earnings account (used for upstream profit adjust- 
ments) when adjusting for downstream sales. The parent's Retained Earnings 
account has already been corrected by application of the equity method. 


> For upstream intra-entity profit in beginning inventory, the subsidiary’s retained earnings remain overstated 
and must be adjusted through Entry *G. 

5 A widely accepted alternative to recognizing realized intra-entity inventory profits in the subsidiary’s 
beginning inventory (downstream sale) when the parent uses the equity method (*G) is as follows: 


Investment in Subsidiary 7,500 
Cost of Goods Sold 7,500 
In this case, the full amount of the Equity in Subsidiary Earnings is eliminated against the Investment in 
Subsidiary account in Consolidation Adjustment I. In either alternative adjustment for recognizing realized 


intra-entity inventory profits, the final consolidated balances remain exactly the same: Equity in Subsidiary 
Earnings = 0, Investment in Subsidiary = 0, and Cost of Goods Sold is reduced by $7,500. 


EXHIBIT 5.1 
Relationship between 
Gross Profit Rate and 
Markup on Cost 


LO5 


Understand the difference between 
upstream and downstream intra- 
entity transfers and how each 
affects the computation of noncon- 
trolling interest balances. 
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In determining appropriate amounts of intra-entity profits for deferral and subsequent recog- 

nition in consolidated financial reports, two alternative—but mathematically related—profit 

percentages are often seen. Recalling that Gross Profit = Sales — Cost of Goods Sold, then 
Gross profit MC 


Gross profit rate (GPR) = = 
Sales i] ae MIC 


Gross profit GPR 
Cost of goods sold | = (Ger 


Markup on cost (MC) = 


Example: _ Sales (transfer price) $1,000 
Cost of goods sold 800 
Gross profit $ 200 


Here the GPR = (200/1,000) = 20% and the MC = (200/800) = 25%. In most intra-entity 
purchases and sales, the sales (transfer) price is known and therefore the GPR is the simplest 
percentage to use to determine the amount of intra-entity profit. 


Intra-entity profit = Transfer price X GPR 


Instead, if the markup on cost is available, it readily converts to a GPR by the preceding for- 
mula. In this case (0.25/1.25) = 20%. 


Finally, various markup percentages determine the dollar values for intra-entity profit deferrals. 
Exhibit 5.1 shows formulas for both the gross profit rate and markup on cost and the relation 
between the two. 


Unrealized Gross Profits—Effect on Noncontrolling 
Interest Valuation 


The worksheet entries just described appropriately account for the effects of intra-entity in- 
ventory transfers on business combinations. However, one question remains: What impact do 
these procedures have on the valuation of a noncontrolling interest? In regard to this issue, 
paragraph 810-10-45-6 of the FASB ASC states, 


The amount of intra-entity profit or loss to be eliminated in accordance with paragraph 
810-10-45-1 is not affected by the existence of a noncontrolling interest. The complete elimi- 
nation of the intra-entity profit or loss is consistent with the underlying assumption that con- 
solidated financial statements represent the financial position and operating results of a single 
economic entity. The elimination of the intra-entity profit or loss may be allocated proportionately 
between the parent and noncontrolling interest. 


The last sentence indicates that alternative approaches are available in computing the non- 
controlling interest’s share of a subsidiary’s net income. According to this pronouncement, un- 
realized gross profits resulting from intra-entity transfers may or may not affect recognition of 
outside ownership. Because the amount attributed to a noncontrolling interest reduces consol- 
idated net income, the handling of this issue can affect the reported profitability of a business 
combination. 

To illustrate, assume that Large Company owns 70 percent of the voting stock of Small 
Company. To avoid extraneous complications, assume that no amortization expense resulted 
from this acquisition. Assume further that Large reports current net income (from separate 
operations) of $500,000 while Small earns $100,000. During the current period, intra-entity 
transfers of $200,000 occur with a total markup of $90,000. At the end of the year, an unreal- 
ized intra-entity gross profit of $40,000 remains within the inventory accounts. 

Clearly, the consolidated net income prior to the reduction for the 30 percent noncon- 
trolling interest is $560,000, the two income balances less the unrealized gross profit. The 
problem facing the accountant is the computation of the noncontrolling interest’s share of 
Small’s income. Because of the flexibility allowed by the FASB ASC, this figure may be 
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reported as either $30,000 (30 percent of the $100,000 earnings of the subsidiary) or 
$18,000 (30 percent of reported income after that figure is reduced by the $40,000 unrealized 
gross profit). 

To determine an appropriate valuation for this noncontrolling interest allocation, the rela- 
tionship between an intra-entity transaction and the outside owners must be analyzed. If a 
transfer is downstream (the parent sells inventory to the subsidiary), a logical view would 
seem to be that the unrealized gross profit is that of the parent company. The parent made the 
original sale; therefore, the gross profit is included in its financial records. Because the sub- 
sidiary’s income is unaffected, little justification exists for adjusting the noncontrolling inter- 
est to reflect the deferral of the unrealized gross profit. Consequently, in the example of Large 
and Small, if the transfers were downstream, the 30 percent noncontrolling interest would be 
$30,000 based on Small’s reported income of $100,000. 

In contrast, if the subsidiary sells inventory to the parent (an upstream transfer), the sub- 
sidiary’s financial records would recognize the gross profit even though part of this income re- 
mains unrealized from a consolidation perspective. Because the outside owners possess their 
interest in the subsidiary, a reasonable conclusion would be that valuation of the noncontrol- 
ling interest is calculated on the income this company actually earned. 

In this textbook, the noncontrolling interest’s share of consolidated net income is computed 
based on the reported income of the subsidiary after adjustment for any unrealized upstream 
gross profits. Returning to Large Company and Small Company, if the $40,000 unrealized 
gross profit results from an upstream sale from subsidiary to parent, only $60,000 of Small’s 
$100,000 reported income actually has been earned by the end of the year. The allocation to 
the noncontrolling interest is, therefore, reported as $18,000, or 30 percent of this realized 
income figure. 

Although the noncontrolling interest figure is based here on the subsidiary’s reported in- 
come adjusted for the effects of upstream intra-entity transfers, GAAP, as quoted earlier, does 
not require this treatment. Giving effect to upstream transfers in this calculation but not to 
downstream transfers is no more than an attempt to select the most logical approach from 
among acceptable alternatives.’ 


Intra-Entity Inventory Transfers Summarized 


To assist in overcoming the complications created by intra-entity transfers, we demonstrate the 
consolidation process in three different ways: 


¢ Before proceeding to a numerical example, review the impact of intra-entity transfers on 
consolidated figures. Ultimately, the accountant must understand how the balances reported 
by a business combination are derived when unrealized gross profits result from either up- 
stream or downstream sales. 

¢ Next, two different consolidation worksheets are produced: one for downstream transfers 
and the other for upstream. The various consolidation procedures used in these worksheets 
are explained and analyzed. 

¢ Finally, several of the consolidation worksheet entries are shown side by side to illustrate 
the differences created by the direction of the transfers. 


The Development of Consolidated Totals 
The following summary discusses the accounts affected by intra-entity inventory transactions: 


Revenues. The parent’s balance is added to the subsidiary’s balance, but all intra-entity 
transfers are then removed. 


Cost of Goods Sold. The parent’s balance is added to the subsidiary’s balance, but all 
intra-entity transfers are removed. The resulting total is decreased by any beginning 


7 The 100 percent allocation of downstream profits to the parent affects its application of the equity method. 
As seen later in this chapter, in applying the equity method, the parent removes 100 percent of intra-entity 
profits resulting from downstream sales from its investment and equity earnings accounts rather than its 
percentage ownership in the subsidiary. 
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unrealized gross profit (thus raising net income) and increased by any ending unrealized 
gross profit (reducing net income). 

Expenses. The parent’s balance is added to the subsidiary’s balance plus any amortization 
expense for the year recognized on the acquisition-date fair value allocations.® 
Noncontrolling Interest in Subsidiary’s Net Income. The subsidiary’s reported net income 
is adjusted for any excess acquisition-date fair-value amortizations and the effects of 
unrealized gross profits on upstream transfers (but not downstream transfers) and then 
multiplied by the percentage of outside ownership. 

Retained Earnings at the Beginning of the Year. As discussed in previous chapters, if the 
equity method is applied, the parent’s balance mirrors the consolidated total. When any 
other method is used, the parent’s beginning Retained Earnings must be converted to the 
equity method by Entry *C. Accruals for this purpose are based on the income actually 
earned by the subsidiary in previous years (reported income adjusted for any unrealized 
upstream gross profits). 

Inventory. The parent’s balance is added to the subsidiary’s balance. Any unrealized gross 
profit remaining at the end of the current year is removed to adjust the reported balance 
to historical cost. 


Land, Buildings, and Equipment. The parent’s balance is added to the subsidiary’s 
balance. This total is adjusted for any excess fair-value allocations and subsequent 
amortization.’ 

Noncontrolling Interest in Subsidiary at End of Year. The final total begins with the non- 
controlling interest at the beginning of the year. This figure is based on the subsidiary’s 
book value on that date plus its share of any unamortized acquisition-date excess fair 
value less any unrealized gross profits on upstream sales. The beginning balance is 
updated by adding the portion of the subsidiary’s income assigned to these outside 
owners (as computed earlier) and subtracting the noncontrolling interest’s share of the 
subsidiary’s dividend payments. 


Intra-Entity Inventory Transfers Illustrated 

To examine the various consolidation procedures required by intra-entity inventory transfers, 
assume that Top Company acquires 80 percent of the voting stock of Bottom Company on 
January 1, 2010. The parent pays $400,000 and the acquisition-date fair value of the noncon- 
trolling interest is $100,000. Top allocates the entire $50,000 excess fair value over book value 
to adjust a database owned by Bottom to fair value. The database has an estimated remaining 
life of 20 years. 

The subsidiary reports net income of $30,000 in 2010 and $70,000 in 2011, the current 
year. Dividend payments are $20,000 in the first year and $50,000 in the second. Top applies 
the initial value method so that the parent records dividend income of $16,000 ($20,000 x 
80%) and $40,000 ($50,000 < 80%) during these two years. Using the initial value method in 
this next example avoids the problem of computing the parent’s investment account balances. 
However, this illustration is subsequently extended to demonstrate the changes necessary 
when the parent applies the equity method. 

After the takeover, intra-entity inventory transfers between the two companies occurred as 
shown in Exhibit 5.2. A $10,000 intra-entity debt also exists as of December 31, 2011. 

The 2011 consolidation of Top and Bottom is presented twice. First, the transfers are as- 
sumed to be downstream from parent to subsidiary (Exhibit 5.3). Second, consolidated figures 
are recomputed with the transfers being viewed as upstream (Exhibit 5.4). This distinction 
is significant only because of a noncontrolling interest. 


8 As discussed later in this chapter, worksheet adjustments remove excess depreciation following depreciable 
asset transfer between companies within a business combination at a price more than the book value. 

° As discussed later in this chapter, if land, buildings, or equipment is transferred between parent and 
subsidiary, the separately reported balances must be returned to historical cost figures in deriving consoli- 
dated totals. 
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EXHIBIT 5.2 
Intra-Entity Transfers 


2010 2011 
lina SETA DhiGaSiceepty nc caiar ee ece eet eee ese eee $80,000 $100,000 
FIISCORIGAlEGOS Le wt eaters etek 2 Soar gto eed Petcare ac SUA oes RO 60,000 70,000 
GrOssiOlotitueeew eee ee eee eee $20,000 $ 30,000 
Inventory remaining at year-end (at transfer price) ...... $16,000 $ 20,000 
GinOSS (OOUNt [ENCES oa aacvunaavncuasagaosudace 25% 30% 
Gross profit remaining in year-end inventory .......... $ 4,000 $ 6,000 


Downstream Sales 

In the first example, all inventory transfers are assumed to be downstream from Top to Bot- 
tom. Based on that perspective, the worksheet to consolidate these two companies for the year 
ending December 31, 2011, is in Exhibit 5.3. 

Most of the worksheet entries found in Exhibit 5.3 are described and analyzed in previous 

chapters of this textbook. Thus, only four of these entries are examined in detail along with the 
computation of the noncontrolling interests in the subsidiary’s income. 
Entry *G_ Entry *G removes the unrealized gross profits carried over from the previous pe- 
riod. The gross profit on the $16,000 in transferred merchandise held by Bottom at the begin- 
ning of the current year was unearned and deferred in the 2010 consolidated statements. The 
gross profit rate (Exhibit 5.2) on these items was 25 percent ($20,000 gross profit/$80,000 
transfer price), indicating an unrealized profit of $4,000 (25 percent of the remaining $16,000 
in inventory). To recognize this gross profit in 2011, Entry *G reduces cost of goods sold (or 
the beginning inventory component of that expense) by that amount and Top’s (as the seller of 
the goods) January 1, 2011, Retained Earnings. Essentially the $4,000 gross profit is removed 
from 2010 retained earnings and recognized in 2011 consolidated net income. 

Entry *G creates two effects: First, last year’s profits, as reflected in the seller’s beginning 
Retained Earnings, are reduced because the $4,000 gross profit was not earned at that time. 
Second, the reduction in Cost of Goods Sold creates an increase in current year income. From 
a consolidation perspective, the gross profit is correctly recognized in 2011 when the inven- 
tory is sold to an outside party. 

Entry *C_ Chapter 3 introduced Entry *C as an initial consolidation adjustment required 
whenever the parent does not apply the equity method. Entry *C converts the parent’s begin- 
ning Retained Earnings to a consolidated total. In the current illustration, Top did not accrue 
its portion of the 2010 increase in Bottom’s book value [($30,000 income less $20,000 paid in 
dividends) X 80%, or $8,000] or record the $2,000 amortization expense for this same period. 
Because the parent recognized neither number in its financial records, the consolidation 
process adjusts the parent’s beginning retained earnings by $6,000 (Entry *C). The intra-entity 
transfers do not affect this entry because they were downstream; the gross profits had no im- 
pact on the income the subsidiary recognized. 

Entry TI Entry TI eliminates the intra-entity sales/purchases for 2011. The entire $100,000 
transfer recorded by the two parties during the current period is removed to arrive at consoli- 
dated figures for the business combination. 


Entry G_ Entry G defers the unrealized gross profit remaining at the end of 2011. The 
$20,000 in transferred merchandise (Exhibit 5.2) that Bottom has not yet sold has a gross 
profit rate of 30 percent ($30,000 gross profit/$100,000 transfer price); thus, the unrealized 
gross profit amounts to $6,000. On the worksheet, Entry G eliminates this overstatement in 
the Inventory asset balance as well as the ending inventory (negative) component of Cost of 
Goods Sold. Because the gross profit remains unrealized, the increase in this expense appro- 
priately decreases consolidated income. 


Noncontrolling Interest’s Share of the Subsidiary’s Income 

In this first illustration, the intra-entity transfers are downstream. Thus, the unrealized gross 
profits are considered to relate solely to the parent company, creating no effect on the subsidiary 
or the outside ownership. For this reason, the noncontrolling interest’s share of the subsidiary’s 
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EXHIBIT 5.3 Downstream Inventory Transfers 


TOP COMPANY AND BOTTOM COMPANY 


Consolidation: Acquisition Method Consolidation Worksheet 
Investment: Initial Value Method For Year Ending December 31, 2011 Ownership: 80% 
Consolidation Entries : s 
Top Bottom |S. __} Nooncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Income Statement 
Sales (600,000) (300,000) (Tl)100,000 (800,000) 
Cost of goods sold 320,000 180,000 (G) 6,000 (*G) 4,000 402,000 
(Tl)100,000 
Operating expenses 170,000 50,000 (E) 2,500 222,500 
Dividend income (40,000) (I) 40,000 
Separate company net income (150,000) (70,000) 
Consolidated net income (175,500) 
Noncontrolling interest in 
Bottom Company's income (13,500)| t 13,500 
Top’s interest in consolidated a aa cee 
net income (162,000) 
Statement of Retained Earnings 
Retained Earnings 1/1/11 
Top Company (650,000) (*G) 4,000 (*C) 6,000 (652,000) 
Bottom Company (310,000) (S)310,000)+ 
Net income (above) (150,000) (70,000) (162,000) 
Dividends paid 70,000 50,000 (I) 40,000 10,000 70,000 
Retained earnings 12/31/11 (730,000) (330,000) (744,000) 
Balance Sheet leew cae: 
Cash and receivables 280,000 120,000 (P) 10,000 390,000 
nventory 220,000 160,000 (G) 6,000 374,000 
nvestment in Bottom 400,000 (*C) 6,000 —0- 
(S)368,000 
(A) 38,000 
Land 410,000 200,000 610,000 
Plant assets (net) 190,000 170,000 360,000 
Database —0- —0- (A) 47,500 (E) 2,500 45,000 
Total assets 1,500,000 650,000 1,779,000 
Liabilities (340,000) (170,000) (P) 10,000 (500,000) 
Noncontrolling interest in 
Bottom Company, 1/1/11 (S) 92,000 
(A) 9,500 (101,500) 
Noncontrolling interest in 
Bottom Company, 12/31/11 105,000 (105,000) 
Common stock (430,000) (150,000) (S)150,000 (430,000) 
Retained earnings 12/31/11 (above) (730,000) (330,000) (744,000) 
Total liabilities and equities (1,500,000) (650,000) 676,000 676,000 (1,779,000) 


Note: Parentheses indicate a credit balance. 
+Because intra-entity sales are made downstream (by the parent), the subsidiary’s earned income is the $70,000 reported figure less $2,500 excess amortization with a 20% allocation to the noncontrolling 
interest (13,500). 
{Boxed items highlight differences with upstream transfers examined in Exhibit 5.4. 
Consolidation entries: 
(*G) Removal of unrealized gross profit from beginning figures so that it can be recognized in current period. Downstream sales attributed to parent. 
(*C) Recognition of increase in book value and amortization relating to ownership of subsidiary for year prior to 2011. 
(S) Elimination of subsidiary’s stockholders’ equity accounts along with recognition of January 1, 2011, noncontrolling interest. 
(A) Allocation of subsidiary’s fair value in excess of book value, unamortized balance as of January 1, 2011. 
¢8) Elimination of intra-entity dividends recorded by parent as income. 
(E) Recognition of amortization expense for current year on database. 
(P) Elimination of intra-entity receivable/payable balances. 
(TI) Elimination of intra-entity sales/purchases balances. 
(G) Removal of unrealized gross profit from ending figures so that it can be recognized in subsequent period. 
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EXHIBIT 5.4 Upstream Inventory Transfers 


Consolidation: Acquisition Meth 


Investment: Initial Value Method 


TOP COMPANY AND BOTTOM COMPANY 
Consolidation Worksheet 


od 


For Year Ending December 31, 2011 


Ownership: 80% 


Consolidation Entries . : 
Top Bottom Noncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Income Statement 
Sales (600,000) (300,000) (Tl)100,000 (800,000) 
Cost of goods sold 320,000 180,000 (G) 6,000 (*G) 4,000 402,000 
(Tl)100,000 
Operating expenses 170,000 50,000 (E) 2,500 222,500 
Dividend income (40,000) (I) 40,000 
Separate company net income (150,000) (70,000) 
Consolidated net income (175,500) 
Noncontrolling interest in Bottom 
Company's income (13,100)|+ 13,100 
Top’s interest in 
consolidated net income (162,400) 
Statement of Retained Earnings 
Retained earnings 1/1/11 
Top Company (650,000) (*C) 2,800 (652,800) 
Bottom Company (310,000) (*G) 4,000 
(S)306,000]+ 
Net income (above) (150,000) (70,000) (162,400) 
Dividends paid 70,000 50,000 (I) 40,000 10,000 70,000 
Retained earnings 12/31/11 (730,000) (330,000) (745,200) 
Balance Sheet 
Cash and receivables 280,000 120,000 (P) 10,000 390,000 
nventory 220,000 160,000 (G) 6,000 374,000 
nvestment in Bottom 400,000 (*C) 2,800 —0- 
(S)364,800 
(A) 38,000 
Land 410,000 200,000 610,000 
Plant assets (net) 190,000 170,000 360,000 
Database —0- —0- (A) 47,500 (E) 2,500 45,000 
Total assets 1,500,000 650,000 1,779,000 
Liabilities (340,000) (170,000) (P) 10,000 (500,000) 
Noncontrolling interest in Bottom 
Company, 1/1/11 (S) 91,200 
(A) 9,500 (100,700) 
Noncontrolling interest in Bottom 
Company, 12/31/11 103,800 (103,800) 
Common stock (430,000) (150,000) (S)150,000 (430,000) 
Retained earnings 12/31/11 (above) (730,000) (330,000) (745,200) 
Total liabilities and equities (1,500,000) (650,000) 668,800 668,800 (1,779,000) 


Note: Parentheses indicate a credit balance. 


{Because intra-entity sales were upstream, the subsidiary’s $70,000 income is 


creased for the $6,000 gross profit deferred into next year and increased for $4,000 gross profit deferred from the previous 


year. After further reduction for $2,500 excess amortization, the resulting $65,500 provides the noncontrolling interest with a $13,100 allocation (20%). 
{Boxed items highlight differences with downstream transfers examined in Exhibit 5.3. 


Consolidation entries: 
(*G) 


(*C) Recognition of earned increase in book value and amortization relating to ownership of subsidiary for year prior to 2011. 
(S) Elimination of adjusted stockholders’ equity accounts along with recognition of January 1, 2011, noncontrolling interest. 
(A) Allocation of subsidiary’s fair value in excess of book value, unamortized balance as of January 1, 2011. 


¢8) Elimination of intra-entity dividends recorded by parent as income. 


(E) Recognition of amortization expense for current year on fair value allocated to value of database. 


(P) Elimination of intra-entity receivable/payal 


le balances. 


(TI) Elimination of intra-entity sales/purchases balances. 
(G) Removal of unrealized gross profit from ending figures so that it can be recognized in subsequent period. 


Removal of unrealized gross profit from beginning figures so that it can be recognized in current period. Upstream sales attributed to subsidiary. 
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income is unaffected by the downstream intra-entity profit deferral and subsequent recognition. 
Therefore, Top allocates $13,500 of Bottom’s income to the noncontrolling interest computed 
as 20 percent of $67,500 ($70,000 reported income less $2,500 current year database excess 
fair-value amortization). 

By including these entries along with the other routine worksheet eliminations and adjust- 
ments, the accounting information generated by Top and Bottom is brought together into a sin- 
gle set of consolidated financial statements. However, this process does more than simply 
delete intra-entity transactions; it also affects reported income. A $4,000 gross profit is re- 
moved on the worksheet from 2010 figures and subsequently recognized in 2011 (Entry *G). 
A $6,000 gross profit is deferred in a similar fashion from 2011 (Entry G) and subsequently 
recognized in 2012. However, these changes do not affect the noncontrolling interest because 
the transfers were downstream. 


Upstream Sales 
A different set of consolidation procedures is necessary if the intra-entity transfers are up- 
stream from Bottom to Top. As previously discussed, upstream gross profits are attributed to 
the subsidiary rather than to the parent company. Therefore, had these transfers been upstream, 
the $4,000 gross profit moved from 2010 into the current year (Entry *G) and the $6,000 un- 
realized gross profit deferred from 2011 into the future (Entry G) are both considered adjust- 
ments to Bottom’s reported totals. 

Tying upstream gross profits to Bottom’s income complicates the consolidation process in 
several ways: 


¢ Deferring the $4,000 gross profit from 2010 into 2011 dictates the adjustment of the sub- 
sidiary’s beginning Retained Earnings balance (as the seller of the goods) to $306,000 
rather than $310,000 found in the company’s separate records on the worksheet. 

¢ Because $4,000 of the income reported for 2010 was unearned at that time, Bottom’s book 
value did not increase by $10,000 during the previous period (income less dividends as 
stated in the introduction) but only by an earned amount of $6,000. 

¢ Bottom’s earned income for the year 2011 is $65,500 rather than the $70,000 found within 
the company’s separate financial statements. This $65,500 figure is based on adjusting the 
timing of the reported income to reflect the deferral and recognition of the intra-entity gross 
profits and excess fair-value amortization. 


Earned Income of Subsidiary—Upstream Transfers 


Add: Gross Less: Gross Profit 
Bottom’s 2011 Profit from Reported in 2011 2011 Income of Bottom 
Income Less $2,500 Previous Period to Be Realized in Company from 
Excess Amortization Realized in 2011 Later Period Consolidated Perspective 
$67,500 $4,000 $(6,000) $65,500 


Determinations of Bottom’s beginning Retained Earnings (realized) to be $306,000 and its 
2011 income as $65,500 are preliminary calculations made in anticipation of the consolidation 
process. These newly computed totals are significant because they serve as the basis for sev- 
eral worksheet entries. However, the subsidiary’s financial records remain unaffected. In ad- 
dition, because the initial value method has been applied, no change is required in any of the 
parent’s accounts on the worksheet. 

To illustrate the effects of upstream inventory transfers, in Exhibit 5.4, we consolidate the 
financial statements of Top and Bottom again. The individual records of the two companies 
are unchanged from Exhibit 5.3: The only difference in this second worksheet is that the intra- 
entity transfers are assumed to have been made upstream from Bottom to Top. This single 
change creates several important differences between Exhibits 5.3 and 5.4. 


1. Because the intra-entity sales are made upstream, the $4,000 deferral of the beginning 
unrealized gross profit (Entry *G) is no longer a reduction in the parent company’s retained 
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earnings, if Bottom sold the merchandise; thus, the elimination made in Exhibit 5.4 reduces 
that company’s January 1, 2011, equity balance. Following this entry, Bottom’s beginning Re- 
tained Earnings on the worksheet is $306,000, which is, as discussed earlier, the appropriate 
total from a consolidated perspective. 

2. Because $4,000 of Bottom’s 2010 income is deferred until 2011, the increase in 
the subsidiary’s book value in the previous year is only $6,000 rather than $10,000 as re- 
ported. Consequently, conversion to the equity method (Entry *C) requires an increase of 
just $2,800: 


$6,000 earned increase in 


subsidiary’s book value during 2010 X 80% ................. $4,800 

2010 amortization expense (80% X $2,500) ..............0.. (2,000) 
Increase in parent's beginning retained 

earnings (Entry *C) 0.0.2.0... 2 eee $2,800 


3. Within Entry S, the valuation of the initial noncontrolling interest and the portion of the 
parent’s investment account to be eliminated differ from the previous example. This worksheet 
entry removes the stockholders’ equity accounts of the subsidiary as of the beginning of the 
current year. Thus, the $4,000 reduction made to Bottom’s Retained Earnings to remove the 
2010 unrealized gross profit must be considered in developing Entry S. After posting Entry 
*G, only $456,000 remains as the subsidiary’s January 1, 2011, book value (the total of Com- 
mon Stock and beginning Retained Earnings accounts after adjustment for Entry *G). This 
figure forms the basis for the 20 percent noncontrolling interest ($91,200) and the elimination 
of the 80 percent parent company investment ($364,800). 

4. Finally, to complete the consolidation, the noncontrolling interest’s share of the sub- 
sidiary’s net income is recorded on the worksheet as $13,100 computed as follows: 


Bottom reported income for 2011 «1.0.0... eee eee $70,000 
Excess fair-value database amortization ($50,000/20 years)....... (2,500) 
2010 intra-entity gross profit recognized .................00. 4,000 
2011 intra-entity gross profit deferred .................0000. (6,000) 
Bottom 2011 net income adjusted ......................05. $65,500 
Noncontrolling interest percentage .......... 0.0.0.0 cee eee 20% 
Noncontrolling interest in Bottom’s 2011 net income ........... $13,100 


Upstream transfers affect this computation although the downstream sales in the previous 
example did not. Thus, the noncontrolling interest balance reported previously in the income 
statement in Exhibit 5.3 differs from the allocation in Exhibit 5.4. 


Consolidations—Downstream versus Upstream Transfers 


To help clarify the effect of downstream and upstream transfers, the worksheet entries that 
differ can be examined in more detail. 


Downstream Transfers Upstream Transfers 
(Exhibit 5.3) (Exhibit 5.4) 
Entry *G Entry *G 
Retained Earnings, Retained Earnings, 
WAV Woe) cee eo esse 4,000 VAVA I SBYOHIONTD, oc cece coe 4,000 
Cost of Goods Sold. . 4,000 Cost of Goods Sold... 4,000 
To remove 2010 unrealized To remove 2010 unrealized 
gross profit from beginning gross profit from beginning 


balances of the seller. balances of the seller. 
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Downstream Transfers 


Upstream Transfers 


Entry *C Entry *C 
Investment in Bottom .... 6,000 Investment in Bottom ...... 2,800 
Retained Earnings, Retained Earnings, 
1/1/11—Top ...... 6,000 1/1/11—Bottom ..... 2,800 
To convert 1/1/11 initial To convert 1/1/11 initial 
value figures to the equity value figures to the equity 
method. Income accrual method. Income accrual is 
is 80% of $10,000 increase 80% of $6,000 increase in 
in Retained Earnings less Retained Earnings after 
$2,500 amortization. removal of unrealized gross 
profit and $2,500 amortization. 
Entry S Entry S 
Common stock— Common stock— 
Bottommanwrc ener 150,000 Bottomibareen cree 150,000 
Retained Earnings, Retaining Earnings, 
Vi =Bottommer eee: 310,000 1/1/11—Bottom (as 
Investment in AC |UStCC) Pere eens 306,000 
Bottom (80%) .... 368,000 Investment in 
Noncontrolling Bottom (80%) ...... 364,800 
interest—1/1/11 Noncontrolling 
(OM): cosesvones 92,000 interest—1/1/11 
(2026) See eee ree 91,200 


To remove subsidiary’s 
stockholders’ equity 
accounts and portion of 
investment balance. Book 
value at beginning of year 
is appropriate. 


To remove subsidiary’s 
stockholders’ equity accounts 
(as adjusted in Entry *G) and 
portion of investment balance. 
Adjusted book value at begin- 
ning of year is appropriate. 


Noncontrolling Interest in Subsidiary’s 
Income = $13,500. 20% of Bottom’'s 
reported income less excess 

database amortization. 


Noncontrolling Interest in Subsidiary’s 
Income = $13,100. 20% of Bottom’s earned 
income (reported income after adjustment for 
unrealized gross profits and excess database 
amortization). 


Effects of Alternative Investment Methods on Consolidation 


Exhibits 5.3 and 5.4 utilized the initial value method. However, when using either the equity 
method or the partial equity method, consolidation procedures normally continue to follow the 
same patterns analyzed in the previous chapters of this textbook. As described earlier, though, 
a variation in Entry *G is required when the equity method is applied and downstream trans- 
fers have occurred. The equity in subsidiary earnings account is decreased rather than record- 
ing a reduction in the beginning retained earnings of the parent/seller with the remaining 
amount in equity in subsidiary earnings eliminated in Entry I. Otherwise, the specific ac- 
counting method in use creates no unique impact on the consolidation process for intra-entity 
transactions. 

The major complication when the parent uses the equity method is not always related to a 
consolidation procedure. Frequently, the composition of the investment-related balances 
appearing on the parent’s separate financial records proves to be the most complex element 
of the entire process. Under the equity method, the investment-related accounts are subjected 
to (1) income accrual, (2) amortization, (3) dividends, and (4) adjustments required by unre- 
alized intra-entity gains. Thus, if Top Company applies the equity method and the transfers 
are downstream, the Investment in Bottom Company account increases from $400,000 to 
$414,000 by the end of 2011. For that year, the Equity in Earnings of Bottom Company ac- 
count registers a $52,000 balance. Both of these totals result from the accounting shown in 
Exhibit 5.5. 


Discussion Question 


EXHIBIT 5.5 
Investment Balances— 
Equity Method— 
Downstream Sales 
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WHAT PRICE SHOULD WE CHARGE OURSELVES? 


Slagle Corporation is a large manufacturing organization. Over the past several years, it 
has obtained an important component used in its production process exclusively from 
Harrison, Inc., a relatively small company in Topeka, Kansas. Harrison charges $90 per unit 
for this part: 


Variable cost per unit ...............2-2-0-5 $40 
Fixed cost assigned per unit ................. 30 
MarUpetere- cancers cgay oececeeeceerene wires ore spcererena 2 

Totalipnicereas ee eee te eee $90 


In hope of reducing manufacturing costs, Slagle purchases all of Harrison’s outstanding 
common stock. This new subsidiary continues to sell merchandise to a number of outside 
customers as well as to Slagle. Thus, for internal reporting purposes, Slagle views Harrison 
as a separate profit center. 

A controversy has now arisen among company officials about the amount that Harrison 
should charge Slagle for each component. The administrator in charge of the subsidiary 
wants to continue the $90 price. He believes this figure best reflects the division's prof- 
itability: “If we are to be judged by our profits, why should we be punished for selling to 
our own parent company? If that occurs, my figures will look better if | forget Slagle as a 
customer and try to market my goods solely to outsiders.” 

In contrast, the vice president in charge of Slagle’s production wants the price set at 
variable cost, total cost, or some derivative of these numbers. “We bought Harrison to 
bring our costs down. It only makes sense to reduce the transfer price; otherwise the ben- 
efits of acquiring this subsidiary are not apparent. | pushed the company to buy Harrison; 
if our operating results are not improved, | will get the blame.” 

Will the decision about the transfer price affect consolidated net income? Which 
method would be easiest for the company’s accountant to administer? As the company’s 
accountant, what advice would you give to these officials? 


Investment in Bottom Company Analysis 1/1/10 to 12/31/11 


Consideration paid (fair value) 1/1/10 ...................00. $400,000 
BottomiG@ourepontedImeomeniOre2 Oil Omens ene ne $30,000 
Databaseramontizationure yr oe mcr eee ees ee eee (2,500) 

Bottom Co. adjusted 2010 net income ................... $27,500 
TOS COMMAS MD OSCAMECS ovnacanccganacegaanaseaaaen 80% 
TONS See Or NOON INGO co osrccssnevcteusceevedes $22,000 
Deferred profit from Top’s 2010 downstream sales .......... (4,000) 

Equity in earnings of Bottom Company, 2010 ............... $ 18,000 

Top’s share of Bottom Co. dividends, 2010 (80%) ............ (16,000) 

Balameeul2/SqHWMOW erry essa erecta eat teen ene eee ter eon $402,000 
XOLIOLTN CO (JNO IMCONTNE TOP AOI saacsccceccasnagees $70,000 
Data basezamontizationnrerew:. qe oe ine orien ware ee ee ae (2,500) 

Bottom Co. adjusted 2011 netincome ................... $67,500 
Mel COMMS MM OSMCAMES cc coscarcdsaveveusssduacud 80% 
WelOS Smee CHF (OKAMOMIA (INGOT so cess ee cassunnencdssoones $54,000 
Recognized profit from Top’s 2010 downstream sales ....... 4,000 
Deferred profit from Top’s 2011 downstream sales .......... (6,000) 

Equity in earnings of Bottom Company, 2011 ............... $ 52,000 

Top’s share of Bottom Company dividends, 2011 (80%) ....... (40,000) 
Balan @eegl2// 35/1 Imerenre ieee gre tegen Sy ener ee Ny arate nee ee $414,000 


EXHIBIT 5.6 
Investment Balances— 
Equity Method— 
Upstream Sales 
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Investment in Bottom Company Analysis 1/1/10 to 12/31/11 


Consideration paid (fair value) 1/1/10 ..................2... $400,000 
Bont) (CO, (ke\orovriterel linveolinNe tol? ZOO .ccasaacoeanaveunae $30,000 
DatabaseraimontlzatlOnmenseae ea ne a ener eee ante errr arena (2,500) 

Deferred profit from Bottom’s 2010 upstream sales ......... (4,000) 
Bottom Co. adjusted 2010 net income ................... $23,500 
TODS OWNED WEEAMECE occcccasaccssaccesuaccanaae 80% 

Equity in earnings of Bottom Company, 2010 ............... $ 18,800 

Top’s share of Bottom Company dividends, 2010 (80%) ....... (16,000) 

BalamGenl2/ SiO tment en te remem ne cie Per Boren ene $402,800 
[Bort (CO, (eforovriterel lineonne tor AON scccsaacesusavonaas $70,000 
DENOESS GINMORIENHOIN anno cnaneeonuebanunboadunavane (2,500) 

Recognized profit from Bottom’s 2010 upstream sales ....... 4,000 
Deferred profit from Bottom’s 2011 upstream sales ......... (6,000) 
Bottom: Goradjusted:ZOn inet Income ernrnaw terete ene as $65,500 
TODS OWES M]D OENCAMECE sa ccacocasoeaeucesovasaoves 80% 

Equity in earnings of Bottom Company, 2011 ............... $ 52,400 

Top’s share of Bottom Company dividends, 2011 (80%) ....... (40,000) 
Balamceg]2/Si/ ile wares tere kee a ee tee Nene te cee egerree nes $415,200 


If transfers are upstream, the individual investment-related accounts that the parent 
reports can be determined in the same manner as in Exhibit 5.5. Because of the change in 
direction, the gross profits are now attributed to the subsidiary. Thus, both accounts 
related to the investment in Bottom hold balances that vary from the totals computed ear- 
lier. The Investment in Bottom Company balance becomes $415,200, whereas the Equity 
in Earnings of Bottom Company account for the year is $52,400. The differences result 
from having upstream rather than downstream transfers. The components of these 
accounts are identified in Exhibit 5.6. Consolidated worksheets for downstream and up- 
stream inventory transfers when Top uses the equity method are shown in Exhibit 5.7 and 
Exhibit 5.8. 


Special Equity Method Procedures for Unrealized Intra-Entity Profits from 
Downstream Transfers 

Exhibit 5.5 shows an analysis of the parent’s equity method investment accounting procedures 
in the presence of unrealized intra-entity gross profits resulting from downstream inventory 
transfers. This application of the equity method differs from that presented in Chapter | for a 
significant influence (typically 20 to 50 percent ownership) investment. For significant influ- 
ence investments, an investor company defers unrealized intra-entity gross profits only to the 
extent of its percentage ownership, regardless of whether the profits resulted from upstream or 
downstream transfers. In contrast, Exhibit 5.5 shows a 100 percent deferral in 2010, with a 
subsequent 100 percent recognition in 2011, for intra-entity gross profits resulting from Top’s 
inventory transfers to Bottom, its 80 percent owned subsidiary. 

Why the distinction? Because when control (rather than just significant influence) exists, 
100 percent of all intra-entity gross profits are eventually removed from consolidated net in- 
come regardless of the direction of the underlying sale. The 100 percent intra-entity profit 
deferral on Top’s books for downstream sales explicitly recognizes that none of the deferral 
will be allocated to the noncontrolling interest. As discussed previously, when the parent is 
the seller in an intra-entity transfer, little justification exists for it to allocate a portion of the 
gross profit deferral to the noncontrolling interest. In contrast, for an upstream sale, the sub- 
sidiary recognizes the gross profit on its books. Because the noncontrolling interest owns a 
portion of the subsidiary (but not of the parent), allocation of intra-entity gross profit de- 
ferrals and subsequent recognitions across the noncontrolling interest and the parent appear 
appropriate. 
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EXHIBIT 5.7 Downstream Inventory Transfers 


TOP COMPANY AND BOTTOM COMPANY 


Consolidation: Acquisition Method Consolidation Worksheet 
Investment: Equity Method For Year Ending December 31, 2011 Ownership: 80% 

Consolidation Entries i A 

Top Bottom Noncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Income Statement 
Sales (600,000) (300,000) (Tl)100,000 (800,000) 
Cost of goods sold 320,000 180,000 (G) 6,000 | (*G) 4,000 402,000 
(Tl) 100,000 

Operating expenses 170,000 50,000 (E) 2,500 222,500 
Equity in earnings of Bottom (52,000) (*G) 4,000 

(I) 48,000|+ Eom 
Separate company net income (162,000) (70,000) 
Consolidated net income (175,500) 


Noncontrolling interest in Bottom 


Company's income (13,500)|t 13,500 


Top’s interest in consolidated income (162,000) 


Statement of Retained Earnings 
Retained earnings 1/1/11 


Top Company (652,000) (652,000) 
Bottom Company (310,000) (S)310,000 
Net income (above) (162,000) (70,000) (162,000) 
Dividends paid 70,000 50,000 (D) 40,000 10,000 70,000 
Retained earnings 12/31/11 (744,000) (330,000) (744,000) 
Balance Sheet 
Cash and receivables 280,000 120,000 (P) 10,000 390,000 
Inventory 220,000 160,000 (G) 6,000 374,000 
Investment in Bottom 414,000 (D) 40,000 (I) 48,000 
368,000 -0- 
(A) 38,000 
Land 410,000 200,000 610,000 
Plant assets (net) 190,000 170,000 360,000 
Database (A) 47,500 (E) 2,500 45,000 
Total assets 1,514,000 | 650,000 | 1,779,000 
Liabilities (340,000) (170,000) (P) 10,000 (500,000) 
Noncontrolling interest in Bottom 
Company, 1/1/11 (S) 92,000 


(A) 9,500 (101,500) 


Noncontrolling interest in Bottom 


Company, 12/31/11 105,000 (105,000) 
Common stock (430,000) (150,000) (S)150,000 (430,000) 
Retained earnings 12/31/11 (above) (744,000) (330,000) (744,000) 

Total liabilities and equities (1,514,000) (650,000) 718,000 718,000 (1,779,000) 


Note: Parentheses indicate a credit balance. 
+Because intra-entity sales are made downstream (by the parent), the subsidiary’s earned income is the $70,000 reported less $2,500 excess amortization figure with a 20% allocation to the noncontrolling 
interest ($13,500). 
{Boxed items highlight differences with upstream transfers examined in Exhibit 5.8. 
Consolidation entries: 
(*G) Removal of unrealized gross profit from beginning figures so that it can be recognized in current period. Downstream sales attributed to parent. 
(S) Elimination of subsidiary’s stockholders’ equity accounts along with recognition of January 1, 2011, noncontrolling interest. 
(A) Allocation of excess fair value over subsidiary’s book value, unamortized balance as of January 1, 2011. 
(D Elimination of intra-entity income remaining after *G elimination. 
(D) — Elimination of intra-entity dividend. 
(E) Recognition of amortization expense for current year on excess fair value allocated to database. 
(P) Elimination of intra-entity receivable/payable balances. 
(TI) — Elimination of intra-entity sales/purchases balances. 
(G) — Removal of unrealized gross profit from ending figures so that it can be recognized in subsequent period. 
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EXHIBIT 5.8 Upstream Inventory Transfers 


TOP COMPANY AND BOTTOM COMPANY 


Consolidation: Acquisition Method Consolidation Worksheet 
Investment: Equity Method For Year Ending December 31, 2011 Ownership: 80% 
Consolidation Entries P F 
Top Bottom Noncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Income Statement 
Sales (600,000) (300,000) (Tl)100,000 (800,000) 
Cost of goods sold 320,000 180,000 (G) 6,000 (*G) 4,000 402,000 
(Tl)100,000 
Operating expenses 170,000 50,000 (E) 2,500 222,500 
Equity in earnings of Bottom (52,400) (l) 52,400|+ 
Separate company net income (162,400) (70,000) 
Consolidated net income (175,500) 
Noncontrolling interest in Bottom 
Company's income (13,100)|t 13,100 
Top’s interest in consolidated 
net income (162,400) 
Statement of Retained Earnings 
Retained earnings 1/1/11 
Top Company (652,800) (652,800) 
Bottom Company (310,000) (*G) 4,000 
(S)306,000 
Net income (above) (162,400) (70,000) (162,400) 
Dividends paid 70,000 50,000 (D) 40,000 10,000 70,000 
Retained earnings 12/31/11 (745,200) (330,000) (745,200) 
Balance Sheet 
Cash and receivables 280,000 120,000 (P) 10,000 390,000 
nventory 220,000 160,000 (G) 6,000 374,000 
nvestment in Bottom 415,200 (D) 40,000 (I) 52,400 —0- 
(S)364,800 
(A) 38,000 
Land 410,000 200,000 610,000 
Plant assets (net) 190,000 170,000 360,000 
Database (A) 47,500 (E) 2,500 45,000 
Total assets 1,515,200 650,000 1,779,000 
Liabilities (340,000) (170,000) (P) 10,000 (500,000) 
Noncontrolling interest in Bottom 
Company, 1/1/11 (S) 91,200 
(A) 9,500 (100,700) 
Noncontrolling interest in Bottom 
Company, 12/31/11 103,800 (103,800) 
Common stock (430,000) (150,000) (S)150,000 (430,000) 
Retained earnings 12/31/11 (above) (745,200) (330,000) (745,200) 
Total liabilities and equities (1,515,200) (650,000) 718,400 718,400 (1,779,000) 
Note: Parentheses indicate a credit balance. 
+Because intra-entity sales were upstream, the subsidiary’s $70,000 income is decreased for the $6,000 gross profit deferred into next year and increased for $4,000 gross profit deferred from the previous 


year. After further reduction for $2,500 excess amortization, the resulting $65,500 provides the noncontrolling interest with a $13,100 allocation (20%). 
{Boxed items highlight differences with downstream transfers examined in Exhibit 5.7. 
Consolidation entries: 
(*G) Removal of unrealized gross profit from beginning figures so that it can be recognized in current period. Upstream sales attributed to subsidiary. 
(S) Elimination of adjusted stockholders’ equity accounts along with recognition of January 1, 2011, noncontrolling interest. 
(A) Allocation of excess fair value over subsidiary’s book value, unamortized balance as of January 1, 2011. 
(I) Elimination of intra-entity income. 
(D) Elimination of intra-entity dividends. 
(E) Recognition of amortization expense for current year on database. 
(P) Elimination of intra-entity receivable/payable balances. 
(TI) — Elimination of intra-entity sales/purchases balances. 
(G) Removal of unrealized gross profit from ending figures so that it can be recognized in subsequent period. 
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INTRA-ENTITY LAND TRANSFERS 


LO6 


Prepare the consolidation entry 
to remove any unrealized gain 
created by the intra-entity trans- 
fer of land from the accounting 
records of the year of transfer 
and subsequent years. 


Although not as prevalent as inventory transactions, intra-entity sales of other assets occur 
occasionally. The final two sections of this chapter examine the worksheet procedures that 
noninventory transfers necessitate. We first analyze land transactions and then discuss the 
effects created by the intra-entity sale of depreciable assets such as buildings and equipment. 


Accounting for Land Transactions 


The consolidation procedures necessitated by intra-entity land transfers partially parallel those 
for intra-entity inventory. As with inventory, the sale of land creates a series of effects on the 
individual records of the two companies. The worksheet process must then adjust the account 
balances to present all transactions from the perspective of a single economic entity. 

By reviewing the sequence of events occurring in an intra-entity land sale, the similarities 
to inventory transfers can be ascertained as well as the unique features of this transaction. 


1. The original seller of the land reports a gain (losses are rare in intra-entity asset transfers), 
even though the transaction occurred between related parties. At the same time, the acquir- 
ing company capitalizes the inflated transfer price rather than the land’s historical cost to 
the business combination. 


2. The gain the seller recorded is closed into Retained Earnings at the end of the year. From a 
consolidated perspective, this account has been artificially increased by a related party. 
Thus, both the buyer’s Land account and the seller’s Retained Earnings account continue to 
contain the unrealized profit. 


3. The gain on the original transfer is actually earned only when the land is subsequently dis- 
posed of to an outside party. Therefore, appropriate consolidation techniques must be 
designed to eliminate the intra-entity gain each period until the time of resale. 


Clearly, two characteristics encountered in inventory transfers also exist in intra-entity land 
transactions: inflated book values and unrealized gains subsequently culminated through sales 
to outside parties. Despite these similarities, significant differences exist. Because of the na- 
ture of the transaction, the individual companies do not use sales/purchases accounts when 
land is transferred. Instead, the seller establishes a separate gain account when it removes the 
land from its books. Because this gain is unearned, the balance has to be eliminated when 
preparing consolidated statements. 

In addition, the subsequent resale of land to an outside party does not always occur in the 
year immediately following the transfer. Although inventory is normally disposed of within a 
relatively short time, the buyer often holds land for years if not permanently. Thus, the over- 
valued Land account can remain on the acquiring company’s books indefinitely. As long as the 
land is retained, elimination of the effects of the unrealized gain (the equivalent of Entry *G 
in inventory transfers) must be made for each subsequent consolidation. By repeating this 
worksheet entry every year, the consolidated financial statements properly state both the Land 
and the Retained Earnings accounts. 


Eliminating Unrealized Gains—Land Transfers 

To illustrate these worksheet procedures, assume that Hastings Company and Patrick Com- 
pany are related parties. On July 1, 2011, Hastings sold land that originally cost $60,000 to 
Patrick at a $100,000 transfer price. The seller reports a $40,000 gain; the buyer records the 
land at the $100,000 acquisition price. At the end of this fiscal period, the intra-entity effect of 
this transaction must be eliminated for consolidation purposes: 


Consolidation Entry TL (year of transfer) 
GalmvomeSaleno ty ear Gliees ee er ete tare eee ae ee Fee 40,000 
eT Eee de tey ante cereeaeee a ry ret ceca ce iP CPnICre Ree hey Hid Bene clea ro etn eenasse 40,000 


To eliminate effects of intra-entity transfer of land. (Labeled “TL” in 
reference to the transferred land.) 
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This worksheet entry eliminates the unrealized gain from the 2011 consolidated statements and 
returns the land to its recorded value at date of transfer, for consolidated purposes. However, as with 
the transfer of inventory, the effects created by the original transaction remain in the financial 
records of the individual companies for as long as the property is held. The gain recorded by 
Hastings carries through to Retained Earnings while Patrick’s Land account retains the inflated 
transfer price. Therefore, for every subsequent consolidation until the land is eventually sold, the 
elimination process must be repeated. Including the following entry on each subsequent worksheet 
removes the unrealized gain from the asset and from the earnings reported by the combination: 


Consolidation Entry *GL (every year following transfer) 
Retained Earnings (beginning balance of seller) .................-..-- 40,000 
Ee AV @ lessees an eres, Gases te Uae ete) ree ee ena ee ema eeeren aha ca 40,000 


To eliminate effects of intra-entity transfer of land made in a previous 
year. (Labeled “*GL” in reference to the gain on a land transfer occurring 
in a prior year.) 


Note that the reduction in Retained Earnings is changed to an increase in the investment ac- 
count when the original sale is downstream and the parent has applied the equity method. In 
that specific situation, equity method adjustments have already corrected the timing of the par- 
ent’s unrealized gain. Removing the gain has created a reduction in the investment account that 
is appropriately allocated to the subsidiary’s Land account on the worksheet. Conversely, if 
sales were upstream, the Retained Earnings of the seller (the subsidiary) continue to be over- 
stated even if the parent applies the equity method. 

One final consolidation concern exists in accounting for intra-entity transfers of land. If the 
property is ever sold to an outside party, the company making the sale records a gain or loss 
based on its recorded book value. However, this cost figure is actually the internal transfer 
price. The gain or loss being recognized is incorrect for consolidation purposes; it has not been 
computed by comparison to the land’s historical cost. Again, the separate financial records fail 
to reflect the transaction from the perspective of the single economic entity. 

Therefore, if the company eventually sells the land, it must recognize the gain deferred at the 
time of the original transfer. It has finally earned this profit by selling the property to outsiders. 
On the worksheet, the gain is removed one last time from beginning Retained Earnings (or the 
investment account, if applicable). In this instance, though, the entry is completed by reclassi- 
fying the amount as a realized gain. The timing of income recognition has been switched from 
the year of transfer into the fiscal period in which the land is sold to the unrelated party. 

Returning to the previous illustration, Hastings acquired land for $60,000 and sold it to 
Patrick, a related party, for $100,000. Consequently, the $40,000 unrealized gain was eliminated 
on the consolidation worksheet in the year of transfer as well as in each succeeding period. How- 
ever, if this land is subsequently sold to an outside party for $115,000, Patrick recognizes only a 
$15,000 gain. From the viewpoint of the business combination, the land (having been bought for 
$60,000) was actually sold at a $55,000 gain. To correct the reporting, the following consolida- 
tion entry must be made in the year that the property is sold to the unrelated party. This adjust- 
ment increases the $15,000 gain recorded by Patrick to the consolidated balance of $55,000: 


Consolidation Entry *GL (year of sale to outside party) 
Retained! Earmings:(lastings) ieee i einen ieee een 40,000 
GaintonpSaleronilkand eras yy wire eee en ee ere ee ee 40,000 


To remove intra-entity gain from year of transfer so that total profit can 
be recognized in the current period when land is sold to an outside party. 


As in the accounting for inventory transfers, the entire consolidation process demonstrated 
here accomplishes two major objectives: 


1. Reports historical cost for the transferred land for as long as it remains within the business 
combination. 


2. Defers income recognition until the land is sold to outside parties. 
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Recognizing the Effect on Noncontrolling Interest 
Valuation—Land Transfers 


The preceding discussion of intra-entity land transfers ignores the possible presence of a non- 
controlling interest. In constructing financial statements for an economic entity that includes 
outside ownership, the guidelines already established for inventory transfers remain applicable. 

If the original sale was a downstream transaction, neither the annual deferral nor the even- 
tual recognition of the unrealized gain has any effect on the noncontrolling interest. The ratio- 
nale for this treatment, as previously indicated, is that profits from downstream transfers relate 
solely to the parent company. 

Conversely, if the transfer is made upstream, deferral and recognition of gains are attributed 
to the subsidiary and, hence, to the valuation of the noncontrolling interest. As with inventory, 
all noncontrolling interest balances are computed on the reported earnings of the subsidiary 
after adjustment for any upstream transfers. 

To reiterate, the accounting consequences stemming from land transfers are these: 


1. In the year of transfer, any unrealized gain is deferred and the Land account is reduced to 
historical cost. When an upstream sale creates the gain, the amount also is excluded in cal- 
culating the noncontrolling interest’s share of the subsidiary’s net income for that year. 

2. Each year thereafter, the unrealized gain will be removed from the seller’s beginning Retained 
Earnings. If the transfer was upstream, eliminating this earlier gain directly affects the balances 
recorded within both Entry *C (if conversion to the equity method is required) and Entry S. 
The additional equity accrual (Entry *C, if needed) as well as the elimination of beginning 
Stockholders’ Equity (Entry S) must be based on the newly adjusted balance in the subsidiary’s 
Retained Earnings. This deferral process also has an impact on the noncontrolling interest’s 
share of the subsidiary’s income, but only in the year of transfer and the eventual year of sale. 


3. If the land is ever sold to an outside party, the original gain is earned and must be reported 
by the consolidated entity. 


INTRA-ENTITY TRANSFER OF DEPRECIABLE ASSETS 


LO7 


Prepare the consolidation entries 
to remove the effects of upstream 
and downstream intra-entity 
fixed asset transfers across 
affiliated entities. 


Just as related parties can transfer land, the intra-entity sale of a host of other assets is possi- 
ble. Equipment, patents, franchises, buildings, and other long-lived assets can be involved. 
Accounting for these transactions resembles that demonstrated for land sales. However, the 
subsequent calculation of depreciation or amortization provides an added challenge in the 
development of consolidated statements. !° 


Deferral of Unrealized Gains 


When faced with intra-entity sales of depreciable assets, the accountant’s basic objective 
remains unchanged: to defer unrealized gains to establish both historical cost balances and rec- 
ognize appropriate income within the consolidated statements. More specifically, accountants 
defer gains created by these transfers until such time as the subsequent use or resale of the as- 
set consummates the original transaction. For inventory sales, the culminating disposal nor- 
mally occurs currently or in the year following the transfer. In contrast, transferred land is 
quite often never resold, thus permanently deferring the recognition of the intra-entity profit. 

For depreciable asset transfers, the ultimate realization of the gain normally occurs in a dif- 
ferent manner; the property’s use within the buyer’s operations is reflected through deprecia- 
tion. Recognition of this expense reduces the asset’s book value every year and, hence, the 
overvaluation within that balance. 

The depreciation systematically eliminates the unrealized gain not only from the asset 
account but also from Retained Earnings. For the buyer, excess expense results each year 
because the computation is based on the inflated transfer cost. This depreciation is then closed 
annually into Retained Earnings. From a consolidated perspective, the extra expense gradually 


10 To avoid redundancy within this analysis, all further references are made to depreciation expense alone, 
although this discussion is equally applicable to the amortization of intangible assets and the depletion of 
wasting assets. 
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offsets the unrealized gain within this equity account. In fact, over the life of the asset, the 
depreciation process eliminates all effects of the transfer from both the asset balance and the 
Retained Earnings account. 


Depreciable Asset Transfers Illustrated 


To examine the consolidation procedures required by the intra-entity transfer of a depreciable 
asset, assume that Able Company sells equipment to Baker Company at the current market 
value of $90,000. Able originally acquired the equipment for $100,000 several years ago; 
since that time, it has recorded $40,000 in accumulated depreciation. The transfer is made on 
January 1, 2010, when the equipment has a 10-year remaining life. 


Year of Transfer 


The 2010 effects on the separate financial accounts of the two companies can be quickly 
enumerated: 


1. Baker, as the buyer, enters the equipment into its records at the $90,000 transfer price. 
However, from a consolidated view, the $60,000 book value ($100,000 cost less $40,000 
accumulated depreciation) is still appropriate. 

2. Able, as the seller, reports a $30,000 profit, although the combination has not yet earned 
anything. Able then closes this gain into its Retained Earnings account at the end of 2010. 


3. Assuming application of the straight-line depreciation method with no salvage value, Baker 
records expense of $9,000 at the end of 2010 ($90,000 transfer price/10 years). The buyer 
recognizes this amount rather than the $6,000 depreciation figure applicable to the consol- 
idated entity ($60,000 book value/10 years). 


To report these events as seen by the business combination, both the $30,000 unrealized 
gain and the $3,000 overstatement in depreciation expense must be eliminated on the work- 
sheet. For clarification purposes, two separate consolidation entries for 2010 follow. However, 
they can be combined into a single adjustment: 


Consolidation Entry TA (year of transfer) 


GainkoniSalevor EQUI DIMeniterms ce nse nre tees eens eens, ener 30,000 
Equipmemteom erties cere tram aerators cutter a merce tears ae 10,000 
Nau UlEMer) (DE SCEMONY ca soceeeonoeeoacudareeocceuonacens 40,000 


To remove unrealized gain and return equipment accounts to 
balances based on original historical cost. (Labeled “TA” in reference 
to transferred asset.) 


Consolidation Entry ED (year of transfer) 
Accumulated |(Depreciatione see es aeons eee ance 3,000 
DepreciationvEXpensei case rrear here ee en ee ea 3,000 


To eliminate overstatement of depreciation expense caused by inflated 
transfer price. (Labeled “ED” in reference to excess depreciation.) Entry 
must be repeated for all 10 years of the equipment's life. 


From the viewpoint of a single entity, these entries accomplish several objectives:!! 


¢ Reinstate the asset’s historical cost of $100,000. 


¢ Return the January 1, 2010, book value to the appropriate $60,000 figure by recognizing 
accumulated depreciation of $40,000. 


‘1 If the worksheet uses only one account for a net depreciated asset, this entry would have been 
Gain on sale 30,000 
Equipment (net) 30,000 
To reduce the 90,000 to original 60,000 book value at date 
of transfer rather than reinstating original balances. 
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e Eliminate the $30,000 unrealized gain recorded by Able so that this intra-entity profit does 
not appear in the consolidated income statement. 


¢ Reduce depreciation for the year from $9,000 to $6,000, the appropriate expense based on 
historical cost. 


In the year of the intra-entity depreciable asset transfer, the preceding consolidation entries 
TA and ED are applicable regardless of whether the transfer was upstream or downstream. 
They are likewise applicable regardless of whether the parent applies the equity method, ini- 
tial value method, or partial equity method of accounting for its investment. As discussed sub- 
sequently, however, in the years following the intra-entity transfer, a slight modification must 
be made to the consolidation entry *TA when the equity method is applied and the transfer is 
downstream. 


Years Following Transfer 

Again, the preceding worksheet entries do not actually remove the effects of the intra- 
entity transfer from the individual records of these two organizations. Both the unrealized 
gain and the excess depreciation expense remain on the separate books and are closed into 
Retained Earnings of the respective companies at year-end. Similarly, the Equipment 
account with the related accumulated depreciation continues to hold balances based on the 
transfer price, not historical cost. Thus, for every subsequent period, the separately re- 
ported figures must be adjusted on the worksheet to present the consolidated totals from a 
single entity ’s perspective. 

To derive worksheet entries at any future point, the balances in the accounts of the individ- 
ual companies must be ascertained and compared to the figures appropriate for the business 
combination. As an illustration, the separate records of Able and Baker two years after the 
transfer (December 31, 2011) follow. Consolidated totals are calculated based on the original 
historical cost of $100,000 and accumulated depreciation of $40,000. 


Individual Consolidated Worksheet 
Account Records Perspective Adjustments 
Equipment 12/31/11 $90,000 $100,000 $10,000 
Accumulated Depreciation 12/31/11 (18,000) (52,000)* (34,000) 
Depreciation Expense 12/31/11 9,000 6,000 (3,000) 
1/1/11 Retained Earnings effect (21,000)t 6,000 27,000 


Note: Parentheses indicate a credit. 
*Accumulated depreciation before transfer $(40,000) plus 2 years < $(6,000). 
+ Intra-entity transfer gain $(30,000) less one year’s depreciation of $9,000. 


Because the transfer’s effects continue to exist in the separate financial records, the various 
accounts must be corrected in each succeeding consolidation. However, the amounts involved 
must be updated every period because of the continual impact that depreciation has on these 
balances. As an example, to adjust the individual figures to the consolidated totals derived ear- 
lier, the 2011 worksheet must include the following entries: 


Consolidation Entry *TA (year following transfer) 


EQUIPMENT nee ete ne ener tice eee rears ee ntreni mene 10,000 
Revie! Earnie, WWI CADE) cocccorasenccagoednoonedseeoomace 27,000 
Accumulated) Depreciation eum erinretce at cee ieee nner 37,000 


To return the Equipment account to original historical cost and 
correct the 1/1/11 balances of Retained Earnings and Accumulated 
Depreciation. 
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Consolidation Entry ED (year following transfer) 
Accumulated(Depreciationen ace) oc ee eee ee ee eee 3,000 
DepreciationiEXpenselanss cere von vu rs tae ees Seen yee 3,000 


To remove excess depreciation expense on the intra-entity transfer price 
and adjust Accumulated Depreciation to its correct 12/31/11 balance. 


Note that the $34,000 increase in 12/31/11 consolidated Accumulated 
Depreciation is accomplished by a $37,000 credit in Entry *TA and a 
$3,000 debit in Entry ED. 


Although adjustments of the asset and depreciation expense remain constant, the change in 
beginning Retained Earnings and Accumulated Depreciation varies with each succeeding con- 
solidation. At December 31, 2010, the individual companies closed out both the unrealized 
gain of $30,000 and the initial $3,000 overstatement of depreciation expense. Therefore, as re- 
flected in Entry *TA, the beginning Retained Earnings account for 2011 is overvalued by a net 
amount of only $27,000 rather than $30,000. Over the life of the asset, the unrealized gain 
in retained earnings will be systematically reduced to zero as excess depreciation expense 
($3,000) is closed out each year. Hence, on subsequent consolidation worksheets, the begin- 
ning Retained Earnings account decreases by this amount: $27,000 in 2011, $24,000 in 2012, 
and $21,000 in the following period. This reduction continues until the effect of the unrealized 
gain no longer exists at the end of 10 years. 

If this equipment is ever resold to an outside party, the remaining portion of the gain is 
considered earned. As in the previous discussion of land, the intra-entity profit that exists at 
that date must be recognized on the consolidated income statement to arrive at the appropriate 
amount of gain or loss on the sale. 


Depreciable Intra-Entity Asset Transfers—Downstream 
Transfers When the Parent Uses the Equity Method 


A slight modification to consolidation entry *TA is required when the intra-entity depreciable 
asset transfer is downstream and the parent uses the equity method. In applying the equity 
method, the parent adjusts its book income for both the original transfer gain and periodic de- 
preciation expense adjustments. Thus, in downstream intra-entity transfers when the equity 
method is used, from a consolidated view, the book value of the parent’s Retained Earnings 
balance has been already reduced for the gain. Therefore, continuing with the previous exam- 
ple, the following worksheet consolidation entries would be made for a downstream sale 
assuming that (1) Able is the parent and (2) Able has applied the equity method to account for 
its investment in Baker. 


Consolidation Entry *TA (year following transfer) 


[Eto [U]ToYant=(aNGar re iacomssec cunts cri am tacea ry aspcetenc tn ceustar antso onearenced a ate mea men ena oat aan inet 10,000 
Investmentiin: Baketratesscmescac et ceece ten costes eeear ae meee uy ceenas 27,000 
/Neauinnulentere] (DYSVWSCEMOMNY os ocnegedcegoacsoasedoonesenedaas 37,000 


Consolidation Entry ED (year following transfer) 
Accumulated|Depreciation wena myers se ae eee en yee eee 3,000 
DepreciatiomlEXpeMmSes tse seennse eee ete ctane even are Uenyeun erteeee 3,000 


In Entry *TA, note that the Investment in Baker account replaces the parent’s Retained Earn- 
ings. The debit to the investment account effectively allocates the write-down necessitated 
by the intra-entity transfer to the appropriate subsidiary equipment and accumulated depreci- 
ation accounts. 
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Effect on Noncontrolling Interest Valuation— 
Depreciable Asset Transfers 


Because of the lack of official guidance, no easy answer exists as to the assignment of any 
income effects created within the consolidation process. Consistent with the previous sections 
of this chapter, all income is assigned here to the original seller. In Entry *TA, for example, 
the beginning Retained Earnings account of Able (the seller) is reduced. Both the unrealized 
gain on the transfer and the excess depreciation expense subsequently recognized are assigned 
to that party. 

Thus, again, downstream sales are assumed to have no effect on any noncontrolling inter- 
est values. The parent rather than the subsidiary made the sale. Conversely, the impact on 
income created by upstream sales must be considered in computing the balances attributed to 
these outside owners. Currently, this approach is one of many acceptable alternatives. How- 
ever, in its future deliberations on consolidation policies and procedures, the FASB could man- 
date a specific allocation pattern. 


Summary 


1. The transfer of assets, especially inventory, between the members of a business combination is a com- 
mon practice. In producing consolidated financial statements, any effects on the separate accounting 
records created by such transfers must be removed because the transactions did not occur with an 
outside, unrelated party. 

2. Inventory transfers are the most prevalent form of intra-entity asset transaction. Despite being only a 
transfer, one company records a sale while the other reports a purchase. These balances are recipro- 
cals that must be offset on the worksheet in the process of producing consolidated figures. 


3. Additional accounting problems result if inventory is transferred at a markup. Any portion of the 
merchandise still held at year-end is valued at more than historical cost because of the inflation in 
price. Furthermore, the gross profit that the seller reports on these goods is unrealized from a con- 
solidation perspective. Thus, this gross profit must be removed from the ending Inventory account, 
a figure that appears as an asset on the balance sheet and as a negative component within cost of 
goods sold. 


4. Unrealized inventory gross profits also create a consolidation problem in the year following the trans- 
fer. Within the separate accounting systems, the seller closes the gross profit to Retained Earnings. 
The buyer’s ending Inventory balance becomes the next period’s beginning balance (within Cost of 
Goods Sold). Therefore, the inflation must be removed again but this time in the subsequent year. The 
seller’s beginning Retained Earnings is decreased to eliminate the unrealized gross profit while Cost 
of Goods Sold is reduced to remove the overstatement from the beginning inventory component. 
Through this process, the intra-entity profit is deferred from the year of transfer so that recognition 
can be made at the point of disposal or consumption. 


5. The deferral and subsequent realization of intra-entity gross profits raise a question concerning the 
valuation of noncontrolling interest balances: Does the change in the period of recognition alter these 
calculations? Although the issue is currently under debate, no formal answer to this question is yet 
found in official accounting pronouncements. In this textbook, the deferral of profits from upstream 
transfers (from subsidiary to parent) is assumed to affect the noncontrolling interest whereas down- 
stream transactions (from parent to subsidiary) do not. When upstream transfers are involved, non- 
controlling interest values are based on the earned figures remaining after adjustment for any 
unrealized profits. 

6. Inventory is not the only asset that can be sold between the members of a business combination. For 
example, transfers of land sometimes occur. Again, if the price exceeds original cost, the buyer’s 
records state the asset at an inflated value while the seller recognizes an unrealized gain. As with in- 
ventory, the consolidation process must return the asset’s recorded balance to cost while deferring the 
gain. Repetition of this procedure is necessary in every consolidation for as long as the land remains 
within the business combination. 

7. The consolidation process required by the intra-entity transfer of depreciable assets differs somewhat 
from that demonstrated for inventory and land. Unrealized gain created by the transaction must still 
be eliminated along with the asset’s overstatement. However, because of subsequent depreciation, 
these adjustments systematically change from period to period. Following the transfer, the buyer com- 
putes depreciation based on the new inflated transfer price. Thus, an expense that reduces the carry- 
ing value of the asset at a rate in excess of appropriate depreciation is recorded; the book value moves 
closer to the historical cost figure each time that depreciation is recorded. Additionally, because the 
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excess depreciation is closed annually to Retained Earnings, the overstatement of the equity account 
resulting from the unrealized gain is constantly reduced. To produce consolidated figures at any point 
in time, the remaining inflation in these figures (as well as in the current depreciation expense) must 
be determined and removed. 


Comprehensive 
Illustration 


PROBLEM 


(Estimated Time: 45 to 65 Minutes) On January 1, 2009, Daisy Company acquired 80 percent of Rose 
Company for $594,000 in cash. Rose’s total book value on that date was $610,000 and the fair value of 
the noncontrolling interest was $148,500. The newly acquired subsidiary possessed a trademark (10-year 
remaining life) that, although unrecorded on Rose’s accounting records, had a fair value of $75,000. Any 
remaining excess acquisition-date fair value was attributed to goodwill. 

Daisy decided to acquire Rose so that the subsidiary could furnish component parts for the parent’s 
production process. During the ensuing years, Rose sold inventory to Daisy as follows: 


Cost to Gross Transferred Inventory 
Rose Transfer Profit Still Held at End of 
Year Company Price Rate Year (at transfer price) 
2009 $100,000 $140,000 28.6% $20,000 
2010 100,000 150,000 335 30,000 
2011 120,000 160,000 25.0 68,000 


Any transferred merchandise that Daisy retained at a year-end was always put into production during the 
following period. 

On January 1, 2010, Daisy sold Rose several pieces of equipment that had a 10-year remaining life 
and were being depreciated on the straight-line method with no salvage value. This equipment was trans- 
ferred at an $80,000 price, although it had an original $100,000 cost to Daisy and a $44,000 book value 
at the date of exchange. 

On January 1, 2011, Daisy sold land to Rose for $50,000, its fair value at that date. The original cost 
had been only $22,000. By the end of 2011, Rose had made no payment for the land. 

The following separate financial statements are for Daisy and Rose as of December 31, 2011. Daisy 
has applied the equity method to account for this investment. 


Daisy Company Rose Company 


Sal Gul none eamcmse reer arene rhe ale tres rear hee $ (900,000) $ (500,000) 
(COSI OF GOCS Glo) coccsanduessusoves 598,000 300,000 
Operating expenses .................. 210,000 80,000 
Gain onsale of land ................. (28,000) == 
Income of Rose Company ............. (60,000) -0- 

INGEIMGOMICH ee eena tether eee cw $ (180,000) $ (120,000) 
Retained earnings, 1/1/11 ............. (620,000) (430,000) 
INGHINGO IN Ceere eae: ewer eee yr ne (180,000) (120,000) 
Dividends! paid peewee erence een 55,000 50,000 

Retained earnings, 12/31/11 ......... $ (745,000) $ (500,000) 
Cash and accounts receivable .......... 348,000 410,000 
INVENLO yeaah nomad vom ee emeere tes dene rty 430,400 190,000 
Investment in Rose Company .......... 737,600 —0- 
LEVCl sedaedaeada bee Ree pecs eee ae eae 454,000 280,000 
EQUIPIMeMtmrweae tesa enue en tenL ays 270,000 190,000 
Accumulated depreciation ............. (180,000) (50,000) 

lOtaliassetsexy vee accep ee es eee $ 2,060,000 $ 1,020,000 
Ea I tiGSHehaewewe: eaieare cartier wears: eerie (715,000) (120,000) 
EOMMON:StOGKa wee eee eee: (600,000) (400,000) 
Retained earnings, 12/31/11 ........... (745,000) (500,000) 

Total liabilities and equities........... $(2,060,000) $(1,020,000) 
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Required 

Answer the following questions: 

a. By how much did Rose’s book value increase during the period from January 1, 2009, through 
December 31, 2010? 

b. During the initial years after the takeover, what annual amortization expense was recognized in con- 
nection with the acquisition-date excess of fair value over book value? 

c. What amount of unrealized gross profit exists within the parent’s inventory figures at the beginning 
and at the end of 2011? 

d. Equipment has been transferred between the companies. What amount of additional depreciation is 
recognized in 2011 because of this transfer? 

e. The parent reports Income of Rose Company of $60,000 for 2011. How was this figure calculated? 

f Without using a worksheet, determine consolidated totals. 

g. Prepare the worksheet entries required at December 31, 2011, by the transfers of inventory, land, and 
equipment. 


SOLUTION 


a. The subsidiary’s book value on the date of purchase was given as $610,000. At the beginning of 
2011, the company’s common stock and retained earnings total is $830,000 ($400,000 and $430,000, 
respectively). In the previous years, Rose’s book value has apparently increased by $220,000 ($830,000 — 
$610,000). 

b. To determine amortization, an allocation of Daisy’s acquisition-date fair value must first be made. 
The $75,000 allocation needed to show Daisy’s equipment at fair value leads to additional annual 
expense of $7,500 for the initial years of the combination. The $57,500 assigned to goodwill is not 
subject to amortization. 


Acquisition-Date Fair-Value Allocation and Excess Amortization Schedule 


Consideration paid by Daisy for 80% of Rose .................0 000. $ 594,000 
Neomeorniicellline) iimienest (209) HAIR WAIWE coc coca ccsectsevescseussos 148,500 
NOS Teli; WANES Ie CII CAME ca cccccuaccneavaconeusevovesos $ 742,500 
OO WAU Gil ROSS COMME 22ocduecosvaccsovoaceasveseuenseod (610,000) 
EXG@essufallavia UW CLOVE OOO Kaa U Cini nn=t: tienen ina nists in nanan $ 132,500 
Annual Excess Unamortized 

Life Excess Amortizations Value, 

(Years) Amortizations 2009-2011 12/31/11 

Trademark ........ $ 75,000 10 $7,500 $22,500 $52,500 

Gowmehwill osccseces 57,500 —0- —0- 57,500 

lOtalStere ere $132,500 $7,500 $22,500 


c. Of the inventory transferred to Daisy during 2010, $30,000 is still held at the beginning of 2011. This 
merchandise contains an unrealized gross profit of $10,000 ($30,000 X 33.3% gross profit rate 
for that year). At year-end, $17,000 ($68,000 remaining inventory X 25% gross profit rate) is viewed 
as an unrealized gross profit. 

d. Additional depreciation for the net addition of 2011 is $3,600. Equipment with a book value 
of $44,000 was transferred at a price of $80,000. The net of $36,000 to this asset’s account bal- 
ances would be written off over 10 years for an extra $3,600 per year during the consolidation 
process. 

e. According to the separate statements given, the subsidiary reports net income of $120,000. However, 
in determining the income allocation between the parent and the noncontrolling interest, this reported 
figure must be adjusted for the effects of any upstream transfers. Because Rose sold the inventory 
upstream to Daisy, the $10,000 net profit deferred in requirement (c) from 2010 into the current period 
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is attributed to the subsidiary (as the seller). Likewise, the $17,000 unrealized net profit at year-end 
is viewed as a reduction in Rose’s income. 

All other transfers are downstream and not considered to have an effect on the subsidiary. There- 
fore, the Equity Income of Rose Company balance can be verified as follows: 


OSS (Colinloreiny/'s (efororntete| imeoMME—AO | sno cso acaunncssadseccadce: $120,000 
Recognition of 2010 unrealized gross profit.....................-5. 10,000 
Defenraliote2 Onmaunnrealizeckqnoss: foliar ti esrata aetna nner (17,000) 
Excess amortization expense—2011 (see requirement [b]).............. (7,500) 
Earned income of subsidiary from consolidated perspective ............ 105,500 
PeMRELATUS COWEN AM 0} (SENSIS Gen ac aeancadacaaencannnyacanaace 80% 
EquityaImGOnneraGenti alten anastasia ere npr wh iearaunuenen creed $ 84,400 
Adjustments attributed to parent's ownership 

Deneiell OF Uiniellzetel CRM ARINC occ eos co aononngonueuavecs (28,000) 

Removal of excess depreciation (see requirement [d]) ............. 3,600 
OUTTA NINCOINNe CHF ROSS COMMOIM—AOI | 2 oc eusuceascaeecasbueeauauee $ 60,000 


Each of the 2011 consolidated totals for this business combination can be determined as follows: 


Sales = $1,240,000. The parent’s balance is added to the subsidiary’s balance less the $160,000 in 
intra-entity transfers for the period. 

Cost of Goods Sold = $745,000. The computation begins by adding the parent’s balance to the sub- 
sidiary’s balance less the $160,000 in intra-entity transfers for the period. The $10,000 unrealized 
gross profit from the previous year is deducted to recognize this income currently. Next, the 
$17,000 ending unrealized gross profit is added to cost of goods sold to defer the income until a 
later year when the goods are sold to an outside party. 

Operating Expenses = $293,900. The parent’s balance is added to the subsidiary’s balance. Annual 
excess fair-value amortization of $7,500 (see requirement [b]) is also included. Excess depreciation 
of $3,600 resulting from the transfer of equipment (see requirement [e]) is removed. 

Gain on Sale of Land = —0-. This amount is eliminated for consolidation purposes because the 
transaction was intra-entity. 

Income of Rose Company = —0-. The equity income figure is removed so that the subsidiary’s 
actual revenues and expenses can be included in the financial statements without double-counting. 
Noncontrolling Interest in Subsidiary s Income = $21,100. Requirement (e) shows the subsidiary’s 
earned income from a consolidated perspective as $105,500 after adjustments for unrealized 
upstream gains and excess fair-value amortization. Because outsiders hold 20 percent of the 
subsidiary, a $21,100 allocation ($105,500 X 20%) is made. 

Consolidated Net Income = $201,100 computed as Sales less Cost of Goods Sold and Operating 
Expenses. The consolidated net income is then distributed: $21,100 to the noncontrolling interest 
and $180,000 to the parent company owners. 

Retained Earnings, 1/1/11 = $620,000. The equity method has been applied; therefore, the parent’s 
balance equals the consolidated total. 

Dividends Paid = $55,000. Only the amount the parent paid is shown in the consolidated statements. 
Distributions from the subsidiary to the parent are eliminated as intra-entity transfers. Any payment 
to the noncontrolling interest reduces the ending balance attributed to these outside owners. 

Cash and Accounts Receivable = $708,000. The two balances are added after removal of the 
$50,000 intra-entity receivable created by the transfer of land. 

Inventory = $603,400. The two balances are added after removal of the $17,000 ending unrealized 
gross profit (see requirement [c]). 

Investment in Rose Company = —O-. The investment balance is eliminated so that the actual assets 
and liabilities of the subsidiary can be included. 

Land = $706,000. The two balances are added. The $28,000 unrealized gain created by the transfer 
is removed. 

Equipment = $480,000. The two balances are added. Because of the intra-entity transfer, 
$20,000 must also be included to adjust the $80,000 transfer price to the original $100,000 cost 
of the asset. 
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Accumulated Depreciation = $278,800. The balances are combined and adjusted for $52,400 
to reinstate the historical balance for the equipment transferred across affiliates ($56,000 
written off at date of transfer less $3,600 for the previous year’s depreciation on the intra-entity 
gain). Then, an additional $3,600 is removed for the current year’s depreciation on the intra- 
entity gain. 

Trademark = $52,500. The amount from the original $75,000 acquisition-date excess fair-value 
allocation less 3 years’ amortization at $7,500 per year. 

Goodwill = $57,500. The amount from the original allocation of the Rose’s acquisition-date fair value. 
Total Assets = $2,328,600. This figure is a summation of the preceding consolidated assets. 
Liabilities = $785,000. The two balances are added after removal of the $50,000 intra-entity 
payable created by the transfer of land. 

Noncontrolling Interest in Subsidiary, 12/31/11 = $198,600. This figure is composed of several 
different balances: 


Rose 20% loool waluecit WIV asancacusuenacusnanennnueosnunnes $164,000 
20% of 1/1/11 unamortized excess fair-value allocation 
for Rose's net identifiable assets and goodwill ($117,500 X 20%).... 23,500 
Neoravcormiicolllinrg) timwenesie aie WAWN cncrecaneecusceedosecuonsounsonss $187,500 
DOW IROSE NCO EINEM anc od cone svananeecanervamarasuenes 21,100 
Noncontrolling interest share of Rose dividends ..................... (10,000) 
Deanne sil, 201 1, OBIEINGS sochecodonnsuanasweneonsuauguebonees $198,600 


Common Stock = $600,000. Only the parent company balance is reported within the consolidated 
statements. 

Retained Earnings, 12/31/11 = $745,000. The retained earnings amount is found by adding consol- 
idated net income to the beginning Retained Earnings balance and then subtracting the dividends 
paid. All of these figures have been computed previously. 

Total Liabilities and Equities = $2,328,600. This figure is the summation of all consolidated liabili- 
ties and equities. 


g. 
Consolidation Worksheet Entries 
Intra-Entity Transactions 
December 31, 2011 
Inventory 
Entry *G 
Rew! Ezidmines, WAV —SUlOSICNEIN 52n0casconcaseeooncsnnsnes 10,000 


@ostiofiGoods:Sold=u es eer toe ee nee 10,000 


To remove 2010 unrealized gross profit from beginning balances of the 
current year. Because transfers were upstream, retained earnings of 
the subsidiary (as the original seller) are being reduced. Balance is 
computed in requirement (c). 


Entry TI 
SAlES Meee cree cee epee ee oe renee Selene e ein, same Caran econ 160,000 


GostotiGoods Soldsat at ee eae ee ne eae ee 160,000 
To eliminate current year intra-entity transfer of inventory. 


Entry G 
'GOSHOt:GOOGSISOIC feiss me ese oa ee ee rec 17,000 
INVENIO Met ecteeapets cements eres ene neiee ote mnie artecers mime Rpc eet setneeet 17,000 


To remove 2011 unrealized gross profit from ending accounts of the 
current year. Balance is computed in requirement (c). 
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Land 
Entry TL 


Grilnvolalsclaxoi lino; apse na ewes. wee een ome eee RE tee oa ate 28,000 
LEAT i Ve he Pel aya ni tlmae yah mine Mates mantras on ten Pr ty Peeve i aerue oa 28,000 


To eliminate gross profit created on first day of current year by an 
intra-entity transfer of land. 


Equipment 
Entry *TA 
EqUuipMmemticr crs can voreccsnne pee ere tency euareoce axe narere thie 20,000 
iSinntetatt lin) ROSS COM\CEINY coanccenosaccseooonpounecamesanae 32,400 
Accumulated Depreciationmm ae rarer teen eae er 52,400 


To remove unrealized gross profit (as of January 1, 2011) created by 
intra-entity transfer of equipment and to adjust equipment and 
accumulated depreciation to historical cost figures. 


Equipment is increased from the $80,000 transfer price to $100,000 cost. 

Accumulated depreciation of $56,000 was eliminated at time of transfer. Excess depreciation of 
$3,600 per year has been recorded for the prior year ($3,600); thus, the accumulated depreciation is 
now only $52,400 less than the cost-based figure. 

The unrealized gain on the transfer was $36,000 ($80,000 less $44,000). That figure has now been 
reduced by one year of excess depreciation ($3,600). Because the parent used the equity method and 
this transfer was downstream, the adjustment here is to the investment account rather than the parent’s 
beginning Retained Earnings. 


Entry ED 


Accumulated|Depreciationueypaae peewee meee eee 3,600 
Operating Expenses (depreciation) ................-.2--00-- 3,600 


To eliminate the current year overstatement of depreciation created 
by inflated transfer price. 


Questions 1. Intra-entity transfers between the component companies of a business combination are quite com- 
mon. Why do these intra-entity transactions occur so frequently? 

2. Barker Company owns 80 percent of the outstanding voting stock of Walden Company. During the 
current year, intra-entity sales amount to $100,000. These transactions were made with a gross profit 
rate of 40 percent of the transfer price. In consolidating the two companies, what amount of these 
sales would be eliminated? 

3. Padlock Corp. owns 90 percent of Safeco, Inc. During the year, Padlock sold 3,000 locking mecha- 
nisms to Safeco for $900,000. By the end of the year, Safeco had sold all but 500 of the locking 
mechanisms to outside parties. Padlock marks up the cost of its locking mechanisms by 60 percent 
in computing its sales price to affiliated and nonaffiliated customers. How much intra-entity profit 
remains in Safeco’s inventory at year-end? 

4. How are unrealized inventory gross profits created, and what consolidation entries does the presence 
of these gains necessitate? 

5. James, Inc., sells inventory to Matthews Company, a related party, at James’s standard markup. At 
the current fiscal year-end, Matthews still holds some portion of this inventory. If consolidated 
financial statements are prepared, why are worksheet entries required in two different fiscal periods? 

6. How do intra-entity profits present in any year affect the noncontrolling interest calculations? 

7. A worksheet is being developed to consolidate Williams, Incorporated, and Brown Company. These 
two organizations have made considerable intra-entity transactions. How would the consolidation 
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10. 


11. 


12. 


113), 


process be affected if these transfers were downstream? How would the consolidation process be 
affected if these transfers were upstream? 


. King Company owns a 90 percent interest in the outstanding voting shares of Pawn Company. No 


excess fair-value amortization resulted from the acquisition. Pawn reports a net income of $110,000 
for the current year. Intra-entity sales occur at regular intervals between the two companies. Unreal- 
ized gross profits of $30,000 were present in the beginning inventory balances, whereas $60,000 in 
similar gross profits were recorded at year-end. What is the noncontrolling interest’s share of the 
subsidiary’s net income? 


. When a subsidiary sells inventory to a parent, the intra-entity profit is removed from the sub- 


sidiary’s income and reduces the income allocation to the noncontrolling interest. Is the profit per- 
manently eliminated from the noncontrolling interest, or is it merely shifted from one period to the 
next? Explain. 

The consolidation process applicable when intra-entity land transfers have occurred differs some- 
what from that used for intra-entity inventory sales. What differences should be noted? 

A subsidiary sells land to the parent company at a significant gain. The parent holds the land for two 
years and then sells it to an outside party, also for a gain. How does the business combination 
account for these events? 

Why does an intra-entity sale of a depreciable asset (such as equipment or a building) require sub- 
sequent adjustments to depreciation expense within the consolidation process? 

If a seller makes an intra-entity sale of a depreciable asset at a price above book value, the seller’s 
beginning Retained Earnings is reduced when preparing each subsequent consolidation. Why does 
the amount of the adjustment change from year to year? 


Problems 


2 


4, 


. What is the primary reason we defer financial statement recognition of gross profits on intra-entity 


sales for goods that remain within the consolidated entity at year end? 


a. Revenues and COGS must be recognized for all intra-entity sales regardless of whether the sales 
are upstream or downstream. 

b. Intra-entity sales result in gross profit overstatements regardless of amounts remaining in end- 
ing inventory. 

c. Gross profits must be deferred indefinitely because sales among affiliates always remain in the 
consolidated group. 

d. When intra-entity sales remain in ending inventory, ownership of the goods has not changed. 


King Corporation owns 80 percent of Lee Corporation’s common stock. During October, Lee sold 
merchandise to King for $100,000. At December 31, 50 percent of this merchandise remains in 
King’s inventory. Gross profit percentages were 30 percent for King and 40 percent for Lee. The 
amount of unrealized intra-entity profit in ending inventory at December 31 that should be elimi- 
nated in the consolidation process is 


a. $40,000. 

b. $20,000. 

c. $16,000. 

d. $15,000. 

(AICPA adapted) 

In computing the noncontrolling interest’s share of consolidated net income, how should the sub- 

sidiary’s income be adjusted for intra-entity transfers? 

a. The subsidiary’s reported income is adjusted for the impact of upstream transfers prior to com- 
puting the noncontrolling interest’s allocation. 

b. The subsidiary’s reported income is adjusted for the impact of all transfers prior to computing 
the noncontrolling interest’s allocation. 

c. The subsidiary’s reported income is not adjusted for the impact of transfers prior to computing 
the noncontrolling interest’s allocation. 

d. The subsidiary’s reported income is adjusted for the impact of downstream transfers prior to 
computing the noncontrolling interest’s allocation. 

Bellgrade, Inc., acquired a 60 percent interest in Hansen Company several years ago. During 2011, 

Hansen sold inventory costing $75,000 to Bellgrade for $100,000. A total of 16 percent of this 

inventory was not sold to outsiders until 2012. During 2012, Hansen sold inventory costing $96,000 


LO2, LO3 


LO2, LO3, LOS 


LO3, LO5 


LO7 


LO7 
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to Bellgrade for $120,000. A total of 35 percent of this inventory was not sold to outsiders until 
2013. In 2012, Bellgrade reported cost of goods sold of $380,000 while Hansen reported $210,000. 
What is the consolidated cost of goods sold in 2012? 


a. $465,600. 
b. $473,440. 
c. $474,400. 
d. $522,400. 


. Top Company holds 90 percent of Bottom Company’s common stock. In the current year, Top re- 


ports sales of $800,000 and cost of goods sold of $600,000. For this same period, Bottom has sales 
of $300,000 and cost of goods sold of $180,000. During the current year, Top sold merchandise to 
Bottom for $100,000. The subsidiary still possesses 40 percent of this inventory at the current year- 
end. Top had established the transfer price based on its normal markup. What are the consolidated 
sales and cost of goods sold? 

a. $1,000,000 and $690,000. 

b. $1,000,000 and $705,000. 

c. $1,000,000 and $740,000. 

d. $970,000 and $696,000. 


. Use the same information as in problem 5 except assume that the transfers were from Bottom Com- 


pany to Top Company. What are the consolidated sales and cost of goods sold? 
a. $1,000,000 and $720,000. 

b. $1,000,000 and $755,000. 

c. $1,000,000 and $696,000. 

d. $970,000 and $712,000. 


. Hardwood, Inc., holds a 90 percent interest in Pittstoni Company. During 2010, Pittstoni sold inven- 


tory costing $77,000 to Hardwood for $110,000. Of this inventory, $40,000 worth was not sold to 
outsiders until 2011. During 2011, Pittstoni sold inventory costing $72,000 to Hardwood for 
$120,000. A total of $50,000 of this inventory was not sold to outsiders until 2012. In 2011, Hard- 
wood reported net income of $150,000 while Pittstoni earned $90,000 after excess amortizations. 
What is the noncontrolling interest in the 2011 income of the subsidiary? 


a. $8,000. 
b. $8,200. 
c. $9,000. 
d. $9,800. 


. Dunn Corporation owns 100 percent of Grey Corporation’s common stock. On January 2, 2010, 


Dunn sold to Grey for $40,000 machinery with a carrying amount of $30,000. Grey is depreciating 
the acquired machinery over a five-year life by the straight-line method. The net adjustments to 
compute 2010 and 2011 consolidated net income would be an increase (decrease) of 


2010 2011 
a. $(8,000) $2,000 
b. $(8,000) —0- 
c. $(10,000) $2,000 
d. $(10,000) —0- 
(AICPA adapted) 


. Wallton Corporation owns 70 percent of the outstanding stock of Hastings, Incorporated. On Janu- 


ary 1, 2009, Wallton acquired a building with a 10-year life for $300,000. Wallton anticipated no sal- 
vage value, and the building was to be depreciated on the straight-line basis. On January 1, 2011, 
Wallton sold this building to Hastings for $280,000. At that time, the building had a remaining life 
of eight years but still no expected salvage value. In preparing financial statements for 2011, how 
does this transfer affect the computation of consolidated net income? 

a. Income must be reduced by $32,000. 

b. Income must be reduced by $35,000. 

c. Income must be reduced by $36,000. 

d. Income must be reduced by $40,000. 
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Use the following data for problems 10-15: 
On January 1, Jarel acquired 80 percent of the outstanding voting stock of Suarez for $260,000 cash 
consideration. The remaining 20 percent of Suarez had an acquisition-date fair value of $65,000. On 
January 1, Suarez possessed equipment (5-year life) that was undervalued on its books by $25,000. 
Suarez also had developed several secret formulas that Jarel assessed at $50,000. These formulas, 
although not recorded on Suarez’s financial records, were estimated to have a 20-year future life. 
As of December 31, the financial statements appeared as follows: 


Jarel Suarez 

REVENIUCS ener een ere reyes ite ace aire arene earariea e $ (300,000) $(200,000) 
COSECH COCCS Solel soaucesancocouasuetasouucs 140,000 80,000 
EXOGMSCSaeche ot grese yey erate ee ee ee ata ee 20,000 10,000 

NEGINGOMOCn= waren reno ee tens eae nee $ (140,000) $(110,000) 
Newelneel GziimiMmos, Wil scasacesssaausncasaueas $ (300,000) $(150,000) 
INGEIINIGO Geeta he ane teen eer emma a. ayn (140,000) (110,000) 
Diviclincttorlol saaascuguadacedaneusadaagenay —0- —0- 

EWING] GEVMINGS, IAEM 2ncsuoacsacsduaduse $ (440,000) $(260,000) 
(CAS Zine! KECEINEINIES cc unnacesorsceugoasusune $ 210,000 $ 90,000 
NANENMUWOL YA etre Pear yaceeerere Specie eure erica areas urna 150,000 110,000 
AEST fh SUBIGZ 2 ccc coe wasccasvgnanuen 260,000 —0- 
Equipmenit(Met)ita enn re sree re rer newen ata 440,000 300,000 

OtalkaSSCLS ee eee teeainot te tps eaten bn a rete ae ernevns $ 1,060,000 $ 500,000 
(abiliticSmeamate Sk eatr cr eee ate eee: Cree anarerr: $ (420,000) $(140,000) 
GOMMMONES LOG ere eer ae teers ew cere vert ee (200,000) (100,000) 
REWENneel GENIC, WE) sec ccngnacosuncasvave (440,000) _ (260,000) 

Total liabilities and equities .................. $(1,060,000) $(500,000) 


During the year, Jarel bought inventory for $80,000 and sold it to Suarez for $100,000. Of these 
goods, Suarez still owns 60 percent on December 31. 


10. What is the total of consolidated revenues? 
a. $500,000. 
b. $460,000. 
c. $420,000. 
d. $400,000. 
11. What is the total of consolidated cost of goods sold? 
a. $140,000. 
b. $152,000. 
c. $132,000. 
d. $145,000. 
LO1 12. What is the total of consolidated expenses? 
(Chapter 3) a. $30,000. 
b. $36,000. 
c. $37,500. 
d. $39,000. 
13. What is the consolidated total of noncontrolling interest appearing on the balance sheet? 
a. $85,500. 
b. $83,100. 
c. $87,000. 
d. $70,500. 
14. What is the consolidated total for equipment (net) at December 31? 
a. $740,000. 
b. $756,000. 
c. $760,000. 
d. $765,000. 
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LO3 15. What is the consolidated total for inventory at December 31? 

a. $240,000. 

b. $248,000. 

c. $250,000. 

d. $260,000. 

16. Following are several figures reported for Preston and Sanchez as of December 31, 2011: 

Preston Sanchez 

[VOM tory etre se ere eee ON ree rare A ee ars pee Nero ar $400,000 $200,000 

Sq lOSte et tret ec cne g tag cent eth en tee we, 800,000 600,000 

NVESUNMEINE INCOME occ cccanascheanoeouaanence not given 

Gosttohigoods soldsve = eae eh eee ere 400,000 300,000 

@©pelratinGiexpenSesmaee ere ees 180,000 250,000 


Preston acquired 70 percent of Sanchez in January 2010. In allocating the newly acquired sub- 
sidiary’s fair value at the acquisition date, Preston noted that Sanchez having developed a customer 
list worth $65,000 unrecorded on its accounting records and having a five-year remaining life. Any 
remaining excess fair value over Sanchez’s book value was attributed to goodwill. During 2011, 
Sanchez sells inventory costing $120,000 to Preston for $160,000. Of this amount, 20 percent re- 
mains unsold in Preston’s warehouse at year-end. For Preston’s consolidated reports, determine the 
following amounts to be reported for the current year. 


Inventory 

Sales 

Cost of Goods Sold 

Operating Expenses 

Noncontrolling Interest in the Subsidiary’s Net Income 


17. On January 1, 2010, Corgan Company acquired 80 percent of the outstanding voting stock of Smash- 
ing, Inc., for a total of $980,000 in cash and other consideration. At the acquisition date, Smashing had 
common stock of $700,000, retained earnings of $250,000, and a noncontrolling interest fair value of 
$245,000. Corgan attributed the excess of fair value over Smashing’s book value to various covenants 
with a 20-year life. Corgan uses the equity method to account for its investment in Smashing. 

During the next two years, Smashing reported the following: 


Net Income Dividends Inventory Purchases from Corgan 
2010 $150,000 $35,000 $100,000 
2011 130,000 45,000 120,000 


Corgan sells inventory to Smashing using a 60 percent markup on cost. At the end of 2010 and 
2011, 40 percent of the current year purchases remain in Smashing’s inventory. 
a. Compute the equity method balance in Corgan’s Investment in Smashing, Inc., account as of 
December 31, 2011. 
b. Prepare the worksheet adjustments for the December 31, 2011, consolidation of Corgan and 
Smashing. 
18. Smith Corporation acquired 80 percent of the outstanding voting stock of Kane, Inc., on January 1, 
LO5, LO6, LO7 2010, when Kane had a net book value of $400,000. Any excess fair value was assigned to intangi- 
ble assets and amortized at a rate of $5,000 per year. 
Reported net income for 2011 was $300,000 for Smith and $110,000 for Kane. Smith distributed 


$100,000 in dividends during this period; Kane paid $40,000. At year-end, selected figures from the 
two companies’ balance sheets were as follows: 


Smith 
Corporation Kane, Inc. 
InVeMtOnyencke cane Nem rer nme Rena ane non eter tarares $140,000 $ 90,000 
[Eerie peices teste tet cen ipnee Ntprecco Nahe toon antes me ee ir aceaee 600,000 200,000 
CUSSED) once rescue aedeenodega eens ous 400,000 300,000 
GOMMOMNMEstOCKerer eye eae or ee eee 400,000 200,000 


ewelinverel GeVIMINGS, IAEA sc ocasncavscuasncee 600,000 400,000 
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LO2, LO3, LO4, LO5 


LO3, LO4, LO5, LO7 


IG), 


20. 


During 2010, intra-entity sales of $90,000 (original cost of $54,000) were made. Only 20 percent 
of this inventory was still held at the end of 2010. In 2011, $120,000 in intra-entity sales were made 
with an original cost of $66,000. Of this merchandise, 30 percent had not been resold to outside 
parties by the end of the year. 


Each of the following questions should be considered as an independent situation. 


a. If the intra-entity sales were upstream, what is the noncontrolling interest’s share of the sub- 
sidiary’s 2011 net income? 


b. What is the consolidated balance in the ending Inventory account? 


If the intra-entity sales were downstream, what is the noncontrolling interest’s share of the sub- 
sidiary’s 2011 net income? 

d. If the intra-entity sales were downstream, what is the consolidated net income? Assume that 
Smith uses the initial value method to account for this investment. 


e. Ifthe intra-entity sales were downstream, what is the consolidated balance of the Retained Earn- 
ings account as of the end of 2011? Assume that Smith uses the partial equity method to account 
for this investment. 


f. Ifthe intra-entity sales were upstream, what is the consolidated balance for Retained Earnings as of 
the end of 2011? Assume that Smith uses the partial equity method to account for this investment. 


g. Assume that no intra-entity inventory sales occurred between Smith and Kane. Instead, in 2010, 
Kane sold land costing $30,000 to Smith for $50,000. On the 2011 consolidated balance sheet, 
what value should be reported for land? 


h. Assume that no intra-entity inventory or land sales occurred between Smith and Kane. Instead, 
on January 1, 2010, Kane sold equipment (that originally cost $100,000 but had a $60,000 book 
value on that date) to Smith for $80,000. At the time of sale, the equipment had a remaining use- 
ful life of five years. What worksheet entries are made for a December 31, 2011, consolidation 
of these two companies to eliminate the impact of the intra-entity transfer? For 2011, what is the 
noncontrolling interest’s share of Kane’s net income? 


On January 1, 2010, Doone Corporation acquired 60 percent of the outstanding voting stock of 
Rockne Company for $300,000 consideration. At the acquisition date, the fair value of the 40 per- 
cent noncontrolling interest was $200,000 and Rockne’s assets and liabilities had a collective net fair 
value of $500,000. Doone uses the equity method in its internal records to account for its investment 
in Rockne. Rockne reports net income of $160,000 in 2011. Since being acquired, Rockne has reg- 
ularly supplied inventory to Doone at 25 percent more than cost. Sales to Doone amounted to 
$250,000 in 2010 and $300,000 in 2011. Approximately 30 percent of the inventory purchased dur- 
ing any one year is not used until the following year. 

a. What is the noncontrolling interest’s share of Rockne’s 2011 income? 


b. Prepare Doone’s 2011 consolidation entries required by the intra-entity inventory transfers. 


Penguin Corporation acquired 80 percent of the outstanding voting stock of Snow Company on 
January 1, 2010, for $420,000 in cash and other consideration. At the acquisition date, Penguin as- 
sessed Snow’s identifiable assets and liabilities at a collective net fair value of $525,000 and the fair 
value of the 20 percent noncontrolling interest was $105,000. No excess fair value over book value 
amortization accompanied the acquisition. 

The following selected account balances are from the individual financial records of these two 
companies as of December 31, 2011: 


Penguin Snow 
SALES mae ee ee er a eee Mik whe aie eeu gn $640,000 $360,000 
(COS OF GOOCS SOlel ssacavsaacvsuaavenaaseuans 290,000 197,000 
@PelatinGsexPenSes eras ce wre a aeees tage ie eee a ean 150,000 105,000 
REineC! enininGs, WW so. ccccucccscssoscaee 740,000 180,000 
TAN AEYMNMO) AYP Lhecetinarie center Yamane raeencere ar ona tasenianecayy eee ts Ae 346,000 110,000 
BUI GIMGSiMet) ewe ee eee ee tee rene 358,000 157,000 
VESUMMIEIIE INCOME onc ccnacocesadesseuedasuas Not given =0= 


Each of the following problems is an independent situation: 

a. Assume that Penguin sells Snow inventory at a markup equal to 40 percent of cost. Intra-entity 
transfers were $90,000 in 2010 and $110,000 in 2011. Of this inventory, Snow retained and then 
sold $28,000 of the 2010 transfers in 2011 and held $42,000 of the 2011 transfers until 2012. 
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On consolidated financial statements for 2011, determine the balances that would appear for 
the following accounts: 


Cost of Goods Sold 
Inventory 
Noncontrolling Interest in Subsidiary’s Net Income 


b. Assume that Snow sells inventory to Penguin at a markup equal to 40 percent of cost. Intra-entity 
transfers were $50,000 in 2010 and $80,000 in 2011. Of this inventory, $21,000 of the 2010 
transfers were retained and then sold by Penguin in 2011, whereas $35,000 of the 2011 transfers 
were held until 2012. 

On consolidated financial statements for 2011, determine the balances that would appear for 
the following accounts: 


Cost of Goods Sold 
Inventory 
Noncontrolling Interest in Subsidiary’s Net Income 


c. Penguin sells Snow a building on January 1, 2010, for $80,000, although its book value was only 
$50,000 on this date. The building had a five-year remaining life and was to be depreciated using 
the straight-line method with no salvage value. 

Determine the balances that would appear on consolidated financial statements for 2011 for 


Buildings (net) 
Operating Expenses 
Noncontrolling Interest in Subsidiary’s Net Income 


LO3, LO4, LO5 21. Akron, Inc., owns all outstanding stock of Toledo Corporation. Amortization expense of $15,000 per 
year for patented technology resulted from the original acquisition. For 2011, the companies had the 
following account balances: 


Akron Toledo 
Si lOS eae perce seen ree ee et nrg area Meee ich toe etd, $1,100,000 $600,000 
BOSHOTGOOdS:SOl dR ewe men ett err ener eer semi acrreer 500,000 400,000 
@peratinGiexOenSeSa sane es erate 400,000 220,000 
LOVES TINGOME occ octonasoeesooecugananes Not given —0- 
Dividendsipaldi eee ete eee een armen 80,000 30,000 


Intra-entity sales of $320,000 occurred during 2010 and again in 2011. This merchandise cost 
$240,000 each year. Of the total transfers, $70,000 was still held on December 31, 2010, with 
$50,000 unsold on December 31, 2011. 

a. For consolidation purposes, does the direction of the transfers (upstream or downstream) affect 
the balances to be reported here? 
b. Prepare a consolidated income statement for the year ending December 31, 2011. 


LO7 22. On January 1, 2010, QuickPort Company acquired 90 percent of the outstanding voting stock of 
NetSpeed, Inc., for $810,000 in cash and stock options. At the acquisition date, NetSpeed had Com- 
mon Stock of $800,000 and Retained Earnings of $40,000. The acquisition-date fair value of the 
10 percent noncontrolling interest was $90,000. QuickPort attributed the $60,000 excess of 
NetSpeed’s fair value over book value to a database with a 5-year remaining life. 

During the next two years, NetSpeed reported the following: 


Income Dividends 
2010 $ 80,000 $8,000 
2011 115,000 8,000 


On July 1, 2010, QuickPort sold communication equipment to NetSpeed for $42,000. The equip- 
ment originally cost $48,000 and had accumulated depreciation of $9,000 and an estimated remain- 
ing life of three years at the date of the intra-entity transfer. 

a. Compute the equity method balance in QuickPort’s Investment in NetSpeed, Inc., account as of 

December 31, 2011. 

b. Prepare the worksheet adjustments for the December 31, 2011, consolidation of QuickPort and 

NetSpeed. 
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LO2, LO3, LO4, LO7 


LO3, LO4, LO5, LO7 


23. 


24. 


Se 


26. 


Padre holds 100 percent of the outstanding shares of Sonora. On January 1, 2009, Padre transferred 
equipment to Sonora for $95,000. The equipment had cost $130,000 originally but had a $50,000 
book value and five-year remaining life at the date of transfer. Depreciation expense is computed 
according to the straight-line method with no salvage value. 

Consolidated financial statements for 2011 currently are being prepared. What worksheet entries 
are needed in connection with the consolidation of this asset? Assume that the parent applies the 
partial equity method. 


On January 1, 2011, Slaughter sold equipment to Bennett (a wholly owned subsidiary) for $120,000 
in cash. The equipment had originally cost $100,000 but had a book value of only $70,000 when 
transferred. On that date, the equipment had a five-year remaining life. Depreciation expense is 
computed using the straight-line method. 

Slaughter earned $220,000 in net income in 2011 (not including any investment income) while 
Bennett reported $90,000. Slaughter attributed any excess acquisition-date fair value to Bennett’s 
unpatented technology, which was amortized at a rate of $8,000 per year. 

a. What is the consolidated net income for 2011? 

b. What is the parent’s share of consolidated net income for 2011 if Slaughter owns only 90 percent 
of Bennett? 

c. What is the parent’s share of consolidated net income for 2011 if Slaughter owns only 90 percent 
of Bennett and the equipment transfer was upstream? 

d. What is the consolidated net income for 2012 if Slaughter reports $240,000 (does not include 
investment income) and Bennett $100,000 in income? Assume that Bennett is a wholly owned 
subsidiary and the equipment transfer was downstream. 


Anchovy acquired 90 percent of Yelton on January 1, 2009. Of Yelton’s total acquisition-date fair 
value, $60,000 was allocated to undervalued equipment (with a 10-year life) and $80,000 was 
attributed to franchises (to be written off over a 20-year period). 

Since the takeover, Yelton has transferred inventory to its parent as follows: 


Year Cost Transfer Price Remaining at Year-End 
2009 $20,000 $ 50,000 $20,000 (at transfer price) 
2010 49,000 70,000 30,000 (at transfer price) 
2011 50,000 100,000 40,000 (at transfer price) 


On January 1, 2010, Anchovy sold Yelton a building for $50,000 that had originally cost $70,000 
but had only a $30,000 book value at the date of transfer. The building is estimated to have a five- 
year remaining life (straight-line depreciation is used with no salvage value). 

Selected figures from the December 31, 2011, trial balances of these two companies are as follows: 


Anchovy Yelton 
SESS “acu sae ademas b aaa p cemh cee ena $600,000 $500,000 
COSiOF GOOG Salle} ooo ccceosccasacvsevenssucn 400,000 260,000 
Operatingrexpenses: Fees es ee ee 120,000 80,000 
[MESA INCOMING ooo edeacadcaagaccedasanucs Not given =0= 
NANASYANWOL NYA erreente a eae he tar eee n nate Garten rie ist ia ee camera 220,000 80,000 
ECUTOMNEME(NED) coco dcccesovesuevcewone soon 140,000 110,000 
BUiGinG Siete cee ene ceeare mer Ronee meme aR 350,000 190,000 


Determine consolidated totals for each of these account balances. 


On January 1, 2011, Sledge had common stock of $120,000 and retained earnings of $260,000. Dur- 
ing that year, Sledge reported sales of $130,000, cost of goods sold of $70,000, and operating ex- 
penses of $40,000. 

On January 1, 2009, Percy, Inc., acquired 80 percent of Sledge’s outstanding voting stock. At that 
date, $60,000 of the acquisition-date fair value was assigned to unrecorded contracts (with a 20-year 
life) and $20,000 to an undervalued building (with a 10-year life). 

In 2010, Sledge sold inventory costing $9,000 to Percy for $15,000. Of this merchandise, Percy 
continued to hold $5,000 at year-end. During 2011, Sledge transferred inventory costing $11,000 to 
Percy for $20,000. Percy still held half of these items at year-end. 

On January 1, 2010, Percy sold equipment to Sledge for $12,000. This asset originally cost 
$16,000 but had a January 1, 2010, book value of $9,000. At the time of transfer, the equipment’s 
remaining life was estimated to be five years. 
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Percy has properly applied the equity method to the investment in Sledge. 
a. Prepare worksheet entries to consolidate these two companies as of December 31, 2011. 
b. Compute the noncontrolling interest in the subsidiary’s income for 2011. 


27. Pitino acquired 90 percent of Brey’s outstanding shares on January 1, 2009, in exchange for 
$342,000 in cash. The subsidiary’s stockholders’ equity accounts totaled $326,000 and the noncon- 
trolling interest had a fair value of $38,000 on that day. However, a building (with a nine-year 
remaining life) in Brey’s accounting records was undervalued by $18,000. Pitino assigned the rest 
of the excess fair value over book value to Brey’s patented technology (six-year remaining life). 

Brey reported net income from its own operations of $64,000 in 2009 and $80,000 in 2010. Brey 
paid dividends of $19,000 in 2009 and $23,000 in 2010. 
Brey sells inventory to Pitino as follows: 


Inventory Remaining 


Transfer Price at Year-End 
Year Cost to Brey to Pitino (at transfer price) 
2009 $69,000 $115,000 $25,000 
2010 81,000 135,000 37,500 
2011 92,800 160,000 50,000 


At December 31, 2011, Pitino owes Brey $16,000 for inventory acquired during the period. 
The following separate account balances are for these two companies for December 31, 2011, 
and the year then ended. Credits are indicated by parentheses. 


Pitino Brey 

SalESAVEMUES aeeiat ee sracaty at yind Heated Week Meal aed Jroa? $ (862,000) $(366,000) 
GOstzOligoods:Solcliee mney inna ere earner 515,000 209,000 
EXPEMSCS a ey yt figs ors eer eertene ts onearie carat veneranneee 185,400 67,000 
Investment: Income Bie yams n) sent sin ilnnlny (68,400) =0= 

NSCINGChiIS coe eadehaeaueancuwes soue degen s $ (230,000) $ (90,000) 
ewan] GeViMliNGs, WW ooc.sscsenaccanagnaene $ (488,000) $(278,000) 
Net IMCORNS GlxOWE) onc cacaaceuanevdanecseus (230,000) (90,000) 
BIViGemasipalisee seer ees eee eee artery ase aortas 136,000 27,000 

Reielinerel CelAMGS, IAW 2cnnccacseccnseue $ (582,000) $(341,000) 
Gashramdireceivablessmu nen tee tee ee een $ 146,000 $ 98,000 
AN EURNCO) AY Sires cesta canta te career neruteaeday ene RON en on aoa ate 255,000 136,000 
Tanesimnmelane it EWE occ bose ebeoeuseuenseasens 450,000 —0- 
Land, buildings, and equipment (net) ............ 964,000 328,000 

i@tallPASSCtS eee een ie etc nce eres ed ater wee $ 1,815,000 $ 562,000 
lila Dilitle Shearer ence Se ens) Senn eae ere $ (718,000) $ (71,000) 
GOMMMOMES tO Ckgareres ween re tte ecw eee er eee? (515,000) (150,000) 
Reieineel GerininGs, IAW .nocncacacoeconsaue (582,000) (341,000) 

Total liabilities and equities .................. $(1,815,000) $(562,000) 


Answer each of the following questions: 

What was the annual amortization resulting from the acquisition-date fair-value allocations? 
Were the intra-entity transfers upstream or downstream? 

What unrealized gross profit existed as of January 1, 2011? 

What unrealized gross profit existed as of December 31, 2011? 

What amounts make up the $68,400 Investment Income—Brey account balance for 2011? 
What was the noncontrolling interest’s share of the subsidiary’s net income for 2011? 


What amounts make up the $450,000 Investment in Brey account balance as of December 31, 
2011? 


h. Prepare the 2011 worksheet entry to eliminate the subsidiary’s beginning owners’ equity balances. 


mM >A HP BASS 


i. Without preparing a worksheet or consolidation entries, determine the consolidation balances for 
these two companies. 
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28. Bennett acquired 70 percent of Zeigler on June 30, 2010, for $910,000 in cash. Based on Zeigler’s 
acquisition-date fair value, an unrecorded intangible of $400,000 was recognized and is being amor- 
tized at the rate of $10,000 per year. The noncontrolling interest fair value was assessed at $390,000 
at the acquisition date. The 2011 financial statements are as follows: 


Bennett Zeigler 

SAS eae ci tte eater een ee ne cen aa a tyes Raa see Tae $ (800,000) $ (600,000) 
COS OF GOOCS Salle} ao sceeaacceoeaesssucve cece 535,000 400,000 
OperatingrexpenSesi sae sesame ne eee 100,000 100,000 
DYVKOleInVOlTNGONNS sawaneewagcssoueennnevaaean (35,000) =0= 

ING THIN GO Ml Cheseane eee cere e oes re inc Mich aay ee $ (200,000) $ (100,000) 
REGINA GENIMIAGS, WW 2nsccccdeaneauonscuen $(1,300,000) (850,000) 
INGUINGO MGR me oes reer toe ere yen Perot te aco (200,000) (100,000) 
DivislemaS: malic wacwey cee en wre neon ncn ree rca 100,000 50,000 

Retained earnings, 12/31/11 ................. $(1,400,000) $ (900,000) 
(CEB EINGINACANEINES 2heccscceccesbeossudaees $ 400,000 300,000 
INVGNNLONV a eeeren: enh emtey tai ee tse searah hare hom a Sere 290,000 700,000 
eS AMeMNC I ZENE npc a cceesouvesnenasuon 910,000 —0- 
RIX@GleaSSOtS martes cement ee ater een aetray eenay Mre eer face 1,000,000 600,000 
/NECUINWIENEC| ClIORECEMWIOM co soccnaeaneneeonages (300,000) (200,000) 

H@tal Sikertte me tee nae etre Bete aera a $ 2,300,000 $ 1,400,000 
[iabilitigs Seren eee ee eee a eee CU we cen. $ (600,000) $ (400,000) 
GOMMOn:StOGK ee eeete ere ee ee ere pen ee ae (300,000) (100,000) 
EWN Avetol CRIMMINGS 46 ankoocdesdouueecddauonae (1,400,000) (900,000) 

5] Olid | Su bate tees a enya ten ete cence cern ewan as $(2,300,000) $(1,400,000) 


Bennett sold Zeigler inventory costing $72,000 during the last six months of 2010 for $120,000. 
At year-end, 30 percent remained. Bennett sells Zeigler inventory costing $200,000 during 2011 for 
$250,000. At year-end, 20 percent is left. With these facts, determine the consolidated balances for 
the accounts: 


Sales 

Cost of Goods Sold 

Operating Expenses 

Dividend Income 

Noncontrolling Interest in Consolidated Income 


Inventory 
Noncontrolling Interest in Subsidiary, 12/31/11 
29. Compute the balances in problem 28 again, assuming that all intra-entity transfers were made from 
Zeigler to Bennett. 
LO1, LO2, LO3, 30. Following are financial statements for Moore Company and Kirby Company for 2011: 
LO4, LO5, LO7 
Moore Kirby 
Sal OS eee eae rare acme te nace re Peeve ea $ (800,000) $ (600,000) 
(COS OF OOOCS Sle] acnccheacconndanbnbomeeusd 500,000 400,000 
Operating and interest expenses................ 100,000 160,000 
INGTINGOI Cae: trey cet eee eae Se Seeeeeh ane ered eh heey nes $ (200,000) $ (40,000) 
NEWIIneC! GCELIMINGS, WW .225ccccndneusdovcaee $ (990,000) $ (550,000) 
INGEIRGO TG Riser aor tee en ee de Some a ae eee (200,000) (40,000) 
Dividendsipaldivye eee ete te ee 130,000 —0- 
Newline] Geriming[s, WEA oooaccccacconcues $(1,060,000) $ (590,000) 
(Caen Ginel WACAWAINIES .ccouaecesuaavseaunnunae $ 217,000 $ 180,000 
TAN SLANWO) aYAate cheesy Acer aso Aeccas amrymere agence tae a scieei 224,000 160,000 
AWESOME INI sou boon orb een eonsenseduean 657,000 —0- 


(continued) 


LO2, LO3, LO4, LO5 


Sil. 
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Moore Kirby 

[Slo [UM oltaraMeUMeO) Ga ae oes soon eeu seme ee eu 600,000 420,000 
BUiIGINGS: Sere ea eenten peace ater Re cones ween erat 1,000,000 650,000 
Accumulated depreciation—buildings............ (100,000) (200,000) 
@UNEMASSCTS Senor reese eee eet ee eee ae ee eee aa 200,000 100,000 

OtalaSSCtSapes wee eeen ee pieten Reece eres re eg ere $ 2,798,000 $ 1,310,000 
lila DilikiGseeaqtetes a ees eee ores ao yet ee ere eee $(1,138,000) $ (570,000) 
GOMMOMEStOCK eee meray eee e ye eee ne re ea (600,000) (150,000) 
ReVeNnaCl GENININGS, IASW 2s ccccacavocconseue (1,060,000) (590,000) 

Total liabilities and equity ................... $(2,798,000) $(1,310,000) 


¢ Moore purchased 90 percent of Kirby on January 1, 2010, for $657,000 in cash. On that date, 
the 10 percent noncontrolling interest was assessed to have a $73,000 fair value. Also at the 
acquisition date, Kirby held equipment (4-year remaining life) undervalued on the financial 
records by $20,000 and interest-bearing liabilities (5-year remaining life) overvalued by 
$40,000. The rest of the excess fair value over book value was assigned to previously unrecog- 
nized brand names and amortized over a 10-year life. 

¢ During 2010 Kirby earned a net income of $80,000 and paid no dividends. 

e Each year Kirby sells Moore inventory at a 20 percent gross profit rate. Intra-entity sales were 
$145,000 in 2010 and $160,000 in 2011. On January 1, 2011, 30 percent of the 2010 transfers 
were still on hand and, on December 31, 2011, 40 percent of the 2011 transfers remained. 

¢ Moore sold Kirby a building on January 2, 2010. It had cost Moore $100,000 but had $90,000 in 
accumulated depreciation at the time of this transfer. The price was $25,000 in cash. At that time, 
the building had a five-year remaining life. 


Determine all consolidated balances either computationally or by using a worksheet. 


On January 1, 2010, Woods, Inc., acquired a 60 percent interest in the common stock of Scott, Inc., 
for $672,000. Scott’s book value on that date consisted of common stock of $100,000 and retained 
earnings of $220,000. Also, the Junuary 1, 2010, fair value on the 40 percent noncontrolling interest 
was $248,000. The subsidiary held patents (with a 10-year remaining life) that were undervalued 
within the company’s accounting records by $70,000 and an unrecorded customer list (15-year 
remaining life) assessed at a $45,000 fair value. Any remaining excess acquisition-date fair value 
was assigned to goodwill. Since acquisition, Woods has applied the equity method to its Investment 
in Scott account and no goodwill impairment has occurred. 
Intra-entity inventory sales between the two companies have been made as follows: 


Transfer Price Ending Balance 
Year Cost to Woods to Scott (at transfer price) 
2010 120,000 150,000 50,000 
2011 112,000 160,000 40,000 


The individual financial statements for these two companies as of December 31, 2011, and the 
year then ended follow: 


Woods, Inc. Scott, Inc. 

Sales Sed mea eer ee tee Oh ene re meee bes Chea decide hat ra $ (700,000) $(335,000) 
Gostrotsqoodsysoldiemamwe oe ry re ete Ree 460,000 205,000 
OperatingGiexPeMsesinw cee es eee eee aco 188,000 70,000 
EOIUNEY CENIMINGS Ii SCOME 2 po cnuossucunoadaeuses (28,000) —0- 
NGRINGORN CL eM rer eateteca erat het aed x co. ctoko korean: $ (80,000) $ (60,000) 
REWeNMAC GENIN, WW ooecsceucadeoeageaune $ (695,000) $(280,000) 
Nie HCOMNS (GlOWE)) coco cnn aausoanceuacaedous (80,000) (60,000) 
Dividemestbaldl aren epee tye oy eee cer 45,000 15,000 
Retained earnings, 12/31/11 ................. $ (730,000) $(325,000) 


(continued) 
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Woods, Inc. Scott, Inc. 

CaS eINncliGi@aweldeSs .acvanaccusnadvsnaaseneas $ 248,000 $ 148,000 
IMVEMNTONY 9 xe ets rernn Be ute nee aout eee ee aes 233,000 129,000 
TAWSUMNAIIE TIN SOU. sane kwaccneadaomnaewanaens 411,000 —0- 
BUIIGIMNgS (Met) Meter erence een Spee oe gare 308,000 202,000 
ECI(ONMEME (MED) 2casacstecaceasugavnanaaseeaas 220,000 86,000 
ERS AII NESE (AI=10 Korean erred err st he Pte Meh eRe RE ne =0= 20,000 
ST OtalRASSCtS eee tet eee Sree ete rrr pear $ 1,420,000 $ 585,000 
sia ities sabre sre eh ee en te ete ramen yon $ (390,000) $(160,000) 
GOMMONESLOG KR a oy eect tere ree ore (300,000) (100,000) 
Newelinelel Germs, IAW once scesuaacsagsess (730,000) (325,000) 
Total liabilities and equities .................. $(1,420,000) $(585,000) 


a. Show how Woods determined the $411,000 Investment in Scott account balance. Assume that 
Woods defers 100 percent of downstream intra-entity profits against its share of Scott’s income. 


b. Prepare a consolidated worksheet to determine appropriate balances for external financial 
reporting as of December 31, 2011. 


32. On January 1, 2009, Plymouth Corporation acquired 80 percent of the outstanding voting stock of 

Sander Company in exchange for $1,200,000 cash. At that time, although Sander’s book value was 
eXcel $925,000, Plymouth assessed Sander’s total business fair value at $1,500,000. Since that time, 
Sander has neither issued nor reacquired any shares of its own stock. 

The book values of Sander’s individual assets and liabilities approximated their acquisition-date 
fair values except for the patent account, which was undervalued by $350,000. The undervalued 
patents had a 5-year remaining life at the acquisition date. Any remaining excess fair value was 
attributed to goodwill. No goodwill impairments have occurred. 

Sander regularly sells inventory to Plymouth. Below are details of the intra-entity inventory sales 
for the past three years: 


Gross Profit Rate 
on Intra-Entity 


Intra-Entity 


Intra-Entity Ending Inventory 


Year Sales at Transfer Price Inventory Transfers 
2009 $125,000 $ 80,000 25% 
2010 220,000 125,000 28% 
2011 300,000 160,000 25% 


Separate financial statements for these two companies as of December 31, 2011, follow: 


Plymouth Sander 

REVENUCSIes ec perenoe nae he ry wearer y Greet eee $(1,740,000) $ (950,000) 
Gost Ofrgoods:sOld ewe er nme are ere eres 820,000 500,000 
DSoleVClenioOMn) GOEMISE sco onacccdaeuceauenseuer 104,000 85,000 
Amontizatl OmexDeMmSCheea a eae nr rene 220,000 120,000 
IMLEKESTREXDE MSC aye sere ree erent n ere tten ee esa rae 20,000 15,000 
Equity in earnings of Sander ................... (124,000) =0= 

ING EATING Ota Cie cie cetes pee ar etree noses see Seer eae 8 aD ee $ (700,000) (230,000) 
REWeNMNEC] GENIC WW) caccesscsuencusaaucee $(2,800,000) (345,000) 
NGEINGOMES So siey.a eters sts eaten aie i a oe (700,000) (230,000) 
DIVIGeMOSs allie eete trires eee ee enemies 200,000 25,000 

Retained earnings 12/31/11 ................. $(3,300,000) (550,000) 
(GaSiiiger ae ee ere ke tee Ne Re keg k Ae ee tee eer $ 535,000 115,000 
INGEOWIMS WECANAINVE: aa seen dcenadannvaredawes 575,000 215,000 
INVENILOIVeeweseee ss che citen sa arte ase Maren eA yeaa ne 990,000 800,000 
lawesitnnvelmtt (im Seinelele 2 ann nano eeaenenunennanan 1,420,000 —0- 
BUilGingstam@leq Ui p Iie iitqaeernes eee een nee 1,025,000 863,000 
Ratemitsiprer tet inc eee kece Water ce ureter 28 te irerentet nt ere Seereh 950,000 107,000 

TOtalbaSSCtSacte tet Sach he ey hor eee eee er eee $ 5,495,000 $ 2,100,000 


(continued) 
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LO2, LO3, LO4, LO5, LO7 


LO2, LO3, LO4, LOS, LO6 
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33. 


34. 


2)5)5 
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Plymouth Sander 
PNECOWMSTNENG 2 hamnagomoudaeneooauaasanae $ (450,000) $ (200,000) 
Notesipayablesmnersreve rate weenie oat nce erarie gar (545,000) (450,000) 
GOMmmoOmnestOcktareasee hae e tate vena eee ee ae ee (900,000) (800,000) 
Additional paid-in capital ..................... (300,000) (100,000) 
ewelinetel GeVIMINGS IWAN oaaccsucacsnuasnoce (3,300,000) (550,000) 
Total liabilities and stockholders’ equity ......... $(5,495,000) $(2, 100,000) 


a. Prepare a schedule that calculates the Equity in Earnings of Sander account balance. 

b. Prepare a worksheet to arrive at consolidated figures for external reporting purposes. 

On January 1, 2009, Monica Company acquired 70 percent of Young Company’s outstanding common 
stock for $665,000. The fair value of the noncontrolling interest at the acquisition date was $285,000. 
Young reported stockholders’ equity accounts on that date as follows: 


(Conmintoim Siterek—85 10) (ORF WEIS ov oon cc neusaunoonoueand $300,000 
/Nololutomnell (ONC HIM Cz ooo ec aenanvcdksouoenoeandaaonenes 90,000 
Retaimedicanningsic eyewear ee eee eee ene 410,000 


In establishing the acquisition value, Monica appraised Young’s assets and ascertained that 
the accounting records undervalued a building (with a five-year life) by $50,000. Any remaining 
excess acquisition-date fair value was allocated to a franchise agreement to be amortized over 
10 years. 

During the subsequent years, Young sold Monica inventory at a 30 percent gross profit rate. 
Monica consistently resold this merchandise in the year of acquisition or in the period immedi- 
ately following. Transfers for the three years after this business combination was created amounted 
to the following: 


Inventory Remaining 


at Year-End 
Year Transfer Price (at transfer price) 
2009 $60,000 $10,000 
2010 80,000 12,000 
2011 90,000 18,000 


In addition, Monica sold Young several pieces of fully depreciated equipment on January 1, 
2010, for $36,000. The equipment had originally cost Monica $50,000. Young plans to depreciate 
these assets over a six-year period. 

In 2011, Young earns a net income of $160,000 and distributes $50,000 in cash dividends. These 
figures increase the subsidiary’s Retained Earnings to a $740,000 balance at the end of 2011. Dur- 
ing this same year, Monica reported dividend income of $35,000 and an investment account con- 
taining the initial value balance of $665,000. 

Prepare the 2011 consolidation worksheet entries for Monica and Young. In addition, compute 
the noncontrolling interest’s share of the subsidiary’s net income for 2011. 


Assume the same basic information as presented in problem 33 except that Monica employs the 
equity method of accounting. Hence, it reports $102,740 investment income for 2011 with an 
Investment account balance of $826,220. Under these circumstances, prepare the worksheet entries 
required for the consolidation of Monica Company and Young Company. 


The individual financial statements for Gibson Company and Keller Company for the year ending 
December 31, 2011, follow. Gibson acquired a 60 percent interest in Keller on January 1, 2010, in 
exchange for various considerations totaling $570,000. At the acquisition date, the fair value of the 
noncontrolling interest was $380,000 and Keller’s book value was $850,000. Keller had developed 
internally a customer list that was not recorded on its books but had an acquisition-date fair value of 
$100,000. This intangible asset is being amortized over 20 years. 

Gibson sold Keller land with a book value of $60,000 on January 2, 2010, for $100,000. Keller 
still holds this land at the end of the current year. 

Keller regularly transfers inventory to Gibson. In 2010, it shipped inventory costing $100,000 to 
Gibson at a price of $150,000. During 2011, intra-entity shipments totaled $200,000, although the 
original cost to Keller was only $140,000. In each of these years, 20 percent of the merchandise was 
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not resold to outside parties until the period following the transfer. Gibson owes Keller $40,000 at 


the end of 2011. 
Gibson Keller 
Company Company 
Sal GSS cee ce ee Ret ea nC ne en ede ean AE Sear enema EE $ (800,000) $ (500,000) 
COSiG? GOOCS Salle} aos ccseccceoauccoseene suse 500,000 300,000 
(O)OTENIMNG)/ OMOSMNISES o4 schoo ccodusdudussodvesn 100,000 60,000 
IneomerotmKellele@o inal yamine nar nen (84,000) —0- 
ING TRIM GO Ml Citar cece ee ee ore eee eels a en $ (284,000) (140,000) 
eVzNAetel CENIMINGS, WIV .ackocusedsubedasonve $(1,116,000) (620,000) 
Nettinconer(above) meemter sree eats 0 ere ee ere (284,000) (140,000) 
BIVIGEMdS: Dal dl Pentre entre a tort tee ome ears wae 115,000 60,000 
Retained earnings, 12/31/11 ................. $(1,285,000) $ (700,000) 
GCashehee ee eee ew Ore eee a Ree wee ey cen: $ 177,000 $ 90,000 
/NECOWINSUCANAINE saagdnaachanaavanaanaeoes 356,000 410,000 
INVENTOR oS fae Pot GE nn ee eee ee 440,000 320,000 
Investment in Keller Company ..............-..-. 726,000 —0- 
Ean eek eres rece dnrcne eterna tne Siw gare 180,000 390,000 
Buildings and equipment (net) ................. 496,000 300,000 
OtalkassGtse eee ye eae ure a ne ene eee $ 2,375,000 $ 1,510,000 
Era IIIS see ees ey nee Caters erent Et eters eet eee $ (480,000) $ (400,000) 
GOmMMmonrstOckin sen eee ee ee ees (610,000) (320,000) 
Additional paid-in capital ..................... =0= (90,000) 
ReleliAvetol GEWIMING IS, IEW once oecnncceudouee (1,285,000) (700,000) 
Total liabilities and equities .................. $(2,375,000) $(1,510,000) 


a. Prepare a worksheet to consolidate the separate 2011 financial statements for Gibson and Keller. 

b. How would the consolidation entries in requirement (a) have differed if Gibson had sold a build- 
ing with a $60,000 book value (cost of $140,000) to Keller for $100,000 instead of land, as the 
problem reports? Assume that the building had a 10-year remaining life at the date of transfer. 


36. On January 1, 2010, Parkway, Inc., issued securities with a total fair value of $450,000 for 100 per- 
cent of Skyline Corporation’s outstanding ownership shares. Skyline has long supplied inventory to 
Parkway, which hopes to achieve synergies with production scheduling and product development 
with this combination. 

Although Skyline’s book value at the acquisition date was $300,000, the fair value of its trademarks 
was assessed to be $30,000 more than their carrying values. Additionally, Skyline’s patented technol- 
ogy was undervalued in its accounting records by $120,000. The trademarks were considered to have 
indefinite lives, the estimated remaining life of the patented technology was eight years. 

In 2010, Skyline sold Parkway inventory costing $30,000 for $50,000. As of December 31, 2010, 
Parkway had resold only 28 percent of this inventory. In 2011, Parkway bought from Skyline 
$80,000 of inventory that had an original cost of $40,000. At the end of 2011, Parkway held $28,000 
of inventory acquired from Skyline, all from its 2011 purchases. 

During 2011, Parkway sold Skyline a parcel of land for $95,000 and recorded a gain of $18,000 
on the sale. Skyline still owes Parkway $65,000 related to the land sale. 

At the end of 2011, Parkway and Skyline prepared the following statements in preparation for 


consolidation. 
Parkway, Skyline 
Inc. Corporation 
REVEMUCS eae ee eee re etree Reh eter en any Oe aren $ (627,000) $(358,000) 
COS OF GOOCS SO] sor cocecsccecscrsuseuceoon 289,000 195,000 
OlhemoperatingrexPensesewa sree aeen 170,000 75,000 
Gealin OM Sella OF [Ell noc cee ssccuvsdouvesneveds (18,000) =0= 
Equity in Skyline’s earnings ................+.-. (55,400) -0- 
INGEINGOMCS cere eye eee seunuhns asneth muster Fae $ (241,400) $ (88,000) 


(continued) 
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Parkway, Skyline 

Inc. Corporation 

ReWelinetel GENIC WW .ocaccnccncteosoausuwe $ (314,600) $(292,000) 
INFetillnteletiatsin Aa Gtacd weed aoa momlatere sania entana ase Gram aad (241,400) (88,000) 
Dyhtoletavols CHSWMOUMIEC] sn eae sceponunveanuweune 70,000 20,000 
Retained earnings 12/31/11 ................. $ (486,000) $(360,000) 
G@asiran dineceivablesaec meen ieee reece re menue: $ 134,000 $ 150,000 
IAW E1SCo) AY/abacs eenesuy carer erica rer na mine ee amurate ran Glee caesar 281,000 112,000 
nwesimmelae tit SHVWNIMNG cu ces ek uoeseccbecvabeoes 598,000 —0- 
UIC 2c ove hebben 5 Pease wee ee aa ge weed —0- 50,000 
Land, buildings, and equip. (net) ............... 637,000 283,000 
[PRIUSIMUEIC WECIMINCHOW)Y snnnacacusvaccnenaanenna —0- 130,000 
ilOtalrassetS save she eat ere oe ae See $ 1,650,000 $ 725,000 
[AB IITPIESE Reenter ot gan Ween pecan eich siee aan $ (463,000) $(215,000) 
GEOMmMOMrstockewe. wees ah eee Pann eke, (410,000) (120,000) 
Additional paid-in capital ..................... (291,000) (30,000) 
RENelineCl CENININGS IAW sco cncauctgceaanuue (486,000) (360,000) 
Total liabilities and equity ................... $(1,650,000) $(725,000) 


a. Show how Parkway computed its $55,400 equity in Skyline’s earnings balance. 
b. Prepare a 2011 consolidated worksheet for Parkway and Skyline. 


Develop Your 


Skills 

EXCEL CASE 

CPA On January 1, 2010, Patrick Company purchased 100 percent of the outstanding voting stock of Shawn, 
Inc., for $1,000,000 in cash and other consideration. At the purchase date, Shawn had common stock of 


$500,000 and retained earnings of $185,000. Patrick attributed the excess of acquisition-date fair value 
over Shawn’s book value to a trade name with a 25-year life. Patrick uses the equity method to account 
for its investment in Shawn. 

During the next two years, Shawn reported the following: 


Inventory Transfers to 


Income Dividends Patrick at Transfer Price 
2010 $78,000 $25,000 $190,000 
2011 85,000 27,000 210,000 


Shawn sells inventory to Patrick after a markup based on a gross profit rate. At the end of 2010 and 2011, 
30 percent of the current year purchases remain in Patrick’s inventory. 
Required 


Create an Excel spreadsheet that computes the following: 


1. Equity method balance in Patrick’s Investment in Shawn, Inc., account as of December 31, 2011. 
2. Worksheet adjustments for the December 31, 2011, consolidation of Patrick and Shawn. 


Formulate your solution so that Shawn’s gross profit rate on sales to Patrick is treated as a variable. 


ANALYSIS AND RESEARCH CASE: ACCOUNTING INFORMATION 
AND SALARY NEGOTIATIONS 


CPA Granger Eagles Players’ Association and Mr. Doublecount, the CEO of Granger Eagles Baseball Com- 
H pany, ask your help in resolving a salary dispute. Mr. Doublecount presents the following income 
statement to the player representatives. 
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CPA REVIEW 


GRANGER EAGLES BASEBALL COMPANY 
INCOME STATEMENT 


MNGKEWREVENUES ate eeyeccun ae crane ert aee eee ee aera eae $2,000,000 

StadiUimirentiexpenSes wran om cee aera eaten aces $1,400,000 

Ullal EREES AoXeL (INE a, a each ava E A nts cape ra eee eee NEA Ne ears 25,000 

Promotions cee cee ee criteria ee ane 35,000 

RiavetesalanicSsenneas yy oes eur eee eae ers ee ere 400,000 

Staff salaries and miscellaneous.....................0055 200,000 2,060,000 
Netaimneome: (OSs) fairer y verre emanate emermer genannten: $ (60,000) 


Mr. Doublecount argues that the Granger Eagles really lose money and, until things turn around, a salary 
increase is out of the question. 

As a result of your inquiry, you discover that Granger Eagles Baseball Company owns 91 percent of 
the voting stock in Eagle Stadium, Inc. This venue is specifically designed for baseball and is where the 
Eagles play their entire home game schedule. However, Mr. Doublecount does not wish to consider the 
profits of Eagle Stadium in the negotiations with the players. He claims that “the stadium is really a sep- 
arate business entity that was purchased separately from the team” and therefore does not concern the 
players. The Eagles Stadium income statement appears as follows: 


EAGLES STADIUM, INC. 
INCOME STATEMENT 


Stadilimirentreventicee are see ake enna ye ceree eg re $1,400,000 

GONGESSIOMMEVENUC are gece eh eaneecam meee yee 800,000 

[eeeT LINO UIREW etal eben cearav ore pra eer Ais culated cuntapaed Sean eee ene Claes 100,000 $2,300,000 

Cost Gi oleceS celles jusedbaueueaasaseavewsan san uvena as 250,000 

Depreciatio nig rete ces te eae ee pierre eee irene. 80,000 

Staff salaries and miscellaneous......................-.. 150,000 480,000 
NE tM GOM ei lOSS) eeu et eeete suena na ereent eae eee ma eaeeee | $1,820,000 

Required 


1. What advice would you provide the negotiating parties regarding the issue of considering the Eagles 
Stadium income statement in their discussions? What authoritative literature could you cite in sup- 
porting your advice? 

2. What other pertinent information would you need to provide a specific recommendation regarding 
players’ salaries? 


Please visit the text Web site for the online CPA Simulation 


Situation: Giant Company acquired all of Tiny Corporation’s outstanding common stock 4 years ago for 
$240,000 more than book value. This excess was assigned equally to a building (10-year life), inventory (sold 
within | year), and goodwill. On its separate financial statements for the current year, Giant reported sales 
of $900,000, cost of goods sold of $500,000, and operating expenses of $200,000. No investment income 
was included in these figures. On its separate financial statements for the current year, Tiny reported sales of 
$500,000, cost of goods sold of $200,000, and operating expenses of $100,000. Both companies paid divi- 
dends of $20,000 this year. Both companies reported positive current ratios of above | to 1. 


Topics to be covered in simulation: 
° Intra-entity inventory transfers. 
° Intra-entity equipment transfer. 
¢ Intra-entity land transfer. 

e Intra-entity debts. 

e Equity method. 

e Push-down accounting. 

¢ Minority interest. 

° Negative goodwill. 


Variable Interest 


Entities, Intra-Entity 
Debt, Consolidated 


Cash Flows, and 
Other Issues 


The consolidation of financial information can be a highly complex 
process often encompassing a number of practical challenges. This chap- 
ter examines the procedures required by several additional issues: 


¢ Variable interest entities. 

e Intra-entity debt. 

¢ Subsidiary preferred stock. 

e The consolidated statement of cash flows. 

¢ Computation of consolidated earnings per share. 


e Subsidiary stock transactions. 


Variable interest entities emerged over the past two decades as a new 
type of business structure that provided effective control of one firm by 
another without overt ownership. In response to the evolving nature of 
control relationships among firms, the FASB expanded its definition of 
control beyond the long-standing criterion of a majority voting interest 
to include control exercised through variable interests. This topic and 
some of the more traditional advanced business combination subjects 
listed above provide for further exploration of the complexities faced by 
the financial reporting community in providing relevant and reliable in- 
formation to users of consolidated financial reports. 


CONSOLIDATION OF VARIABLE 
INTEREST ENTITIES 


Starting in the late 1970s, many firms began establishing separate business 
structures to help finance their operations at favorable rates. These struc- 
tures became commonly known as special purpose entities (SPEs), special 
purpose vehicles, or off-balance sheet structures. In this text, we refer to all 
such entities collectively as variable interest entities or VIEs. Many firms 
have routinely included their VIEs in their consolidated financial reports. 
However, others sought to avoid consolidation. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Describe a variable 
interest entity, a primary 
beneficiary, and the fac- 
tors used to decide when 
a variable interest entity is 
subject to consolidation. 


LO2 Understand the consolida- 
tion procedures to elimi- 
nate all intra-entity debt 
accounts and recognize 
any associated gain or loss 
created whenever one 
company acquires an affili- 
ate’s debt instrument from 
an outside party. 


LO3 Understand that subsidiary 
preferred stocks not 
owned by the parent 
are a component of the 
noncontrolling interest 
and are initially valued at 
acquisition-date fair value. 


LO4 Prepare a consolidated 
statement of cash flows. 


LO5 Compute basic and diluted 
earnings per share for a 
business combination. 


LO6 Understand the accounting 
for subsidiary stock trans- 
actions that impact the 
underlying value recorded 
within the parent's Invest- 
ment account and the 
consolidated financial 
statements. 
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LO1 


Describe a variable interest en- 
tity, a primary beneficiary, and 
the factors used to decide when a 
variable interest entity is subject 
to consolidation. 


VIEs can help accomplish legitimate business purposes. Nonetheless, their use was widely 
criticized in the aftermath of Enron Corporation’s 2001 collapse. Because many firms avoided 
consolidation and used VIEs for off-balance sheet financing, such entities were often charac- 
terized as vehicles to hide debt and mislead investors. Other critics observed that firms with 
variable interests recorded questionable profits on sales to their VIEs that were not arm’s- 
length transactions.! The FASB ASC Variable Interest Entities sections within the Consolida- 
tions Topic were issued in response to such financial reporting abuses. 

Accounting standards for consolidating VIEs continue to evolve over time. In 2009, the FASB 
expanded consolidation requirements for entities previously known as qualifying special purpose 
entities (QSPEs). Such QSPEs are often established to transform financial assets such as trade 
receivables, loans, or mortgages into securities that are offered in equity markets. Additionally in 
2009 the FASB adopted a new qualitative assessment for deciding whether a firm must consoli- 
date a VIE. Consolidation criteria now focus on the power to direct the activities of the entity as 
well as the obligation to absorb losses and the right to receive benefits from the VIE. 


What Is a VIE? 


A VIE can take the form of a trust, partnership, joint venture, or corporation although sometimes 
it has neither independent management nor employees. Most are established for valid business 
purposes, and transactions involving VIEs have become widespread. Common examples of VIE 
activities include transfers of financial assets, leasing, hedging financial instruments, research 
and development, and other transactions. An enterprise often sponsors a VIE to accomplish a 
well-defined and limited business activity and to provide low-cost financing. 

Low-cost financing of asset purchases is frequently a main benefit available through VIEs. 
Rather than engaging in the transaction directly, the business may sponsor a VIE to purchase 
and finance an asset acquisition. The VIE then leases the asset to the sponsor. This strategy 
saves the business money because the VIE is often eligible for a lower interest rate. This 
advantage is achieved for several reasons. First, the VIE typically operates with a very limited 
set of assets—in many cases just one asset. By isolating an asset in a VIE, the asset’s risk is iso- 
lated from the sponsoring firm’s overall risk. Thus the VIE creditors remain protected by the 
specific collateral in the asset. Second, the governing documents can strictly limit the business 
activities of a VIE. These limits further protect lenders by preventing the VIE from engaging in 
any activities not specified in its agreements. As a major public accounting firm noted, 


[t]he borrower/transferor gains access to a source of funds less expensive than would otherwise 
be available. This advantage derives from isolating the assets in an entity prohibited from under- 
taking any other business activity or taking on any additional debt, thereby creating a better 
security interest in the assets for the lender/investor.” 


Because governing agreements limit activities and decision making in most VIEs, there is often 
little need for voting stock. In fact, a sponsoring enterprise may own very little, if any, of its 
VIE’s voting stock. Prior to current consolidation requirements for VIEs, many businesses left 
such entities unconsolidated in their financial reports because technically they did not own a 
majority of the entity’s voting stock. In utilizing the VIE as a conduit to provide financing, the 
related assets and debt were effectively removed from the enterprise’s balance sheet. 


Characteristics of Variable Interest Entities 

Similar to most business entities, VIEs generally have assets, liabilities, and investors with eq- 
uity interests. Unlike most businesses, because a VIE’s activities can be strictly limited, the 
role of the equity investors can be fairly minor. The VIE may have been created specifically to 
benefit its sponsoring firm with low-cost financing. Thus, the equity investors may serve sim- 
ply as a technical requirement to allow the VIE to function as a legal entity. Because they bear 
relatively low economic risk, equity investors are typically provided only a small rate of return. 


‘In its 2001 fourth quarter 10-Q, Enron recorded earnings restatements of more than $400 million related to 
its failure to properly consolidate several of its SPEs (e.g., Chewco and LMJ1). Enron also admitted an improper 
omission of $700 million of its SPE’s debt. Within a month of the restatements, Enron filed for bankruptcy. 


2KPMG, “Defining Issues: New Accounting for SPEs,” March 1, 2002. 


EXHIBIT 6.1 
Examples of Variable 
Interests 
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Variable interests in a variable interest entity are contractual, ownership, or other pecuniary 
interests in an entity that change with changes in the entity's net asset value. Variable inter- 
ests absorb portions of a variable interest entity's expected losses if they occur or receive por- 
tions of the entity's expected residual returns if they occur. 


The following are some examples of variable interests and the related potential losses or returns: 


Variable interests Potential losses or returns 

¢ Participation rights ¢ Entitles holder to residual profits 

e Asset purchase options e Entitles holder to benefit from increases in asset 
fair values 

° Guarantees of debt ° If a VIE cannot repay liabilities, honoring a debt 
guarantee will produce a loss 

¢ Subordinated debt instruments ° If a VIE's cash flow is insufficient to repay all 


senior debt, subordinated debt may be required 
to absorb the loss 

e Lease residual value guarantees ° If leased asset declines below the residual value, 
honoring the guarantee will produce a loss 


The small equity investments normally are insufficient to induce lenders to provide a low-risk 
interest rate for the VIE. As a result, another party (often the sponsoring firm that benefits from 
the VIE’s activities) must contribute substantial resources—often loans and/or guarantees—to 
enable the VIE to secure additional financing needed to accomplish its purpose. For example, the 
sponsoring firm may guarantee the VIE’s debt, thus assuming the risk of default. Other contrac- 
tual arrangements may limit returns to equity holders while participation rights provide increased 
profit potential and risks to the sponsoring firm. Risks and rewards such as these cause the 
sponsor’s economic interest to vary depending on the created entity’s success—hence the term 
variable interest entity. In contrast to a traditional entity, a VIE’s risks and rewards are distributed 
not according to stock ownership but according to other variable interests. Exhibit 6.1 describes 
variable interests further and provides several examples. 

Variable interests increase a firm’s risk as the resources it provides (or guarantees) to the 
VIE increase. With increased risks come incentives to restrict the VIE’s decision making. In 
fact, a firm with variable interests will regularly limit the equity investors’ power through the 
VIE’s governance documents. As noted by GAAP literature, 


[i]f the total equity investment at risk is not sufficient to permit the legal entity to finance its 
activities, the parties providing the necessary additional subordinated financial support most 
likely will not permit an equity investor to make decisions that may be counter to their interests. 
[FASB ASC (para. 810-10-05-13)] 


Although the equity investors are technically the owners of the VIE, in reality they may retain 
little of the traditional responsibilities, risks, and benefits of ownership. In fact, the equity 
investors often cede financial control of the VIE to those with variable interest in exchange for 
a guaranteed rate of return. 


Consolidation of Variable Interest Entities 


Prior to current financial reporting standards, assets, liabilities, and results of operations for VIEs 
and other entities frequently were not consolidated with those of the firm that controlled the 
entity. These firms invoked a reliance on voting interests, as opposed to variable interests, to 
indicate a lack of a controlling financial interest. As legacy FASB standard FIN 46R? observed, 


....an enterprise’s consolidated financial statements include subsidiaries in which the enterprise 
has a controlling financial interest. That requirement usually has been applied to subsidiaries in 
which an enterprise has a majority voting interest, but in many circumstances, the enterprise’s 
consolidated financial statements do not include variable interest entities with which it has 
similar relationships. The voting interest approach is not effective in identifying controlling 
financial interests in entities that are not controllable through voting interests or in which the 
equity investors do not bear residual economic risk. (Summary, page 2) 


3 FASB Interpretation No. 46R (FIN 46R), “Consolidation of Variable Interest Entities,” December 2003. 
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Companies must first identify a VIE that is not subject to control through voting ownership 
interests but is nonetheless subject to their control and therefore subject to consolidation. Each 
enterprise involved with a VIE must then determine whether the financial support it provides 
makes it the primary beneficiary of the VIE’s activities. The VIE’s primary beneficiary is then 
required to include the assets, liabilities, and results of the activities of the VIE in its consoli- 
dated financial statements. 


Identification of a Variable Interest Entity 
An entity qualifies as a VIE if either of the following conditions exists: 


° The total equity at risk is not sufficient to permit the entity to finance its activities without 
additional subordinated financial support provided by any parties, including equity hold- 
ers. In most cases, if equity at risk is less than 10 percent of total assets, the risk is deemed 
insufficient.4 

¢ The equity investors in the VIE, as a group, lack any one of the following three character- 
istics of a controlling financial interest: 


1. The power, through voting rights or similar rights, to direct the activities of an entity that 
most significantly impact the entity’s economic performance. 

2. The obligation to absorb the expected losses of the entity (e.g., the primary beneficiary 
may guarantee a return to the equity investors). 

3. The right to receive the expected residual returns of the entity (e.g., the investors’ return 
may be capped by the entity’s governing documents or other arrangements with variable 
interest holders). 


Identification of the Primary Beneficiary of the VIE 


Once it is established that a firm has a relationship with a VIE, the firm must determine 
whether it qualifies as the VIE’s primary beneficiary. The primary beneficiary then must con- 
solidate the VIE’s assets, liabilities, revenues, expenses, and noncontrolling interest. An enter- 
prise with a variable interest that provides it with a controlling financial interest in a variable 
interest entity will have both of the following characteristics: 


¢ The power to direct the activities of a variable interest entity that most significantly impact 
the entity’s economic performance. 

¢ The obligation to absorb losses of the entity that could potentially be significant to the vari- 
able interest entity or the right to receive benefits from the entity that could potentially be 
significant to the variable interest entity. 


Note that these characteristics mirror those that the equity investors lack in a VIE. Instead, the 
primary beneficiary will absorb a significant share of the VIE’s losses or receive a significant 
share of the VIE’s residual returns or both. The fact that the primary beneficiary may own no 
voting shares whatsoever becomes inconsequential because such shares do not effectively give 
the equity investors power to exercise control. Thus, a careful examination of the VIE’s gov- 
erning documents, contractual arrangements among parties involved, and who bears the risk 
is necessary to determine whether a reporting entity possesses control over a VIE. 

The magnitude of the effect of consolidating an enterprise’s VIEs can be large. For exam- 
ple, Walt Disney Company disclosed that two of its major investments qualified as VIEs and 
that it now will consolidate them. In its 2008 annual report, Disney stated the following: 


The Company has a 51 percent effective ownership interest in the operations of Euro Disney and 
a 43 percent ownership interest in the operations of Hong Kong Disneyland which are both con- 
solidated as variable interest entities. 


As a result of the 2008 consolidation of these two VIEs, Disney’s total assets increased by 
$5.1 billion while its total debt increased by $3.4 billion. 


4 Alternatively, a 10 percent or higher equity interest may also be insufficient. According to GAAP, “Some 
entities may require an equity investment greater than 10 percent of their assets to finance their activities, 
especially if they engage in high-risk activities, hold high-risk assets, or have exposure to risks that are not 
reflected in the reported amounts of the entities’ assets or liabilities.” [FASB ASC (para. 810-10-25-46)] 
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Example of a Primary Beneficiary and Consolidated Variable Interest Entity 


Assume that Twin Peaks Power Company seeks to acquire a generating plant for a negotiated 
price of $400 million from Ace Electric Company. Twin Peaks wishes to expand its market 
share and expects to be able to sell the electricity generated by the plant acquisition at a profit 
to its owners. 

In reviewing financing alternatives, Twin Peaks observed that its general credit rating 
allowed for a 4 percent annual interest rate on a debt issue. Twin Peaks also explored the es- 
tablishment of a separate legal entity whose sole purpose would be to own the electric gener- 
ating plant and lease it back to Twin Peaks. Because the separate entity would isolate the 
electric generating plant from Twin Peaks’s other risky assets and liabilities and provide spe- 
cific collateral, an interest rate of 3 percent on the debt is available, producing before tax sav- 
ings of $4 million per year. To obtain the lower interest rate, however, Twin Peaks must 
guarantee the separate entity’s debt. Twin Peaks must also maintain certain of its own prede- 
fined financial ratios and restrict the amount of additional debt it can assume. 

To take advantage of the lower interest rate, on January 1, 2011, Twin Peaks establishes 
Power Finance Co., an entity designed solely to own, finance, and lease the electric generat- 
ing plant to Twin Peaks.*° The documents governing the new entity specify the following: 


¢ The sole purpose of Power Finance is to purchase the Ace electric generating plant, provide 
equity and debt financing, and lease the plant to Twin Peaks. 

¢ An outside investor will provide $16 million in exchange for a 100 percent nonvoting 
equity interest in Power Finance. 

¢ Power Finance will issue debt in exchange for $384 million. Because the $16 million equity 
investment by itself is insufficient to attract low-interest debt financing, Twin Peaks will 
guarantee the debt. 


¢ Twin Peaks will lease the electric generating plant from Power Finance in exchange for pay- 
ments of $12 million per year based on a 3 percent fixed interest rate for both the debt and 
equity investors for an initial lease term of five years. 
e At the end of the five-year lease term (or any extension), Twin Peaks must do one of the 
following: 
e Renew the lease for five years subject to the approval of the equity investor. 
e Purchase the electric generating plant for $400 million. 
¢ Sell the electric generating plant to an independent third party. If the proceeds of the 
sale are insufficient to repay the equity investor, Twin Peaks must make a payment of 
$16 million to the equity investor. 


Once the purchase of the electric generating plant is complete and the equity and debt are 
issued, Power Finance Company reports the following balance sheet: 


POWER FINANCE COMPANY 
Balance Sheet 
January 1, 2011 


Electric Generating Plant ........ $400M Long-Term Debt ............. $384M 
Owner's Equity ............-- 16M 
Total Assets .............0.. $400M Total Liabilities and OE ...... $400M 


Exhibit 6.2 shows the relationships between Twin Peaks, Power Finance, the electric generat- 
ing plant, and the parties financing the asset purchase. 

In evaluating whether Twin Peaks Electric Company must consolidate Power Finance Com- 
pany, two conditions must be met. First, Power Finance must qualify as a VIE by either (1) an 
inability to secure financing without additional subordinated support or (2) a lack of either the 


> This arrangement is similar to a “synthetic lease” commonly used in utility companies. Synthetic leases also 
can have tax advantages because the sponsoring firm accounts for them as capital leases for tax purposes. 


246 Chapter 6 


EXHIBIT 6.2 
Variable Interest Entity 
to Facilitate Financing 


Debt 
guarantee 


Twin Peaks 


Electric Co. Electric Generating Plant 


: Leases and 
Fixed lease operates plant 
payments for profit 


Power Finance Co. 
(VIE) Buys and 


owns 


risk of losses or entitlement to residual returns (or both). Second, Twin Peaks must qualify as 
the primary beneficiary of Power Finance. 

In assessing the first condition, several factors point to VIE status for Power Finance. Its 
owner’s equity comprises only 4 percent of total assets, far short of the 10 percent benchmark. 
Moreover, Twin Peaks guarantees Power Finance’s debt, suggesting insufficient equity to 
finance its operations without additional support. Finally, the equity investor appears to bear 
almost no risk with respect to the operations of the Ace electric plant. These characteristics 
indicate that Power Finance qualifies as a VIE. 

In evaluating the second condition for consolidation, an assessment is made to determine 
whether Twin Peaks qualifies as Power Finance’s primary beneficiary. Clearly, Twin Peaks has 
the power to direct Power Finance’s activities. But to qualify for consolidation, Twin Peaks 
must also have the obligation to absorb losses or the right to receive returns from the Power 
Finance—either of which could potentially be significant to Power Finance. But what possible 
losses or returns would accrue to Twin Peaks? What are Twin Peaks’s variable interests that rise 
and fall with the fortunes of Power Finance? 

As stated in the VIE agreement, Twin Peaks will pay a fixed fee to lease the electric gener- 
ating plant. It will then operate the plant and sell the electric power in its markets. If the busi- 
ness plan is successful, Twin Peaks will enjoy residual profits from operating while Power 
Finance’s equity investors receive the fixed fee. On the other hand, if prices for electricity fall, 
Twin Peaks may generate revenues insufficient to cover its lease payments while Power 
Finance’s equity investors are protected from this risk. Moreover, if the plant’s fair value 
increases significantly, Twin Peaks can exercise its option to purchase the plant at a fixed price 
and either resell it or keep it for its own future use. Alternatively, if Twin Peaks were to sell the 
plant at a loss, it must pay the equity investors all of their initial investment, furthering the loss 
to Twin Peaks. Each of these elements points to Twin Peaks as the primary beneficiary of its 
VIE through variable interests. As the primary beneficiary, Twin Peaks must consolidate the 
assets, liabilities, and results of operations of Power Finance with its own. 


Procedures to Consolidate Variable Interest Entities 

As Power Finance’s balance sheet exemplifies, VIEs typically possess only a few assets and 
liabilities. Also, their business activities usually are strictly limited. Thus, the actual proce- 
dures to consolidate VIEs are relatively uncomplicated. 
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Initial Measurement Issues 


Just as in business combinations accomplished through voting interests, the financial report- 
ing principles for consolidating variable interest entities require asset, liability, and noncon- 
trolling interest valuations. These valuations initially, and with few exceptions, are based on 
fair values. 

Recall that the acquisition method requires an allocation of the acquired business fair value 
based on the underlying fair values of its assets and liabilities. In determining the total amount to 
consolidate for a variable interest entity, the total business fair value of the entity is the sum of: 


¢ Consideration transferred by the primary beneficiary. 
¢ The fair value of the noncontrolling interest. 


The fair value principle applies to consolidating VIEs in the same manner as business combi- 
nations accomplished through voting interests. If the total business fair value of the VIE ex- 
ceeds the collective fair values of its net assets, goodwill is recognized.* Conversely, if the 
collective fair values of the net assets exceed the total business fair value, then the primary 
beneficiary recognizes a gain on bargain purchase. 

In the previous example, assuming that the debt and noncontrolling interests are stated at 
fair values, Twin Peaks simply includes in its consolidated balance sheet the Electric Generat- 
ing Plant at $400 million, the Long-Term Debt at $384 million, and a noncontrolling interest 
of $16 million. 

As a further example, General Electric Company now consolidates Penske Truck Leasing 
Company as a VIE. GE recognizes an additional $1.055 billion in goodwill and more than 
$9 billion in property, plant, and equipment from the Penske consolidation. Previously, Gen- 
eral Electric’s investment in Penske was accounted for under the equity method. 

To illustrate the initial measurement issues that a primary beneficiary faces, assume that 
Vax Company invests $5 million in TLH Property, a variable interest business entity. In agree- 
ments completed July 1, 2011, Vax establishes itself as the primary beneficiary of TLH Prop- 
erty. Previously, Vax had no interest in TLH. After Vax’s investment, TLH presents the 
following financial information at assessed fair values: 


CASH ics 2 5 ito d einai bina teseidcline gence $ 5S million 
TAINO ox ptt ied esa ep haces ae ee esse aes 20 million 
Production facility ................ 60 million 
Long-term debt ................. (65 million) 
Vax equity investment ............. (5 million) 
Noncontrolling interest ............ (See following for alternative valuations.) 


Vax will initially include each of TLH Property’s assets and liabilities at their individual fair values 
in its acquisition-date consolidated financial reports. Any excess of TLH Property’s acquisition- 
date business fair value over the collective fair values assigned to the acquired net assets must be 
recognized as goodwill. Conversely, if the collective fair values of the acquired net assets exceed 
the VIE’s business fair value, a “gain on bargain purchase” is credited for the difference. To 
demonstrate these valuation principles, we use three brief examples, each with a different business 
fair value depending on alternative assessed fair values of the noncontrolling interest. 


Total Business Fair Value of VIE Equals Assessed Net Asset Value 


In this case, assume that the noncontrolling interest fair value equals $15 million. The VIE’s 
total fair value is then $20 million ($5 million consideration paid + $15 million for the noncon- 
trolling interest). Because the total fair value is identical to the $20 million collective amount of 
the individually assessed fair values for the net assets ($85 million total assets — $65 million 
long-term debt), neither goodwill nor a gain on bargain purchase is recognized. Vax simply con- 
solidates all assets and liabilities at their respective fair values. 


5 The FASB ASC Glossary defines a business as an integrated set of activities and assets that is capable of 
being conducted and managed for the purpose of providing a return in the form of dividends, lower costs, 
or other economic benefits directly to investors or other owners, members, or participants. Alternatively, 

if the activities of the VIE are so restricted that it does not qualify as a business, the excess fair value is 
recognized as an acquisition loss, as opposed to goodwill. 
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Total Business Fair Value of VIE Is Less Than Assessed Net Asset Value 


Alternatively, assume that the value of the noncontrolling interest was assessed at only $11 mil- 
lion. In this case, TLH Property’s total fair value would be calculated at $16 million ($5 million 
consideration paid + $11 million for the noncontrolling interest). The $16 million total fair value 
compared to the $20 million assessed fair value of TLH Property’s net assets (including cash) 
produces an excess of $4 million. In essence, the business combination receives a collective 
$20 million net identifiable asset fair value in exchange for $16 million. In this case, Vax recog- 
nizes a gain on bargain purchase of $4 million in its current year consolidated income statement. 


Total Business Fair Value of VIE Is Greater Than Assessed Net Asset Value 


Finally, assume that the value of the noncontrolling interest is assessed at $20 million. In this 
case, the total fair value of TLH Property would be calculated at $25 million ($5 million con- 
sideration paid + $20 million for the noncontrolling interest). The $25 million total fair value 
compared to the $20 million assessed fair value of TLH Property’s net assets produces an ex- 
cess total fair value of $5 million. Because TLH is a business entity, Vax Company reports the 
excess $5 million as goodwill in its consolidated statement of financial position. 


Consolidation of VIEs Subsequent to Initial Measurement 

After the initial measurement, consolidations of VIEs with their primary beneficiaries should 
follow the same process as if the entity were consolidated based on voting interests. Impor- 
tantly, all intra-entity transactions between the primary beneficiary and the VIE (including 
fees, expenses, other sources of income or loss, and intra-entity inventory purchases) must be 
eliminated in consolidation. Finally, the VIE’s income must be allocated among the parties 
involved (i.e., equity holders and the primary beneficiary). For a VIE, contractual arrange- 
ments, as opposed to ownership percentages, typically specify the distribution of its income. 
Therefore, a close examination of these contractual arrangements is needed to determine the 
appropriate allocation of VIE income to its equity owners and those holding variable interests. 


Other Variable Interest Entity Disclosure Requirements 


VIE disclosure requirements are designed to provide users of financial statements with more 
transparent information about an enterprise’s involvement in a variable interest entity. The 
enhanced disclosures are required for any enterprise that holds a variable interest in a variable 
interest entity. 

Included among the enhanced disclosures are requirements to show: 


¢ The VIE’s nature, purpose, size, and activities. 

¢ The significant judgments and assumptions made by an enterprise in determining whether 
it must consolidate a variable interest entity and/or disclose information about its involve- 
ment in a variable interest entity. 

¢ The nature of restrictions on a consolidated variable interest entity’s assets and on the set- 
tlement of its liabilities reported by an enterprise in its statement of financial position, 
including the carrying amounts of such assets and liabilities. 

¢ The nature of, and changes in, the risks associated with an enterprise’s involvement with 
the variable interest entity. 

¢ How an enterprise’s involvement with the variable interest entity affects the enterprise’s 
financial position, financial performance, and cash flows. 


Enterprises that hold a significant variable interest in a VIE but are not the primary benefi- 
ciary must also disclose significant quantitative and qualitative information about the VIE and 
the enterprise’s maximum exposure to loss as a result of its involvement with the VIE. 


COMPARISONS WITH INTERNATIONAL ACCOUNTING STANDARDS 


Although IFRS does not specifically mention variable interest entities, Standing Interpreta- 
tions Committee (SIC) 12 addresses when a special purpose entity (SPE) should be consoli- 
dated. Similar to variable interest entities, SPEs may be controlled despite a lack of ownership 
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interest. If a firm controls an SPE, then it must consolidate it. Control of an SPE by an entity 
is indicated by the following factors: 


¢ The SPE conducts its activities for the benefit of the entity. 

e The entity has decision-making power over the SPE. 

¢ The entity can obtain the majority of the benefits of the SPE’s activities. 
¢ The entity has a majority of the ownership risks that arise from the SPE. 


Examples of SPEs that should be consolidated include entities set up to conduct research and 
development activities, to provide a leasing arrangement, or to create securities from financial 
assets. 

The International Accounting Standards Board has a project on its agenda to reconsider all 
of its consolidation guidance (including guidance for variable interest entities). The ultimate 
goal of both the FASB and the IASB is to work together to issue guidance that yields similar 
consolidation and disclosure results for special-purpose entities. 

Clearly, the FASB wishes to enhance disclosures for all VIEs. Because in the past VIEs 
were often created in part to keep debt off a sponsoring firm’s balance sheet, these en- 
hanced disclosures are a significant improvement in financial reporting transparency. 


INTRA-ENTITY DEBT TRANSACTIONS 


LO2 


Understand the consolidation 
procedures to eliminate all 
intra-entity debt accounts and 
recognize any associated gain 
or loss created whenever one 
company acquires an affiliate’s 
debt instrument from an outside 
party. 


The previous chapter explored the consolidation procedures required by the intra-entity 
transfer of inventory, land, and depreciable assets. In consolidating these transactions, all re- 
sulting gains were deferred until earned through either the use of the asset or its resale to 
outside parties. Deferral was necessary because these gains, although legitimately recog- 
nized by the individual companies, were unearned from the perspective of the consolidated 
entity. The separate financial information of each company was adjusted on the worksheet 
to be consistent with the view that the related companies actually composed a single eco- 
nomic concern. 

This same objective applies in consolidating all other intra-entity transactions: The finan- 
cial statements must represent the business combination as one enterprise rather than as a 
group of independent organizations. Consequently, in designing consolidation procedures for 
intra-entity transactions, the effects recorded by the individual companies first must be iso- 
lated. After the impact of each action is analyzed, worksheet entries recast these events from 
the vantage point of the business combination. Although this process involves a number of nu- 
ances and complexities, the desire for reporting financial information solely from the per- 
spective of the consolidated entity remains constant. 

We introduced the intra-entity sales of inventory, land, and depreciable assets to- 
gether (in Chapter 5) because these transfers result in similar consolidation procedures. 
In each case, one of the affiliated companies recognizes a gain prior to the time the 
consolidated entity actually earned it. The worksheet entries required by these transac- 
tions simply realign the separate financial information to agree with the viewpoint of the 
business combination. The gain is removed and the inflated asset value is reduced to his- 
torical cost. 

The next section of this chapter examines the intra-entity acquisition of bonds and notes. 
Although accounting for the related companies as a single economic entity continues to be the 
central goal, the consolidation procedures applied to intra-entity debt transactions are in dia- 
metric contrast to the process utilized in Chapter 5 for asset transfers. 

Before delving into this topic, note that direct loans used to transfer funds between affili- 
ated companies create no unique consolidation problems. Regardless of whether bonds or 
notes generate such amounts, the resulting receivable/payable balances are necessarily identi- 
cal. Because no money is owed to or from an outside party, these reciprocal accounts must be 
eliminated in each subsequent consolidation. A worksheet entry simply offsets the two corre- 
sponding balances. Furthermore, the interest revenue/expense accounts associated with direct 
loans also agree and are removed in the same fashion. 
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Acquisition of Affiliate’s Debt from an Outside Party 
The difficulties encountered in consolidating intra-entity liabilities relate to a specific type of 
transaction: the purchase from an outside third party of an affiliate ’s debt instrument. A par- 
ent company, for example, could acquire a bond previously issued by a subsidiary on the open 
market. Despite the intra-entity nature of this transaction, the debt remains an outstanding 
obligation of the original issuer but is recorded as an investment by the acquiring company. 
Thereafter, even though related parties are involved, interest payments pass periodically be- 
tween the two organizations. 

Although the individual companies continue to report both the debt and the investment, from 
a consolidation viewpoint this liability is retired as of the acquisition date. From that time for- 
ward, the debt is no longer owed to a party outside the business combination. Subsequent inter- 
est payments are simply intra-entity cash transfers. To create consolidated statements, worksheet 
entries must be developed to adjust the various balances to report the debt’s effective retirement. 

Acquiring an affiliate’s bond or note from an unrelated party poses no significant consoli- 
dation problems if the purchase price equals the corresponding book value of the liability. 
Reciprocal balances within the individual records would always be identical in value and eas- 
ily offset in each subsequent consolidation. 

Realistically, though, such reciprocity is rare when a debt is purchased from a third party. 
A variety of economic factors typically produce a difference between the price paid for the 
investment and the carrying amount of the obligation. The debt is originally sold under mar- 
ket conditions at a particular time. Any premium or discount associated with this issuance is 
then amortized over the life of the bond, creating a continuous adjustment to book value. The 
acquisition of this instrument at a later date is made at a price influenced by current economic 
conditions, prevailing interest rates, and myriad other financial and market factors. 

Therefore, the cost paid to purchase the debt could be either more or less than the book 
value of the liability currently found within the issuing company’s financial records. Jo the 
business combination, this difference is a gain or loss because the acquisition effectively re- 
tires the bond; the debt is no longer owed to an outside party. For external reporting purposes, 
this gain or loss must be recognized immediately by the consolidated entity. 


Accounting for Intra-Entity Debt Transactions—Individual 
Financial Records 


The accounting problems encountered in consolidating intra-entity debt transactions are 
fourfold: 


1. Both the investment and debt accounts must be eliminated now and for each future consol- 
idation despite containing differing balances. 

2. Subsequent interest revenue/expense (as well as any interest receivable/payable accounts) 
must be removed although these balances also fail to agree in amount. 

3. Changes in all of the preceding accounts occur constantly because of the amortization 
process. 

4. The business combination must recognize the gain or loss on retirement of the debt, even 
though this balance does not appear within the financial records of either company. 


To illustrate, assume that Alpha Company possesses an 80 percent interest in the outstand- 
ing voting stock of Omega Company. On January 1, 2009, Omega issued $1 million in 10-year 
bonds paying cash interest of 9 percent annually. Because of market conditions prevailing on 
that date, Omega sold the debt for $938,555 to yield an effective interest rate of 10 percent per 
year. Shortly thereafter, the prime interest rate began to fall, and by January 1, 2011, Omega 
made the decision to retire this debt prematurely and refinance it at the currently lower rates. 
To carry out this plan, Alpha purchased all of these bonds in the open market on January 1, 
2011, for $1,057,466. This price was based on an effective yield of 8 percent, which is as- 
sumed to be in line with the interest rates at the time. 

Many reasons could exist for having Alpha, rather than Omega, reacquire this debt. For ex- 
ample, company cash levels at that date could necessitate Alpha’s role as the purchasing agent. 
Also, contractual limitations can prohibit Omega from repurchasing its own bonds. 
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In accounting for this business combination, an early extinguishment of the debt has oc- 
curred. Thus, the difference between the $1,057,466 payment and the January 1, 2011, book 
value of the liability must be recognized in the consolidated statements as a gain or loss. The 
exact account balance reported for the debt on that date depends on the amortization process. 
Although the issue was recorded initially at the $938,555 exchange price, after two years the 
carrying value increased to $946,651, calculated as follows:’ 


Bonds Payable—Book Value—January 1, 2011 


Book Effective Interest Cash Year-End 
Year Value (10 percent rate) Interest Amortization Book Value 
2009 $938,555 $93,855 $90,000 $3,855 $942,410 
2010 942,410 94,241 90,000 4,241 946,651 


Because Alpha paid $110,815 in excess of the recorded liability ($1,057,466 — $946,651), 
the consolidated entity must recognize a loss of this amount. After the loss has been acknowl- 
edged, the bond is considered to be retired and no further reporting is necessary by the busi- 
ness combination after January 1, 2011. 

Despite the simplicity of this approach, neither company accounts for the event in this man- 
ner. Omega retains the $1 million debt balance within its separate financial records and amor- 
tizes the remaining discount each year. Annual cash interest payments of $90,000 (9 percent) 
continue to be made. At the same time, Alpha records the investment at the historical cost of 
$1,057,466, an amount that also requires periodic amortization. Furthermore, as the owner of 
these bonds, Alpha receives the $90,000 interest payments made by Omega. 

To organize the accountant’s approach to this consolidation, a complete analysis of the sub- 
sequent financial recording made by each company should be produced. Omega records only 
two journal entries during 2011 assuming that interest is paid each December 31: 


Omega Company’s Financial Records 
12/31/11 IMtEKESTEEXDGMS Ch esaeesee eat econ steea ety mUete a eon ae ane ewes seem 90,000 
(GEIS TS suas Sein eet eine Gan Rteaa ante ere 4 Ease 90,000 
To record payment of annual cash interest on $1 million, 
9 percent bonds payable. 
12/31/11 IMtEKEStEEX DEMS Chee terse raat acces aatar aie re eee On secteur sama 4,665 
Bonds Payable (or Discount on Bonds Payable) ......... 4,665 
To adjust interest expense to effective rate based on original 


yield rate of 10 percent ($946,651 book value for 
2011 X 10% = $94,665). Book value increases to $951,316. 


Concurrently, Alpha journalizes entries to record its ownership of this investment: 


Alpha Company's Financial Records 
1/1/11 Investment in Omega Company Bonds.............-..-- 1,057,466 
(GEIS Mie save ie aes Bmore aimee rn Eman el cre eit 1,057,466 
To record acquisition of $1,000,000 in Omega Company 
bonds paying 9 percent cash interest, acquired to yield an 
effective rate of 8 percent. 


7 The effective rate method of amortization is demonstrated here because this approach is theoretically 
preferable. However, the straight-line method can be applied if the resulting balances are not materially 
different than the figures computed using the effective rate method. 


252 Chapter 6 


EXHIBIT 6.3 


12/31/11 (Gas eee eee can kana OBR ER, Wie Once SaNe. Do Re PER eed 90,000 
IntereSBINGOMmeassrsee sentence ae ee 90,000 


To record receipt of cash interest from Omega Company 
bonds ($1,000,000 x 9%). 


12/31/11 Imtenestalme@ on Gee ee ee tere a tt eee en eee went ee ne eee 5,403 
Investment in Omega Company Bonds .............. 5,403 


To reduce $90,000 interest income to effective rate 

based on original yield rate of 8 percent ($1,057,466 book 
value for 2011 X 8% = $84,597). Book value decreases 
to $1,052,063. 


Even a brief review of these entries indicates that the reciprocal accounts to be eliminated 
within the consolidation process do not agree in amount. You can see the dollar amounts 
appearing in each set of financial records in Exhibit 6.3. Despite the presence of these 
recorded balances, none of the four intra-entity accounts (the liability, investment, interest 
expense, and interest revenue) appears in the consolidated financial statements. The only figure 
that the business combination reports is the $110,815 loss created by the extinguishment of 
this debt. 


Effects on Consolidation Process 

As previous discussions indicated, consolidation procedures convert information generated by 
the individual accounting systems to the perspective of a single economic entity. A worksheet 
entry is therefore required on December 31, 2011, to eliminate the intra-entity balances shown 
in Exhibit 6.3 and to recognize the loss resulting from the repurchase. Mechanically, the dif- 
ferences in the liability and investment balances as well as the interest expense and interest in- 
come accounts stem from the $110,815 difference between the purchase price of the investment 
and the book value of the liability. Recognition of this loss, in effect, bridges the gap between 
the divergent figures. 


Consolidation Entry B (December 31, 2011) 


BondstRayables wesc steer ryt greae ce rape vr est ria Ar ener Recs ie teens 951,316 

IMteneSty IME Ones ee: eases res Se eee ee ee ee ee ae i eee 84,597 

Ors ln GWEN OF BONG) senccesesotseneseoescecasucesacceoucee 110,815 
Investment in Omega Company Bonds .............-..--++-+---- 1,052,063 
ImbenestiEXpeGmS@kwytone aecatr yer sp ackare eats melas erry ease eeusclts ues: 94,665 


To remove intra-entity bonds and related interest accounts 
and record loss on the early extinguishment of this debt. 
(Labeled “B” in reference to bonds.) 


ALPHA COMPANY AND OMEGA COMPANY 
Effects of Intra-Entity Debt Transaction 


2011 
Omega Alpha 

Company Company 
Reported Debt Investment 

POMMMINLETESCXDEMSG tame ran es ey it a nen $ 94,665 $ -0- 
ZOMMeinterestingcomela meme Nee een eee ee —0- (84,597) 
Bomds payable xin nnn anneal eure meni nas ena ests re (951,316) —0- 
Kawessiinaretm tin loxorels, IQBMWANII .25es0cencccesesucces —0- 1,052,063 
FOSSOMINGTIFEIMeM Lanerarsy ee ene we rare ean aaa eee a -0- —0- 


Note: Parentheses indicate credit balances. 
*Company total is adjusted for 2011 amortization of $4,665 (see journal entry). 
+Adjusted for 2011 amortization of $5,403 (see journal entry). 
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The preceding entry successfully transforms the separate financial reporting of Alpha and 
Omega to that appropriate for the business combination. The objective of the consolidation 
process has been met: The statements present the bonds as having been retired on January 1, 
2011. The debt and the corresponding investment are eliminated along with both interest 
accounts. Only the loss now appears on the worksheet to be reported within the consolidated 
financial statements. 


Assignment of Retirement Gain or Loss 

Perhaps the most intriguing issue in accounting for intra-entity debt transactions to be ad- 
dressed concerns the assignment of any gains and losses created by the retirement. Should the 
$110,815 loss just reported be attributed to Alpha or to Omega? From a practical perspective, 
this assignment is important only in calculating and reporting noncontrolling interest figures. 
However, at least four different possible allocations can be identified, each of which demon- 
strates theoretical merit. 

First, a strong argument can be made that the liability hypothetically extinguished is that of 
the issuing company and, thus, any resulting income relates solely to that party. This approach 
assumes that the retirement of any obligation affects only the debtor. Proponents of this posi- 
tion hold that the acquiring company is merely serving as a purchasing agent for the bonds’ 
original issuer. Accordingly, in the previous illustration, the benefits derived from paying off 
the liability should accrue to Omega because refinancing reduced its interest rate. It incurred 
the loss solely to obtain these lower rates. Therefore, under this assumption, the entire 
$110,815 is assigned to Omega, the issuer of the debt. This assignment is usually considered 
to be consistent with the economic unit concept. 

Second, other accountants argue that the loss should be assigned solely to the investor 
(Alpha). According to proponents of this approach, the acquisition of the bonds and the price 
negotiated by the buyer created the income effect. 

A third hypothesis is that the resulting gain or loss should be split in some manner between 
the two companies. This approach is consistent with both the parent company concept and pro- 
portionate consolidation. Because both parties are involved with the debt, this proposition con- 
tends that assigning income to only one company is arbitrary and misleading. Normally, such 
a division is based on the original face value of the debt. Hence, $57,466 of the loss would be 
allocated to Alpha with the remaining $53,349 assigned to Omega: 


Alpha Omega 
Purchase price ............ $1,057,466  Bookvalue ............... $ 946,651 
Face value ............... 1,000,000 Facevalue ............... 1,000,000 
Loss—Alpha ............ $ 57,466 Loss—Omega ........... $ 53,349 


Allocating the loss in this manner is an enticing solution; the subsequent accounting 
process creates an identical division within the individual financial records. Because both 
Alpha’s premium and Omega’s discount must be amortized, the loss figures eventually affect 
the respective companies’ reported earnings. Over the life of the bond, Alpha records the 
$57,466 as an interest income reduction, and Omega increases its own interest expense by 
$53,349 because of the amortization of the discount. 

A fourth perspective takes a more practical view of intra-entity debt transactions: The par- 
ent company ultimately orchestrates all repurchases. As the controlling party in a business 
combination, the ultimate responsibility for retiring any obligation lies with the parent. The 
gain or loss resulting from the decision should thus be assigned solely to the parent regardless 
of the specific identity of the debt issuer or the acquiring company. In the current example, 
Alpha maintains control over Omega. Therefore, according to this theory, the financial conse- 
quences of reacquiring these bonds rest with Alpha so that the entire $110,815 loss must be 
attributed to it. 

Each of these arguments has conceptual merit, and if the FASB eventually sets an official 
standard, any one approach (or possibly a hybrid) could be required. Unless otherwise stated, 
however, all income effects in this textbook relating to intra-entity debt transactions are 


Discussion Question 
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WHO LOST THIS $300,000? 


Several years ago, Penston Company purchased 90 percent of the outstanding shares of 
Swansan Corporation. Penston made the acquisition because Swansan produced a vital 
component used in Penston’s manufacturing process. Penston wanted to ensure an ade- 
quate supply of this item at a reasonable price. The former owner, James Swansan, re- 
tained the remaining 10 percent of Swansan’s stock and agreed to continue managing 
this organization. He was given responsibility for the subsidiary’s daily manufacturing op- 
erations but not for any financial decisions. 

Swansan’s takeover has proven to be a successful undertaking for Penston. The sub- 
sidiary has managed to supply all of the parent's inventory needs and distribute a variety 
of items to outside customers. 

At a recent meeting, Penston’s president and the company’s chief financial officer be- 
gan discussing Swansan’s debt position. The subsidiary had a debt-to-equity ratio that 
seemed unreasonably high considering the significant amount of cash flows being gener- 
ated by both companies. Payment of the interest expense, especially on the subsidiary’s 
outstanding bonds, was a major cost, one that the corporate officials hoped to reduce. 
However, the bond indenture specified that Swansan could retire this debt prior to ma- 
turity only by paying 107 percent of face value. 

This premium was considered prohibitive. Thus, to avoid contractual problems, Penston 
acquired a large portion of Swansan’s liability on the open market for 101 percent of face 
value. Penston‘s purchase created an effective loss of $300,000 on the debt, the excess of 
the price over the book value of the debt, as reported on Swansan’‘s books. 

Company accountants currently are computing the noncontrolling interest’'s share of 
consolidated net income to be reported for the current year. They are unsure about the 
impact of this $300,000 loss. The subsidiary's debt was retired, but officials of the parent 
company made the decision. Who lost this $300,000? 


assigned solely to the parent company, as discussed in the final approach. Consequently, the 
results of extinguishing debt always are attributed to the party most likely to have been 
responsible for the action. 


Intra-Entity Debt Transactions—Subsequent to Year of Acquisition 
Even though the preceding Entry B correctly eliminates Omega’s bonds in the year of retire- 
ment, the debt remains within the financial accounts of both companies until maturity. There- 
fore, in each succeeding time period, all balances must again be consolidated so that the 
liability is always reported as having been extinguished on January 1, 2011. Unfortunately, a 
simple repetition of Entry B is not possible. Developing the appropriate worksheet entry is 
complicated by the amortization process that produces continual change in the various account 
balances. Thus, as a preliminary step in each subsequent consolidation, current book values, 
as reported by the two parties, must be identified. 

To illustrate, the 2012 journal entries for Alpha and Omega follow. Exhibit 6.4 (on the 
following page) shows the resulting account balances as of the end of that year. 


Omega Company's Financial Records—December 31, 2012 
Tait =f nis te tof) (Ket take et ten Gee Pewtna uae ach ee cua Uriie, ox aay Auduauadoreunt ts ce ariar eects oe 90,000 
(Gaskin Crogsemcahecetnedens oun cei a Ite hc mneee ee HEU caper cea me Renee oes 90,000 


To record payment of annual cash interest on $1 million, 
9 percent bonds payable. 


Tit =| Reis tet of =) ey. actees cacee ors maths case ra ea ee erent ie, eh een micaavadorein cea muaraeaun ees 5) 2 


Bonds Payable (or Discount on Bonds Payable) .................. 5), 1132 


To adjust interest expense to effective rate based on an original yield 
rate of 10 percent ($951,316 book value for 2012 x 10% = $95,132). 
Book value increases to $956,448. 
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Seren ALPHA COMPANY AND OMEGA COMPANY 
Effects of Intra-Entity Debt Transactions 
2012 
Alpha 
Omega Company Company 
Reported Debt Investment 
2ONZsINteTeSteXPeNSE* mae moc ect e e e eee eee Seo b nls? -0- 
ZO PAnterestincomedeae were eee meee re -0- $ (84,165) 
Bondsipayablesincr resem sec acenan nicciae ca ieeene re ccarecn: (956,448) —0- 
anesiiinetant tin) lovormels, IAW .cncosnsonscccneeeane —0- 1,046,228 
Income effect within retained earnings, 1/1/12# ......... 94,665 (84,597) 
Note: Parentheses indicate credit balances. 
*Company total is adjusted for 2012 amortization of $5,132 (see journal entry). 
+Adjusted for 2012 amortization of $5,835 (see journal entry). 
{The balance shown for the Retained Earnings account of each company represents the 2011 reported interest figures. 
Alpha Company's Financial Records—December 31, 2012 
MEAS ig arte erste Nees ee me ee ep eM cee rie ep aeen SERA C NS 90,000 
IntenestelMGOnne gees nc tear tt eee y aca ec eer en ene an Banari eas Ryne 90,000 
To record receipt of cash interest from Omega Company bonds. 
niet (eta s Kaleo ln alev Merete wes caeeaasaseneaatinta ery ecerre cece cusetaun cuentas meuayerey ecenra te cia 5,835 
Investment in Omega Company Bonds ..............+-.-0-0ee- 5,835 


To reduce $90,000 interest income to effective rate based on an 
original yield rate of 8 percent ($1,052,063 book value for 
2012 X 8% = $84,165). Book value decreases to $1,046,228. 


After the information in Exhibit 6.4 has been assembled, the necessary consolidation entry 
as of December 31, 2012, can be produced. This entry removes the balances reported at that 
date for the intra-entity bonds, as well as both of the interest accounts, to reflect the extin- 
guishment of the debt on January 1, 2011. Because retirement occurred in a prior period, the 
worksheet adjustment must also create a $110,815 reduction in Retained Earnings to represent 
the original loss, but net of prior year’s discount and premium amortizations. 


Consolidation Entry *B (December 31, 2012) 


BomdsiRayablers sarees terres tre trmente cute: Ree ere were eee erre eee eer teas 956,448 
IMmbeneStalmeOmaC ayers reel rcecicesr ees ere eevee cuca curcueh cate a sate mn prytrrarep aires 84,165 
newline! Eeninines, WVAIZ UNION) accosgacduconeecoeuspdnsusgdecos 100,747 
Investment in Omega Company Bonds ...............-++---0- 1,046,228 
IMterest ExXMenS@smyta rate nonce noua ene aie comeiee Sete yeep eee trans 95, (32 


To eliminate intra-entity bond and related interest accounts 
and to adjust Retained Earnings from $10,068 (currently 
recorded net debit balance) to $110,815. (Labeled “*B” 

in reference to prior year bond transaction.) 


Analysis of this latest consolidation entry should emphasize several important factors: 


1. The individual account balances change during the present fiscal period so that the current 
consolidation entry differs from Entry B. These alterations are a result of the amortization 
process. To ensure the accuracy of the worksheet entry, the adjusted balances are isolated 
in Exhibit 6.4. 

2. As indicated previously, all income effects arising from intra-entity debt transactions are as- 
signed to the parent company. For this reason, the adjustment to beginning Retained Earn- 
ings in Entry *B is attributed to Alpha as is the $10,967 increase in current income 
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($95,132 interest expense elimination less the $84,165 interest revenue elimination).® Con- 
sequently, the noncontrolling interest balances are not altered by Entry *B. 

3. The 2012 reduction to beginning Retained Earnings in Entry *B ($100,747) does not agree 
with the original $110,815 retirement loss. The individual companies have recorded a net 
deficit balance of $10,068 (the amount by which previous interest expense exceeds interest 
revenue) at the start of 2012. To achieve the proper consolidated total, an adjustment of 
only $100,747 is required ($110,815 — $10,068). 


Retained earnings balance—consolidation perspective 


(loss on retirement of debt).......0....00....0.0.0000. $110,815 
Individual retained earnings balances, 1/1/12: 

Omega Company (interest expense—2011)............... $ 94,665 

Alpha Company (interest income—2011) ................ (84,597) 10,068 
Adjustment to consolidated retained earnings, 1/1/12......... $100,747 


Parentheses indicate a credit balance. 


The periodic amortization of both the bond payable discount and the premium on the in- 
vestment impacts the interest expense and revenue recorded by the two companies. As this 
schedule shows, these two interest accounts do not offset exactly; a $10,068 net residual 
amount remains in Retained Earnings after the first year. Because this balance continues to 
increase each year, the subsequent consolidation adjustments to record the loss decrease to 
$100,747 in 2012 and constantly lesser thereafter. Over the life of the bond, the amortiza- 
tion process gradually brings the totals in the individual Retained Earnings accounts into 
agreement with the consolidated balance. 

4. Entry *B as shown is appropriate for consolidations in which the parent has applied either 
the initial value or the partial equity method. However, a deviation is required if the parent 
uses the equity method for internal reporting purposes. Properly applying the equity method 
ensures that the parent’s income and, hence, its retained earnings are correctly stated prior to 
consolidation. Alpha would have already recognized the loss in accounting for this invest- 
ment. Consequently, when the parent applies the equity method, no adjustment to Retained 
Earnings is needed. In this one case, the $100,747 debit in Entry *B is made to the Invest- 
ment in Omega Company (instead of Retained Earnings) because the loss has become a 
component of that account. 


SUBSIDIARY PREFERRED STOCK 


LO3 


Understand that subsidiary 
preferred stocks not owned by 
the parent are a component of 
the noncontrolling interest 
and are initially valued at 
acquisition-date fair value. 


Although both small and large corporations routinely issue preferred shares, their presence 
within a subsidiary’s equity structure adds a new dimension to the consolidation process. What 
accounting should be made of a subsidiary’s preferred stock and the parent’s payments that are 
made to acquire these shares? 

Recall that preferred shares, although typically nonvoting, possess other “preferences” over 
common shares such as a cumulative dividend preference or participation rights. Preferred 
shares may even offer limited voting rights. Nonetheless, preferred shares are considered as a 
part of the subsidiary’s stockholders’ equity and their treatment in the parent’s consolidated 
financial reports closely follows that for common shares. 

The existence of subsidiary preferred shares does little to complicate the consolidation 
process. The acquisition method values all business acquisitions (whether 100 percent or less 
than 100 percent acquired) at their full fair values. In accounting for the acquisition of a sub- 
sidiary with preferred stock, the essential process of determining the acquisition-date business 
fair value of the subsidiary remains intact. Any preferred shares not owned by the parent 


8 Had the effects of the retirement been attributed solely to the original issuer of the bonds, the $10,967 
addition to current income would have been assigned to Omega (the subsidiary), thus creating a change in 
the noncontrolling interest computations. 
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simply become a component of the noncontrolling interest and are included in the subsidiary 
business fair-value calculation. The acquisition-date fair value for any subsidiary common 
and/or preferred shares owned by outsiders becomes the basis for the noncontrolling interest 
valuation in the parent’s consolidated financial reports. 

To illustrate, assume that on January 1, 2011, High Company acquires control over Low 
Company by purchasing 80 percent of its outstanding common stock and 60 percent of its 
nonvoting, cumulative, preferred stock. Low owns land undervalued in its records by 
$100,000, but all other assets and liabilities have fair values equal to their book values. High 
paid a purchase price of $1 million for the common shares and $62,400 for the preferred. On 
the acquisition date, the 20 percent noncontrolling interest in the common shares had a fair 
value of $250,000 and the 40 percent preferred stock noncontrolling interest had a fair value 
of $41,600. 

Low’s capital structure immediately prior to the acquisition is shown below: 


Common stock, $20 par value (20,000 shares outstanding) ............... $ 400,000 
Preferred stock, 6% cumulative with a par value of $100 
(1,000 shares outstanding) ...... 0.0.0.0... eee 100,000 
Additional paid-in capital 2.0.2.2... eee 200,000 
Retained earningS .... 20... 0.0.0 eee eee 516,000 
Total stockholders’ equity (book value) .... 2.2.0.0... 00.000 c eee $1,216,000 


Exhibit 6.5 shows High’s calculation of the acquisition-date fair value of Low and the alloca- 
tion of the difference between the fair and book values to land and goodwill. 

As seen in Exhibit 6.5, the subsidiary’s ownership structure (i.e., comprising both preferred 
and common shares) does not affect the fair-value principle for determining the basis for con- 
solidating the subsidiary. Moreover, the acquisition method follows the same procedure for cal- 
culating business fair value regardless of the various preferences the preferred shares may 
possess. Any cumulative or participating preferences (or any additional rights) attributed to the 
preferred shares are assumed to be captured by the acquisition-date fair value of the shares and 
thus automatically incorporated into the subsidiary’s valuation basis for consolidation. 

By utilizing the information above, we next construct a basic worksheet entry as of Janu- 
ary 1, 2011 (the acquisition date). In the presence of both common and preferred sub- 
sidiary shares, combining the customary consolidation entries S and A avoids an unnecessary 
allocation of the subsidiary’s retained earnings across these equity shares. The combined 


LOW COMPANY 
Acquisition-Date Fair Value 
January 1, 2011 


Consideration transferred for 80% interest in Low‘s common stock . . $1,000,000 
Consideration transferred for 60% interest in Low's preferred stock . 62,400 
Noncontrolling interest in Low’s common stock (20%) ........... 250,000 
Noncontrolling interest in Low's preferred stock (40%) ........... 41,600 

Tovall vatir Valle or ow On WIV nyse anc enaucsuuasvaunapnanna $1,354,000 


HIGH’S ACQUISITION OF LOW 
Excess Fair Value Over Book Value Allocation 
January 1, 2011 


[Lonny (Colnnyorelnhy (SUSINESS TEN WAIVE . 2 cccuesacceunesvanungouuse $1,354,000 
[Lowy Colin SeMnhy NOOK WEIS 2g a caccesuauveasasaugagnagunsadgebe 1,216,000 
Excess acquisition-date fair value over book value ............... $ 138,000 
/MSololntetohveiiE inch ate te Ae ee as Pena aeeaaa cal and oo wee ead ex $100,000 
PNscifojaretal iwop(ofolo(oWlllita ny aah ao dab ane eea hho Ge oan hbo aoe 38,000 138,000 


= 
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consolidation entry also recognizes the allocations made to the undervalued land and good- 
will. No other consolidation entries are needed because no time has passed since the acquisi- 
tion took place. 


Consolidation Entries S and A (combined) 


GOMMOMEStOCKA (EO W) Hemme ae iets ae esa a ee er eee Pe 400,000 

PreferredkStocki Low) eae ar ten ee eee Ree ea 100,000 

/Nololiitomell Peneklim Ceyoitiall (UOWM) 2a. coceccauncnesanedouduaapasudone 200,000 

RetaimediEarmimgse how) eer. co eee eee ween eee renee tom tante orate gene yeaa nseuere 516,000 

[WEY AVS thc ibe aites dreamers Seah ace ene cree ads cet cae Se ae para aw en a Leer 100,000 

(GOO W IIe ewan wenn Oi cree Sirs 2a ane Aveo nO ta ie sce eames 38,000 
Inwesinneint in lows @omnmanon Sted< 5..2cccocscoecsecucacsesucee 1,000,000 
Investment in Low's preferred stock ...........0 00.0 ccc eee eee 62,400 
NfetncoinicolllinonWes GaaguedaansaneeowenesedeedaannQutabor 291,600 


To eliminate the subsidiary’s common and preferred shares, recognize the 
fair values of the subsidiary’s assets, and recognize the outside ownership. 


The above combined consolidation entry recognizes the noncontrolling interest as the total of 
acquisition-date fair values of $250,000 for the common stock and $41,600 for the preferred 
shares. Consistent with previous consolidation illustrations throughout the text, the entire 
subsidiary’s stockholders’ equity section is eliminated along with the parent’s investment 
accounts—in this case for both the common and preferred shares. 


Allocation of Subsidiary Income 


The final factor influencing a consolidation that includes subsidiary preferred shares is the 
allocation of the company’s income between the two types of stock. A division must be made 
for every period subsequent to the takeover (1) to compute the noncontrolling interest’s share 
and (2) for the parent’s own recognition purposes. For a cumulative, nonparticipating pre- 
ferred stock such as the one presently being examined, only the specified annual dividend is 
attributed to the preferred stock with all remaining income assigned to common stock. Con- 
sequently, if we assume that Low reports earnings of $100,000 in 2011 while paying the an- 
nual $6,000 dividend on its preferred stock, we allocate income for consolidation purposes 
as follows: 


Income 
Subsidiary tOtal iiss feccov een deg Soneeeace ee yim ae are eee Gaines aurea Baleares $100,000 
Preferred stock (6% dividend x $100,000 par value of the stock) ............. $ 6,000 
Common stock (residual amount) .......0.000 0000000 eee 94,000 


During 2011, High Company, as the parent, is entitled to $3,600 in dividends from Low’s 
preferred stock because of its 60 percent ownership. In addition, High holds 80 percent of 
Low’s common stock so that another $75,200 of the income ($94,000 X 80%) is attributed 
to the parent. The noncontrolling interest in the subsidiary’s income can be calculated in a 
similar fashion: 


Percentage 
Outside Noncontrolling 
Ownership Interest 
Preferred stock dividend ................... $ 6,000 40% $ 2,400 
Income attributed to common stock .......... 94,000 20 18,800 


Noncontrolling interest in subsidiary’s income . . $21,200 


Variable Interest Entities, Intra-Entity Debt, Consolidated Cash Flows, and Other Issues 259 


CONSOLIDATED STATEMENT OF CASH FLOWS 


LO4 


Prepare a consolidated 
statement of cash flows. 


Current accounting standards require that companies include a statement of cash flows among 
their consolidated financial reports. The main purpose of the statement of cash flows is to pro- 
vide information about the entity’s cash receipts and cash payments during a period. The state- 
ment is also designed to show why an entity’s net income is different from its operating cash 
flows. For a consolidated entity, the cash flows relate to the entire business combination 
including the parent and all of its subsidiaries. 

The statement of cash flows allocates the consolidated entity’s overall change in cash dur- 
ing a period to three separate categories: 


¢ Cash flows from operating activities. 
¢ Cash flows from investing activities. 
¢ Cash flows from financing activities. 


The cash flows from operating activities can be shown using either the indirect approach or the 
direct approach. The indirect approach begins with consolidated net income and then adds and 
subtracts various items to adjust the accrual number to a cash flow amount. The direct ap- 
proach examines cash flows directly from distinct sources that typically include revenues, pur- 
chases of inventory, and cash payments of other expenses. However, firms using the direct 
approach must also supplement the statement with the calculation of cash flows from operat- 
ing activities using the indirect approach. 

The consolidated statement of cash flows is not prepared from the individual cash flow 
statements of the separate companies. Instead, the consolidated income statements and bal- 
ance sheets are first brought together on the worksheet. The cash flows statement is then 
based on the resulting consolidated figures. Thus, this statement is not actually produced 
by consolidation but is created from numbers generated by the process. Because special ac- 
counting procedures are needed in the period when the parent acquires a subsidiary, we 
first discuss preparation of the consolidated statement of cash flows for periods in which 
an acquisition takes place, followed by statement preparation in periods subsequent to 
acquisition. 


Acquisition Period Statement of Cash Flows 


If a business combination occurs during a particular reporting period, the consolidated cash 
flow statement must properly reflect several considerations. For many business combinations, 
the following issues frequently are present: 


Business Acquisitions in Exchange for Cash 


Cash purchases of businesses are an investing activity. The net cash outflow (cash paid less 
subsidiary cash acquired) is reported as the amount paid in a business acquisition.? 


Operating Cash Flow Adjustments 


Keeping in mind that the focus is on the consolidated entity’s cash flows (not just the parent’s), 
consolidated net income is the starting point for the indirect calculation of consolidated oper- 
ating cash flows. Recall that consolidated net income includes only postacquisition subsidiary 
revenues and expenses. Therefore the adjustment to the accrual-based income number must 
also reflect only postacquisition amounts for the subsidiary. One important category of ad- 
justments to consolidated net income to arrive at cash flows from operations involves changes 
in current operating accounts. Intraperiod acquisitions require special consideration in calcu- 
lating changes in these current operating accounts. 

For example, an increase in an accounts receivable balance typically indicates that a 
firm’s accrual-based sales exceed the actual cash collections for sales during a period. 


° For acquisitions that do not involve cash, or only partially involve cash, the details of the acquisitions should 
be provided in a supplemental section of the statement of cash flows for “significant noncash investing and 
financing activities. ” 
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Therefore, in computing operating cash flows, the increase in accounts receivable are de- 
ducted from the sales amount (direct method) or the net income (indirect method). However, 
when an acquisition takes place, the change in accounts receivable will often include 
amounts from the newly acquired subsidiary. Because the consolidated entity recognizes 
only postacquisition subsidiary revenues, such acquired receivables do not reflect sales that 
have been made by the consolidated entity. Therefore any subsidiary acquisition-date cur- 
rent operating account balances must be removed from the change in accounts receivable 
calculation. 

In fact, any changes in operating balance sheet accounts (accounts receivable, inventory, 
accounts payable, etc.) must be computed net of the amounts acquired in the combination. Use 
of the direct approach of presenting operating cash flows also reports the separate computa- 
tions of cash collected from customers and cash paid for inventory net of effects of any 
acquired businesses. 


Excess Fair Value Amortizations 


Any adjustments arising from the subsidiary’s revenues or expenses (e.g., depreciation, amor- 
tization) must reflect only postacquisition amounts. Closing the subsidiary’s books at the date 
of acquisition facilitates the determination of the appropriate current year postacquisition sub- 
sidiary effects on the consolidated entity’s cash flows. 


Subsidiary Dividends Paid 


The cash outflow from dividends paid by a subsidiary only leaves the consolidated entity when 
paid to the noncontrolling interest. Thus dividends paid by a subsidiary to its parent do not ap- 
pear as financing outflows. However, subsidiary dividends paid to the noncontrolling interest 
are a component of cash outflows from financing activities. 


Intra-Entity Transfers 


A significant volume of transfers between affiliated companies comprising a business 
combination often occurs. The resulting effects of intra-entity activities are eliminated 
in the preparation of consolidated statements. Likewise, the consolidated statement of 
cash flows does not include the impact of these transfers. Intra-entity sales and purchases 
do not change the amount of cash held by the business combination when viewed as 
a whole. Because the statement of cash flows is derived from the consolidated balance 
sheet and income statement, the impact of all transfers is already removed. Therefore, 
the proper presentation of cash flows requires no special adjustments for intra-entity trans- 
fers. The worksheet entries produce correct balances for the consolidated statement of 
cash flows. 


Statement of Cash Flows in Periods 
Subsequent to Acquisition 


The preparation of the consolidated statement of cash flows during periods of no acquisition 
is relatively uncomplicated. As before, consolidated net income is the starting point for the 
indirect calculation of consolidated operating cash flows. If the operating accounts are free 
from any effects of previous year’s acquisitions, no further special adjustments are required. 
Because the consolidation process eliminates intra-entity balances, preparation of the operat- 
ing activity section of the statement of cash flows typically proceeds in a straightforward 
manner using the already-available consolidated income statement and balance sheet amounts. 
Finally, subsidiary dividends paid to the noncontrolling interest are shown as a component of 
cash outflows from financing activities. 


Consolidated Statement of Cash Flows Illustration 


Assume that on July 1, 2011, Pinto Company acquires 90 percent of Salida Company’s out- 
standing stock for $774,000 in cash. At the acquisition date, the 10 percent noncontrolling 
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EXHIBIT 6.6 SALIDA COMPANY 


Book and Fair Values 
July 1, 2011 


Account Book Value Fair Value 
(GAS ik AR eye fete conan tree creer nor hag arch eR tag steers cee re $ 35,000 $ 35,000 
AGGOUMtSINeGelVabIGn a wovae era ey cee Ware Seo ara 145,000 145,000 
NYA STILo) a Samrecacare gerne? ees etuted ie perso rears cera eee yee ence lr Ga ear a 90,000 90,000 
LAT Clie at tek ae Se ne seer A Se AO NRO an ON 100,000 120,000 
BilGlimesimenmere srry escent cgan en WR a ert wre meena 136,000 136,000 
EC Wi Ie mnt tet eer eye onan preanens cece nye Ne ata aon Mure eel rer We 259,000 299,000 
Data asen ers nie ty pita arc ele tr de tar ory te acuta we Oe —0- 50,000 
AGGOUMTS Dayal Gamera ane wai turn mena ar ty Om angers ky eens (15,000) (15,000) 
Netibooksvalticmm iene eect e marge aston canes Cat aati eos $750,000 $860,000 


PINTO’S ACQUISITION OF SALIDA 
Excess Fair Value over Book Value Allocation 
July 1, 2011 


Consideration transferred by Pinto ....................005. $ 774,000 
Nomeonmtrollingainteres taal lava Uc areas asi earn tee near 86,000 
SalidasitotalifalleValUCmmauemea tte em ecaces roan rat ys mnrnray Catena ate eraeiae $ 860,000 
SaliclaisHoOo kava lUCmth tear te tree areas eit enneN ee nerentea, eaten as 750,000 
EXCASS Teli OWE OKOIK WEIS can asnnnaunonnandadnaguonnaae $ 110,000 

TO sl a Cle treme ec eNotes PRR enn Soh $ 20,000 

WO Goluljoraerne GieAVeeN MNS) scence coboaecsdsousgsunass 40,000 
To cCeiglesa(@SGEr INO) conceccuensseevooesoucgobeues 50,000 110,000 
—O= 


interest has a fair value of $86,000. Exhibit 6.6 shows book and fair values of Salida’s assets 
and liabilities and Pinto’s acquisition-date fair-value allocation schedule. 

At the end of 2011, the following comparative balance sheets and consolidated income 
statement are available: 


PINTO COMPANY AND SUBSIDIARY SALIDA COMPANY 
Comparative Balance Sheets 


Pinto Co. Consolidated 
January 1, 2011 December 31, 2011 

AS Mi aese cts testi ue ave wr ataea vant aatin at Gedy Bae JO Roe $ 170,000 $ 431,000 
Accounts receivable (net) ............... 118,000 319,000 
INVENTORY ok ee ee a ee 310,000 395,000 
ING Sse cecttetctnds Saestinan at wanes tne. acletad mateacs aa, 250,000 370,000 
Buildings (net) ......... 0.0.0.0. 350,000 426,000 
Equipment (net) ..................00.- 1,145,000 1,380,000 
Database. ::.26 vas eotetadte ta dekaeeeae —0- 49,000 

MOtalaSSOUS: nee sep ace tee AS toe $2,343,000 $3,370,000 
Accounts payable ..............0..0005. $ 50,000 $ 45,000 
Long-term liabilities ................... 18,000 522,000 
Common stock ...............00000002 1,500,000 1,500,000 
Noncontrolling interest ................. —0- 98,250 
Retained earnings ..................... 775,000 1,204,750 


Total liabilities and equities ............ $2,343,000 $3,370,000 
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PINTO COMPANY AND SUBSIDIARY SALIDA COMPANY 
Consolidated Income Statement 
For the Year Ended December 31, 2011 


REVEMUCS: 24 ocenese Qecdeactas teers ted eateries steetaias aden dee ee Aeect de tv eeaet $1,255,000 

Cost of gG0ds'SOld) s 20 etiaie ost we ay weed ghee aes $600,000 

DEpreclaliON wax0 2 ncai oaks pee eh ies ce even d anced nee 124,000 

Database amortization .................. 00.0000 0 00 ee 1,000 

Interest and other expenses ................0 0200220005 35,500 760,500 
Consolidated net income ..................2020200002 $ 494,500 


Additional Information for 2011 

¢ The consolidated income statement totals include Salida’s postacquisition revenues and 
expenses. 

¢ During the year, Pinto paid $50,000 in dividends. On August 1, Salida paid a $25,000 
dividend. 

¢ During the year, Pinto issued $504,000 in long-term debt at par value. 


¢ No asset purchases or dispositions occurred during the year other than Pinto’s acquisition 
of Salida. 


In preparing the consolidated statement of cash flows, note that each adjustment derives from 
the consolidated income statement or changes from Pinto’s January 1, 2011, balance sheet to 
the consolidated balance sheet at December 31, 2011. 


Depreciation and Amortization These expenses do not represent current operating cash out- 
flows and thus are added back to convert accrual basis income to cash provided by operating 
activities. 

Increases in Accounts Receivable, Inventory, and Accounts Payable (net of acquisition) 
Changes in balance sheet accounts affecting operating cash flows must take into account 
amounts acquired in business acquisitions. In this case, note that the changes in Accounts Re- 
ceivable, Inventory, and Accounts Payable are computed as follows: 


Accounts Accounts 
Receivable Inventory Payable 
Pinto’s balance 1/1/11 ..........0.000.. $118,000 $310,000 $50,000 
Increase from Salida acquisition ......... 145,000 90,000 15,000 
Adjusted beginning balance ............ 263,000 400,000 65,000 
Consolidated balance 12/31/11 ......... 319,000 395,000 45,000 
Operating cash flow adjustment ....... $ 56,000 $ 5,000 $20,000 


Acquisition of Salida Company The Investing Activities section of the cash flow statement 
shows increases and decreases in assets purchased or sold involving cash. The cash outflow 
from the acquisition of Salida Company is determined as follows: 


Cash paid for 90 percent interest in Salida................... $774,000 
Cash acquired 22,0 ottey 2 tkwacbad oh tend eee hd adie ve ea% (35,000) 
Net cash paid for Salida investment ..................0000. $739,000 


Note here that although Pinto acquires only 90 percent of Salida, 100 percent of Salida’s cash 
is offset against the cash consideration paid in the acquisition in determining the investing 
cash outflow. Ownership divisions between the noncontrolling and controlling interests do not 
affect reporting for the entity’s investing cash flows. 

Issue of Long-Term Debt Pinto Company’s issuance of long-term debt represents a cash 
inflow from financing activities. 
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Dividends The dividends paid to Pinto Company owners ($50,000) combined with the dividends 
paid to the noncontrolling interest ($2,500) represent cash outflows from financing activities. 

Based on the consolidated totals from the comparative balance sheets and the consolidated 
income statement, the following consolidated statement of cash flows is then prepared. Pinto 
chooses to use the indirect method of reporting cash flows from operating activities. 


PINTO COMPANY AND SUBSIDIARY SALIDA COMPANY 
Consolidated Statement of Cash Flows 
For the Year Ended December 31, 2011 


Consolidated net income ............... 000. ee $ 494,500 

Depreciation expense 22... 0... ee ees $ 124,000 

Amortization expense ..........00 000000 e eee eee 1,000 

Increase in accounts receivable (net of acquisition effects) ..... (56,000) 

Decrease in inventory (net of acquisition effects) ............ 5,000 

Decrease in accounts payable (net of acquisition effects) ...... (20,000) 54,000 

Net cash provided by operations .......... 0.0 cece eee $ 548,500 

Purchase of Salida Company (net of cash acquired) 

Net cash used in investing activities ........0..0.0. 0.02000. $(739,000) (739,000) 

Issue long-term debt... 0.0... eee eee $ 504,000 

DIVIGGIMAS? sector dedeoteds dbotds w adeoswcest 4 arcpandun A dandides under ape (52,500) 

Net cash provided by financing activities ...............0... 451,500 
Increase in Cash 1/1/11 to 12/31/11 ................. $ 261,000 


CONSOLIDATED EARNINGS PER SHARE 


LO5 


Compute basic and diluted 
earnings per share for a 
business combination. 


The consolidation process affects one other intermediate accounting topic, the computation of 
earnings per share (EPS). Publicly held companies must disclose EPS each period. 
The following steps calculate such figures: 


e Determine basic EPS by dividing the parent’s share of consolidated net income (after 
reduction for preferred stock dividends) by the weighted average number of common stock 
shares outstanding for the period. If the reporting entity has no dilutive options, warrants, 
or other convertible items, only basic EPS is presented on the face of the income statement. 
However, diluted EPS also must be presented if any dilutive convertibles are present. 

¢ Compute diluted EPS by combining the effects of any dilutive securities with basic earn- 
ings per share. Stock options, stock warrants, convertible debt, and convertible preferred 
stock often qualify as dilutive securities.'° 


In most instances, the computation of EPS for a business combination follows the same 
general pattern. Consolidated net income attributable to the parent company owners along 
with the number of outstanding parent shares provides the basis for calculating basic EPS. Any 
convertibles, warrants, or options for the parent’s stock that can possibly dilute the reported 
figure must be included as described earlier in determining diluted EPS. 

However, a problem arises if warrants, options, or convertibles that can dilute the sub- 
sidiary’s earnings are outstanding. Although the parent company is not directly affected, the 
potential impact of these items on their share of consolidated net income must be given weight 
in computing diluted EPS for the consolidated income statement. Because of possible conversion, 


10 Complete coverage of the EPS computation can be found in virtually any intermediate accounting 
textbook. To adequately understand this process, a number of complex procedures must be mastered, 
including these: 
e Calculation of the weighted average number of common shares outstanding. 
e Understanding the method of including stock rights, convertible debt, and convertible preferred stock 
within the computation of diluted EPS. 
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the subsidiary earnings figure included in consolidated net income is not necessarily applica- 
ble to the diluted EPS computation. Thus, the accountant must separately determine the par- 
ents share of subsidiary income that should be used in deriving diluted EPS. 

Finally, the focus is on earnings per share for the parent company stockholders, even in the 
presence of a noncontrolling interest. As stated in the FASB ASC (para. 260-10-45-11A): 


For purposes of computing EPS in consolidated financial statements (both basic and diluted), 
if one or more less-than-wholly-owned subsidiaries are included in the consolidated group, 
income from continuing operations and net income shall exclude the income attributable to 
the noncontrolling interest in subsidiaries. 


Thus, consolidated income attributable to the parent’s interest forms the basis for the numera- 
tor in all EPS calculations for consolidated financial reporting. 


Earnings per Share Illustration 

Assume that Big Corporation has 100,000 shares of its common stock outstanding during the 
current year. The company also has issued 20,000 shares of nonvoting preferred stock, paying 
an annual cumulative preferred dividend of $5 per share ($100,000 total). Each of these pre- 
ferred shares is convertible into two shares of Big’s common stock. 

Assume also that Big owns 90 percent of Little’s common stock and 60 percent of its pre- 
ferred stock (which pays $12,000 in preferred dividends per year). Annual amortization is 
$26,000 attributable to various intangibles. EPS computations currently are being made for 
2011. During the year, Big reported separate income of $600,000 and Little earned $100,000. 
A simplified consolidation of the figures for the year indicates consolidated net income 
attributable to Big of $663,000: 


Big’s separate income for 2011 .......... 00002002 eee eee $600,000 
Little’s separate income for 2011 ........ 0.0... 00. eee $100,000 
Amortization expense resulting from original fair-value allocation. . . (26,000) 
Little’s income after excess fair-value amortization .............. 74,000 
Consolidated net income........... 00000. ee $674,000 


Noncontrolling interest in Little—common stock 
(10% of $74,000 income after $12,000 in preferred stock dividends) $ (6,200) 
Noncontrolling interest in Little— 


preferred stock (40% of dividends)..................0000. (4,800) 
Total noncontrolling interest in consolidated net income ......... (11,000) 
Consolidated net income attributable to Big (parent)............ $663,000 


Little has 20,000 shares of common stock and 4,000 shares of preferred stock outstanding. 
The preferred shares pay a $3 per year dividend, and each can be converted into two shares of 
common stock (or 8,000 shares in total). Because Big owns only 60 percent of Little’s pre- 
ferred stock, a $4,800 dividend is distributed each year to the outside owners (40 percent of 
$12,000 total payment). 

Assume finally that the subsidiary also has $200,000 in convertible bonds outstanding 
that were originally issued at face value. This debt has a cash and an effective interest rate of 
10 percent ($20,000 per year) and can be converted by the owners into 9,000 shares of Little’s 
common stock. Big owns none of these bonds. Little’s tax rate is 30 percent. 

To better visualize these factors, the convertible items are scheduled as follows: 


Interest or 
Company Item Dividend Conversion Big Owns 
Big Preferred stock $100,000/year 40,000 shares Not applicable 
Little Preferred stock 12,000/year 8,000 shares 60% 
Little Bonds 14,000/year* 9,000 shares —0- 


*Interest on the bonds is shown net of the 30 percent tax effect ($20,000 interest less $6,000 tax savings). No tax is computed for the preferred 
shares because distributed dividends do not create a tax impact. 


EXHIBIT 6.7 
Subsidiary’s Diluted 
Earnings per Share 
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LITTLE COMPANY 
Diluted Earnings per Common Share 
For Year Ending December 31, 2011 


Earnings Shares 
Little’s income after amortization .......... $74,000 20,000 
Preferred stock dividends ................ (12,000) 


Effect of possible preferred 
stock conversion: 


DividemasiSavec mares teen terra 2,000 Newshares 8,000 $1.50 impact 
(12,000/8,000) 
Effect of possible bond conversion: 


Interest saved (net of taxes) ............. 4,000 9,000 $ 1.56 impact 
(14,000/9,000) 
DiI CHERS gears essen eerie ane eee er $88,000 37,000 $ 2.38 (rounded) 


Because the subsidiary has convertible items that can affect the company’s outstanding 
shares and net income, Little’s diluted earnings per share must be derived before Big’s diluted 
EPS can be determined. As shown in Exhibit 6.7, Little’s diluted EPS are $2.38. Two aspects 
of this schedule should be noted: 


¢ The individual impact of the convertibles ($1.50 for the preferred stock and $1.56 for the 
bonds) did not raise the EPS figures. Thus, neither the preferred stock nor the bonds are an- 
tidilutive, and both are properly included in these computations. 

e Determining diluted EPS of the subsidiary is necessary only because of the possible dilu- 
tive impact. Without the subsidiary’s convertible bonds and preferred stock, the parent’s 
share of consolidated net income would form the basis for computing EPS, and only basic 
EPS would be reported. 


According to Exhibit 6.7, Little’s income is $88,000 for diluted EPS. The issue for the ac- 
countant is how much of this amount should be included in computing the parent’s diluted 
EPS. This allocation is based on the percentage of shares controlled by the parent. Note that if 
the subsidiary’s preferred stock and bonds are converted into common shares, Big’s ownership 
falls from 90 to 62 percent. For diluted EPS, 37,000 shares are appropriate. Big’s 62 percent 
ownership (22,800/37,000) is the basis for allocating the subsidiary’s $88,000 income to the 
parent. 


Supporting Calculations for Diluted Earnings per Share 


Little Company Big’s Big's 
Shares Percentage Ownership 
Common stock 20,000 90% 18,000 
Possible new shares—preferred stock 8,000 60 4,800 
Possible new shares—bonds 9,000 —0- —0- 
Total 37,000 22,800 


Big’s ownership (diluted): 22,800/37,000 = 62% (rounded) 
Income assigned to Big (diluted earnings per share computation): 
$88,000 X 62% = $54,560 


We can now determine Big Company’s EPS. Only $54,560 of subsidiary income is appropri- 
ate for the diluted EPS computation. Because two different income figures are utilized, basic 
and diluted calculations are made separately as in Exhibit 6.8. Consequently, these schedules 
determine that Big Company should report basic EPS of $5.63, with diluted earnings per share 
of $4.68. 
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EXHIBIT 6.8 


BIG COMPANY AND CONSOLIDATED SUBSIDIARY 
Basic Earnings per Common Share 
For Year Ending December 31, 2011 


Earnings Shares 
Consolidated net income (to Big) .......... $663,000 
Big's shares outstanding ................. 100,000 
Preferred stock dividends (Big) ............ (100,000) 
Basic ERSPeg-e ee Re greener pre are Weeden $563,000 100,000 $5.63 


Diluted Earnings per Common Share 
For Year Ending December 31, 2011 


Earnings Shares 
Computedibelow ews ine $654,560* 
Big's shares outstanding ................. 100,000 
Preferred stock dividends (Big) ............ (100,000) 
Effect of possible preferred stock (Big) 
conversion: 
Dividendsisavedi ease ce Sense ae eee ee 100,000 Newshares 40,000 $2.50 impact 
(100,000/40,000) 
DilutediERSma resent on or aeea sere enn $654,560 140,000 $4.68 (rounded) 
*Net income computation: 
Big’s separate income ... 0.2.00... 0c eee eects $600,000 
Portion of Little’s income assigned to diluted 
earnings per share calculation ....................22000. 54,560 (computed in supporting calculations) 
Earnings of the business combination applicable 
to diluted earnings per share ...............0 0000 e eee $654,560 


SUBSIDIARY STOCK TRANSACTIONS 


LO6 


Understand the accounting for 
subsidiary stock transactions 
that impact the underlying value 
recorded within the parent's 
Investment account and the 
consolidated financial 
statements. 


A footnote to the financial statements of Gerber Products Company disclosed a transaction car- 
ried out by one of the organization’s subsidiaries: “The Company’s wholly owned Mexican sub- 
sidiary sold previously unissued shares of common stock to Grupo Coral, S.A., a Mexican food 
company, at a price in excess of the shares’ net book value.” The footnote added that Gerber had 
increased consolidated Additional Paid-In Capital by $432,000 as a result of this stock sale. 

As this illustration shows, subsidiary stock transactions can alter the level of parent owner- 
ship. A subsidiary, for example, can decide to sell previously unissued stock to raise needed 
capital. Although the parent company can acquire a portion or even all of these new shares, 
such issues frequently are marketed entirely to outsiders. A subsidiary could also be legally 
forced to sell additional shares of its stock. As an example, companies holding control over 
foreign subsidiaries occasionally encounter this problem because of laws in the individual lo- 
calities. Regulations requiring a certain percentage of local ownership as a prerequisite for op- 
erating within a country can mandate issuance of new shares. Of course, changes in the level 
of parent ownership do not result solely from stock sales: A subsidiary also can repurchase its 
own stock. The acquisition, as well as the possible retirement, of such treasury shares serves 
as a means of reducing the percentage of outside ownership. 


Changes in Subsidiary Value—Stock Transactions 

When a subsidiary subsequently buys or sells its own stock, a nonoperational increase or de- 
crease occurs in the company’s fair and book value. Because the transaction need not involve 
the parent, the parent’s investment account does not automatically reflect the effect of this 
change. Thus, a separate adjustment must be recorded to maintain reciprocity between the 
subsidiary ’s stockholders’ equity accounts and the parent's investment balance. The accoun- 
tant measures the impact the stock transaction has on the parent to ensure that this effect is ap- 
propriately recorded within the consolidation process. 
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An overall perspective of accounting for subsidiary stock transactions follows from the fun- 
damental notion that the parent establishes the subsidiary’s valuation basis at fair value as of the 
acquisition date. Over time, the parent adjusts this initial fair value for subsidiary income less ex- 
cess amortization and subsidiary dividends. If the subsidiary issues (or buys) any of its own stock 
subsequent to acquisition, the effect on the parent will depend on whether the price received (or 
paid) is greater or less that the per share subsidiary adjusted fair value at that point in time. 

An example demonstrates the mechanics of this issue. Assume that on January 1, 2010, Giant 
Company acquires in the open market 60,000 of Small Company’s outstanding 80,000 shares 
and prepares the following fair-value allocation schedule. 


Consideration transferred by Giant ............. 2.0... 000005. $480,000 
Noncontrolling interest fair value... 2. ee 160,000 
Small Company acquisition-date fair value. ...............0-.. $640,000 
Small Company acquisition-date book value 

Common stock (80,000 shares outstanding)............... $ 80,000 

Additional paid-in capital ................0 0.0 0.00.000. 200,000 

Retained earnings, 1/1/10........... 0.000002 c eee ee 260,000 540,000 
Excess fair value assigned to trademark (10-year life)............ $100,000 


Assuming Small reports earnings of $50,000 in 2010 and pays no dividends, Giant prepares 
the following routine consolidation entries for the December 31, 2010, worksheet. Giant uses 
the equity method to account for its 75 percent interest in Small. 


December 31, 2010, Consolidation Worksheet Entries 


Consolidation Entry S 


Commmnealn Sid < (Simmel GONOEM) cocucccnooneoshooonceseacunecegas 80,000 

Additional Paid-In Capital (Small Company)..................-.0+-0-- 200,000 

Retained Earnings, 1/1/10 (Small Company) .............-0.020 eee ee 260,000 
Investment in Small Company (75%) ......... 0.0000 c eee eee eee 405,000 
Noncontrolling Interest in Small Company (25%) .................-. 135,000 


To eliminate subsidiary’s stockholders’ equity accounts and recognize 
noncontrolling interest book value beginning balance. 


Consolidation Entry A 


ANRSVOlEINIVEVLS cua casters caren onsen a cenractelee ace rine on os seas Scene mectarene mune avanai 100,000 
InvestmentanpsmalliG@ompamy (750) ewan eater ener teeny eee 75,000 
Noncontrolling Interest in Small Company (25%) ................-. 25,000 


To recognize the excess acquisition-date fair value assigned to Small’s 
trademark with allocations to the controlling and noncontrolling interest. 


Consolidation Entry | 
EUG? lin) SaMEMISIEAIMIMGS. sancaaceondwccsancvuadgonsusudwenoeneee 30,000 
Tinvesidrareinte (in) Siimelll (COMME aancesaccccasusboneaendecasuacaa 30,000 


To eliminate Giant's equity in Small’s earnings (75% x [$50,000 less 
$10,000 trademark excess amortization). 


Consolidation Entry E 
AMOntZatiOniEXPenSeie sey) are eee ee er eee rere Seg 10,000 
AG eIM ark. eee oe eer Ce eee ten Reorcneae Sen Nc mcea eos mae ae ae 10,000 
To recognize the excess trademark amortization ($100,000 + 10 years). 
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We now introduce a subsidiary stock transaction to demonstrate the effect created on the 
consolidation process. Assume that on January 1, 2011, Giant announces plans for expansion 
of Small’s operations. To help finance the expansion, Small sells 20,000 previously unissued 
shares of its common stock to outside parties for $10 per share. After the stock issue, Small’s 
book value is as follows: 


Common stock ($1.00 par value with 100,000 shares issued and outstanding) .... $100,000 
Additional paid-in capital... 2... 0. 380,000 
Retained: Cannings; WAV c. caseng we he's Baad ibs he PEGS aN Ree! Hathacs 310,000 

Total stockholders’ equity, 1/1/11 2.0... eee $790,000 


Note that the common stock and additional paid-in capital balances reflect increases from the 
new stock issue. Retained earnings have also increased from Small’s $50,000 income in 2010 
(no dividends). Although Small’s book value is now $790,000, its valuation for the consoli- 
dated entity is derived from its acquisition-date fair value as adjusted through time as follows: 


Consideration transferred ... 0.0.00... eee eee $480,000 
Noncontrolling interest acquisition-date fair value ..............0 0020000000 160,000 
2010 Small income less excess amortization ............00..0 000000. e eee 40,000 
Adjusted subsidiary value, 1/1/11... 20.00.0000. eee $680,000 
Stock issue proceeds ($10 X 20,000 shares) ....... 0.0... 0c ccs 200,000 

Subsidiary valuation basis, 1/1/11 .. 2.0.0.0... 0.0000 cee eee $880,000 


Because of Small’s stock issue, Giant no longer possesses a 75 percent interest. Instead, the 
parent now holds 60 percent (60,000 shares of a total of 100,000 shares) of Small Company. 
The effect on the parent’s ownership can be computed as follows: 


Small’s valuation basis 1/1/11 (above) ..........0.. 000000. ee $880,000 
Giant's post-issue ownership (60,000 shares + 100,000 shares) .............. 60% 
Giant's post-stock issue ownership balance .............0 0000 c eee eee $528,000 
Giant's equity-adjusted investment account ($480,000 + [75% x $40,000]) ... 510,000 
Required adjustment—increase in Giant's additional paid-in capital ........ $ 18,000 


Independent of any action by the parent company, the assigned fair-value equivalency of this 
investment has risen from $510,000 to $528,000. Small’s ability to sell shares of stock at more 
than the per share consolidated subsidiary value ($680,000 + 80,000 shares = $8.50 per 
share) created an increased value for the parent. Therefore, Giant records the $18,000 increment 
as an adjustment to both its investment account (because the underlying value of the sub- 
sidiary has increased) and additional paid-in capital: 


Giant Company's Financial Records—January 1, 2011 
Investimemtimesmallk@om Pan Views meres cesrtet wi eee tetera ere en eae 18,000 
Additional Paid-In Capital (Giant Company) ...................-.- 18,000 
To recognize change in equity of business combination created by Small 
Company issuing 10,000 additional shares of common stock at above the 
previously assigned fair value. 


Note that the parent reports a change in stockholders’ equity (i.e., Additional Paid-In Capital) 
for effects from subsidiary stock transactions. GAAP literature states that: 


[c]hanges in a parent’s ownership interest while the parent retains its controlling financial interest 
in its subsidiary shall be accounted for as equity transactions (investments by owners and distri- 
butions to owners acting in their capacity as owners). Therefore, no gain or loss shall be recognized 
in consolidated net income or comprehensive income. The carrying amount of the noncontrolling 
interest shall be adjusted to reflect the change in its ownership interest in the subsidiary. Any 
difference between the fair value of the consideration received or paid and the amount by which 
the noncontrolling interest is adjusted shall be recognized in equity attributable to the parent. 
[FASB ASC (para. 810-10-45-23)] 
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Consistent with this view, this textbook treats the effects from subsidiary stock transactions on 
the consolidated entity as adjustments to Additional Paid-In Capital. 

After the change in the parent’s records has been made, the consolidation process can proceed 
in anormal fashion. Assuming Small reports earnings of $85,000 in 2011 and pays no dividends, 
Giant prepares the following routine consolidation entries for the December 31, 2011, work- 
sheet. Although the investment and subsidiary equity accounts are removed here, the change 
recorded earlier in Giant's Additional Paid-In Capital remains within the consolidated figures. 


December 31, 2011, Consolidation Worksheet Entries 


Consolidation Entry S 


Gommonrstock(SmalliGompany) meer terme aia ieee ener 100,000 
Additionalikaid=iniGapitali(Smalli@ompany) nesses ern nee 380,000 
Retained Earmings:(SmpalliGompany) mane cre teen eerie reaniey reese 310,000 
Investment in Small Company (60%) .............0 0000020 e eee 474,000 
Noncontrolling Interest in Small Company (40%) ................-. 316,000 


To eliminate subsidiary’s stockholders’ equity accounts and recognize 
noncontrolling interest book value beginning balance. Small’s capital 
accounts have been updated to reflect the issuance of 10,000 shares of 
$1 par value common stock at $10 per share. 


Consolidation Entry A 


Neale Ki eter ee Ree rege a Ee OP en oR ee ey rc es ge ed 90,000 
Investment in Small Company (60%) ...............0.2.-02000-- 54,000 
Noncontrolling Interest in Small Company (40%) .............-..-. 36,000 


To recognize the unamortized excess acquisition-date fair value assigned to 
Small’s trademark as of the beginning of the period with allocations to the 
controlling and noncontrolling interests’ adjusted ownership percentages. 


Consolidation Entry | 
EquitviinsSmallsEanningsame sme ore er enn ye eee 45,000 
ivesinreint id Siinelll COMPANY ccncscnasneospoocaeecnesanaeucge 45,000 


To eliminate Giant's equity in Small’s earnings (60% x [$85,000 — 
$10,000 trademark excess amortization). 


Consolidation Entry E 
AMOMZatlONvexPENSCmen: sam pat rare re re ear oe ear e nn ager ner 10,000 
Hie (elias dc: sem ee teh siete em oraaee ean tee ek Ret gah oe Utama tie tne ete eee 10,000 
To recognize the excess trademark amortization ($100,000 + 10 years). 


The noncontrolling interest now stands at 40 percent ownership. Because these 40 percent 
owners will share in the profits generated by the subsidiary’s trademark, they are allocated a 
40 percent share to their overall equity balance in the consolidated financial statements. The non- 
controlling interest is also assigned 40 percent of the excess fair-value trademark amortization. 


Subsidiary Stock Transactions—lllustrated 


No single example can demonstrate the many possible variations that different types of sub- 
sidiary stock transactions could create. To provide a working knowledge of this process, we 
analyze four additional cases briefly, each based on the following scenario: 

Assume that Antioch Company acquires 90 percent of the common stock of Westminster 
Company on January 1, 2010, in exchange for $1,350,000 cash. The acquisition-date fair value 
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of the 10 percent noncontrolling interest is $150,000. At that date, Westminster has the fol- 
lowing stockholders’ equity accounts: 


Common stock—100,000 shares outstanding ................00000 eee $ 200,000 
Additional paid-in capital 2... 0... ee ee eens 450,000 
Retained earnings, W/O ccc. oe da ea dn cue gees OE eee ee le ear ae 750,000 

Totalstockholdérs: Equity <5 cc ctw ds Bate ee haw Gis Gane dee $1,400,000 


The $100,000 excess acquisition-date fair over book value was allocated to a customer list 
with a five-year remaining life. In 2010, Westminster reports $190,000 in earnings and pays a 
$30,000 dividend. Antioch accrues its share of Westminster’s income (less excess fair-value 
amortization related to the customer list) through application of the equity method. Antioch’s 
equity method balance for its investment in Westminster is computed as follows: 


Consideration transferred for 90% of Westminster ...................0000. $1,350,000 
Equity earnings of Westminster (90% x [$190,000 — $20,000 
excess amortization]) 0.0.0.0... 0c 153,000 
Dividends received (90% X $30,000)...........0. 00. ce eee (27,000) 
Equity method balance, 12/31/10 .... 0.2.0... eee $1,476,000 


View each of the following cases as an independent situation. 


Case 1 


Assume that on January 1, 2011, Westminster Company sells 25,000 shares of previously 
unissued common stock to outside parties for $14.40 per share. This stock issue changes both 
the parent’s percentage interest in the subsidiary and the subsidiary’s consolidated valuation 
basis. The parent’s percentage ownership declines to 72 percent (90,000 shares + 125,000 total 
shares). The subsidiary’s valuation basis for consolidation becomes: 


Consideration transferred ....... 0.0.0.0 eee ee eee eee $1,350,000 
Noncontrolling interest acquisition-date fair value ........0....0.02020005- 150,000 
2010 Westminster income less excess amortization ................2000002 170,000 
Westminster dividends .........00.0.0 0.00 cece eee eee (30,000) 
Stock issue proceeds ($14.40 X 25,000 shares) ...... 0.0.0.0. cece eee 360,000 

Subsidiary valuation basis 1/1/11 2... ee $2,000,000 


Next, the effect on the parent’s ownership can be computed as follows: 


Westminster's valuation basis 1/1/11 (above) .................0000000002 $2,000,000 
Antioch’s post-stock issue ownership (90,000 shares + 125,000 shares) ...... 72% 
Antioch’s post-stock issue ownership balance ................00 0000000: $1,440,000 
Antioch’s pre-stock issue equity-adjusted investment account (above) ........ 1,476,000 
Required adjustment—decrease in Antioch’s additional paid-in capital ...... $ 36,000 


To reflect this effect of the stock issue change on its valuation of the subsidiary, the parent 
makes the following journal entry on its financial records. 


Antioch Company's Financial Records 
Additional Paid-In Capital (Antioch Company) ................0.000005 36,000 
Investment in Westminster Company .............-.--2-0+-0e-eee 36,000 


To recognize change in equity of business combination created by issuance 
of 25,000 additional shares of Westminster's common stock. 


Case 2 

Assume that on January 1, 2011, Westminster issues 20,000 new shares of common stock for 
$16 per share. Of this total, Antioch acquires 18,000 shares to maintain its 90 percent level of 
ownership. Antioch pays a total of $288,000 (18,000 shares < $16) for this additional stock. 
Outside parties buy the remaining shares. 
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Under these circumstances, the stock transaction alters the consolidated valuation basis of 
the subsidiary but not the percentage owned by the parent. Thus, only the subsidiary value 
must be updated prior to determining the necessity of an equity revaluation: 


Consideration transferred .... 0.0... 000. eee $1,350,000 
Noncontrolling interest acquisition-date fair value .............. 00.0. 0000 150,000 
2010 Westminster income less excess amortization ...............000.000. 170,000 
Westminster dividends .......... 00000000: (30,000) 
Stock issue proceeds ($16 X 20,000 shares) ....... 0.0.00. c cece eee 320,000 

Subsidiary valuation basis 1/1/11 2... ee $1,960,000 


The effect on the parent’s ownership is computed as follows: 


Westminster's valuation basis 1/1/11 (above)................ $1,960,000 
Antioch’s post—-stock issue ownership 
(108,000 shares + 120,000 shares)..................000. 90% 

Antioch’s post-stock issue ownership balance ............... $1,764,000 

Antioch’s equity-adjusted investment account before 

stock purchaS@. 2... eee $1,476,000 

Additional payment for 18,000 shares of Westminster....... 288,000 1,764,000 

Required adjustment... 0... 0.00.00. eee $ —0- 


This case requires no adjustment because Antioch’s underlying interest remains aligned with 
the subsidiary’s consolidated valuation basis. Any purchase of new stock by the parent in the 
same ratio as previous ownership does not affect consolidated Additional Paid-In Capital. The 
transaction creates no proportionate increase or decrease. 


Case 3 


Assume that instead of issuing new stock, on January 1, 2011, Westminster reacquires 
all 10,000 shares owned by the noncontrolling interest. It pays $16 per share for this trea- 
sury stock. 

This illustration presents another type of subsidiary stock transaction: the acquisition of 
treasury stock. In this case the effect on the parent can be computed by reference to the 
amount of noncontrolling interest that must be reduced to zero in the consolidated financial 
statements. 


Noncontrolling interest (NCI) acquisition-date fair value .................00. $ 150,000 
NCI share of 2010 Westminster income less excess amortization 

($170,000 *-10%)) nse tee ahs engine Roawa ee ae woe Loe hee een wa he ee 17,000 
NCI share of Westminster dividends ($30,000 X 10%) ..............0.0005 (3,000) 
Noncontrolling interest valuation basis at 1/1/11 .... 0.0.20... 200.2000 000000- $ 164,000 
Treasury stock purchase ($16 X 10,000 shares) ...... 00.00.02 cece eee (160,000) 
Required adjustment—increase in Antioch’s additional paid-in capital ......... $ 4,000 


The consolidated entity paid $160,000 to reduce a $164,000 owners’ equity interest (the non- 
controlling interest) to zero, thus increasing its own equity by $4,000. As usual, the increase 
in equity is attributed to additional paid-in capital and is recorded on the parent’s records. 


Antioch Company's Financial Records 
Investment in Westminster Company .............-2-00-e eee eee eee 4,000 
Additional Paid-In Capital (Antioch Company) ..................-. 4,000 


To recognize change in equity of business combination created by 
acquisition of 10,000 treasury shares by Westminster. 


This third illustration represents a newly introduced subsidiary stock transaction, the pur- 
chase of treasury stock. Therefore, display of consolidation Entries S and A are also presented. 
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These entries demonstrate the worksheet eliminations required when the subsidiary holds 
treasury shares: 


Consolidation Entry S 


Gommonrs tock Westminster @om pany) iter mieten ttt ae ree 200,000 

Additional Paid-In Capital (Westminster Company) ...............--.-- 450,000 

Retained Earnings, 1/1/11 (Westminster Company) .............-++-005- 910,000 
IGEETAUTAPSINCLEL © «fas ehensuac eco nceice uedcaies Aen cinen cheek aco chun eneece MERU area mete we 160,000 
Investment in Westminster Company ...............022000+0000 1,400,000 


To eliminate equity accounts of Westminster Company 


Consolidation Entry A 
GUSTOMICTALISt ee ces ater a cose damn cscorm ney tute) et nc pan raha ann neens euenercee 80,000 
Investment in Westminster Company .............-.+-2-0+0e-eee 80,000 


To recognize the beginning-of-year unamortized excess acquisition-date 
fair value allocated to the customer list. 


Note first the absence of a noncontrolling interest entry. Also note that the sum of the credits 
to the Investment in Westminster account is $1,480,000, which is the pretreasury stock pur- 
chase equity method balance of $1,476,000 plus the $4,000 addition from the acquisition of 
the noncontrolling interest. 


Case 4 


Assume that on January 1, 2011, Westminster issues a 10 percent stock dividend (10,000 new 
shares) to its owners when the stock’s fair value is $15 per share. 

This final case illustrates another example of a subsidiary stock transaction producing no ef- 
fect on the parent’s records. Stock dividends, whether large or small, capitalize a portion of the 
issuing company’s retained earnings without altering total book value. Shareholders recognize 
the receipt of a stock dividend as a change in the per share value rather than as an adjustment to 
the investment balance. Because neither party perceives a net effect, the consolidation process 
proceeds in a routine fashion. Therefore, a subsidiary stock dividend requires no special treat- 
ment prior to development of a worksheet. 


Consideration transferred .. 0.0.0... e teens $1,350,000 
Noncontrolling interest acquisition-date fair value .............-....20005- 150,000 
2010 Westminster income less excess amortization ..................000. 170,000 
Westminster dividends .......0.0...0. 0.0000. cee eee eee (30,000) 
Subsidiary valuation basis 1/1/11 2.0... eee eee $1,640,000 
Antioch's ownership (adjusted for 10% stock dividend 
99,000 = 110,000 shares)... ccc ce ee ee ee ee ee oo 90% 

Antioch’s post-stock dividend ownership interest .................0.0000- $1,476,000 
Antioch’s equity-adjusted investment account ...........0 0000 cece eee 1,476,000 

Adjustment required by stock dividend ......... 0.0.0.0. 0c eee eee eee $ —0- 


The consolidation Entries S and A made just after the stock dividend follow. The $1,404,000 
component of the investment account is offset against the stockholders’ equity of the sub- 
sidiary. Although the stock dividend did not affect the parent’s investment, the equity accounts 
of the subsidiary have been realigned in recognition of the $150,000 stock dividend (10,000 
shares of $2 par value stock valued at $15 per share): 


Consolidation Entry S 


Covamanola Sword < WWESWaMinSiEl? COMBE) on cocnaeceancdananaanaenauar 220,000 

Additional Paid-In Capital (Westminster Company) ...............----- 580,000 

Retained Earnings, 1/1/11 (Westminster Company) .................-.- 760,000 
Investment in Westminster Company (90%) ...............+.-.-. 1,404,000 
Nemrcomniolllinio Iimwenesi (KOO) oansacusetounsdoeadndnaanuuecoae 156,000 


To eliminate the equity accounts of Westminster Company. 
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Consolidation Entry A 


GUSTORMe TLS tea yp ree eee eu aye ese REE Ue Re Re eee 80,000 
Investment in Westminster Company .............-...0-0+0ee eee 72,000 
Noncontrollingiimterestwen cre ee rch a eenneune ee 8,000 


To recognize the beginning-of-year unamortized excess fair value 
attributable to customer list. 


Note here that the sum of the credits to the Investment in Westminster account is $1,476,000, 
which equals the pre-stock dividend equity method balance. 


Summary 


. Variable interest entities (VIEs) typically take the form of a trust, partnership, joint venture, or cor- 


poration. In most cases, a sponsoring firm creates these entities to engage in a limited and well- 
defined set of business activities. Control of VIEs, by design, often does not rest with its equity 
holders. Instead, control is exercised through contractual arrangements with the sponsoring firm that 
becomes the entity’s “primary beneficiary.” These contracts can take the form of leases, participation 
rights, guarantees, or other residual interests. Through contracting, the primary beneficiary bears a 
significant portion of the risks and receives a significant portion of the rewards of the entity, often 
without owning any voting shares. Current accounting standards require a business that has a con- 


trolling financial interest in a VIE to consolidate the financial statements of the VIE with its own. 


. If one member of a business combination acquires an affiliate’s debt instrument (e.g., a bond or note) 


from an outside party, the purchase price usually differs from the book value of the liability. Thus, a 
gain or loss has been incurred from the perspective of the business combination. However, both the 
debt and investment remain in the individual financial accounts of the two companies, but the gain or 
loss goes unrecorded. The consolidation process must adjust all balances to reflect the effective re- 
tirement of the debt. 


. Following a related party’s acquisition of a company’s debt, Interest Income and Expense are recog- 


nized. Because these accounts result from intra-entity transactions, they also must be removed in 
every subsequent consolidation along with the debt and investment figures. Retained Earnings also 
requires adjustment in each year after the purchase to record the impact of the gain or loss. 


. Amortization of intra-entity debt/investment balances often is necessary because of discounts and/or 


premiums. Consequently, the Interest Income and Interest Expense figures reported by the two par- 
ties will not agree. The closing of these two accounts into Retained Earnings each year gradually re- 
duces the consolidation adjustment that must be made to this equity account. 


. When acquired, many subsidiaries have preferred stock outstanding as well as common stock. 


The existence of subsidiary preferred shares does little to complicate the consolidation process. 
The acquisition method values all business acquisitions at their full fair values. If a subsidiary 
has preferred stock, the essential process of determining its acquisition-date business fair 
value remains intact. Any preferred shares not owned by the parent simply become a component 
of the noncontrolling interest and are included in the acquisition-date measure of subsidiary fair 
value. 


. Every business combination must prepare a statement of cash flows. This statement is not cre- 


ated by consolidating the individual cash flows of the separate companies. Instead, both a consol- 
idated income statement and balance sheet are produced, and the cash flows statement is 
developed from these figures. Dividends paid to the noncontrolling interest must be listed as a 
financing activity. 


. For most business combinations, the determination of earnings per share (EPS) follows the normal 


pattern presented in intermediate accounting textbooks. However, if the subsidiary has potentially 
dilutive items outstanding (stock warrants, convertible preferred stock, convertible bonds, etc.), a 
different process must be followed. The subsidiary’s own diluted EPS are computed as a preliminary 
procedure. The parent and the outside owners then allocate the earnings used in each of these calcu- 
lations based on the ownership levels of the subsidiary’s shares and the dilutive items. The determi- 
nation of the EPS figures to be reported for the business combination is based on the portion of 
consolidated net income assigned to the parent. 


. After the combination is created, a subsidiary may enter into stock transactions such as issuing ad- 


ditional shares or acquiring treasury stock. Such actions normally create a proportional increase 
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or decrease in the subsidiary’s equity when compared with the parent’s investment. The change 
is measured and then reflected in the consolidated statements through the Additional Paid-In 
Capital account. To achieve the appropriate accounting, the parent adjusts the Investment in Sub- 
sidiary account as well as its own Additional Paid-In Capital. Because the worksheet does not 
eliminate this equity balance, the required increase or decrease carries over to the consolidated 
figures. 


Comprehensive 
Illustration 


PROBLEM: CONSOLIDATED STATEMENT OF CASH FLOWS 
AND EARNINGS PER SHARE 


(Estimated Time: 35 to 45 Minutes) Pop, Inc., acquires 90 percent of the 20,000 shares of Son Company’s 
outstanding common stock on December 31, 2009. Of the acquisition-date fair value, it allocates 
$80,000 to covenants, a figure amortized at the rate of $2,000 per year. Comparative consolidated bal- 
ance sheets for 2011 and 2010 are as follow: 


2011 2010 

GaSe ete tte ees Mey os Van OO ene Rattay tiny ee ee Wa pi $ 210,000 $ 130,000 
/NeColW[AESARACSINEI SES es ee os wen ee es ees eee 350,000 220,000 
Wan elahto] AY: Sesteces anaes meee cateancapmcte tearcsc, cet oo eR ty ear el er greets Hien h 320,000 278,000 
Land, buildings, and equipment (net) .................. 1,090,000 1,120,000 
GOVETAIS Nene rete ae te er roll erect te Nottie ele eae eae 78,000 80,000 

il OtalPASSEtS mwas are eer een rent omer Rrler Mee eee een ea $2,048,000 $1,828,000 
AGGOUMESIDaVableMres.. cee esr eei ge ee anu yen nane ra $ 290,000 $ 296,000 
(LoineHwevinn EOMNMES jc ob scaabendasvndanegesbeaaesua 650,000 550,000 
INeoAeorAniOll ling) WERE woo neo no ecb eaananuaocaoewae 37,800 34,000 
Preferred stock (10% cumulative)..................... 100,000 100,000 
Common stock (26,000 shares outstanding) ............ 520,000 520,000 
RetaimedicanmimgS.l2/3) liens a pte nearer rt ee eer 450,200 328,000 

Total liabilities and stockholders’ equity............... $2,048,000 $1,828,000 


Additional Information for 2011 

¢ Consolidated net income (after adjustments for all intra-entity items) was $178,000. 

¢ Consolidated depreciation and amortization equaled $52,000. 

¢ On April 10, Son sold a building with a $40,000 book value, receiving cash of $50,000. Later that 
month, Pop borrowed $100,000 from a local bank and purchased equipment for $60,000. These trans- 
actions were all with outside parties. 

¢ During the year, Pop paid $40,000 dividends on its common stock and $10,000 on its preferred stock, 
and Son paid a $20,000 dividend on its common stock. 

¢ Son has long-term convertible debt of $180,000 outstanding included in consolidated liabilities. 
It recognized interest expense of $16,000 (net of taxes) on this debt during the year. This debt can be 
exchanged for 10,000 shares of the subsidiary’s common stock. Pop owns none of this debt. 

¢ Son recorded $60,000 net income from its own operations. Noncontrolling interest in Son’s income 
was $5,800. 

* Pop recorded $4,000 in profits on sales of goods to Son. These goods remain in Son’s warehouse at 
December 31. 

¢ Pop applies the equity method to account for its investment in Son. On its own books, Pop recognized 
$48,200 equity in earnings from Son (90% X [$60,000 less $2,000 amortization] and $4,000 unreal- 
ized intra-entity profit on its sales to Son). 
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Required 


a. Prepare a consolidated statement of cash flows for Pop, Inc., and Son Company for the year ending 
December 31, 2011. Use the indirect approach for determining the amount of cash generated by nor- 
mal operations.'! 


b. Compute basic earnings per share and diluted earnings per share for Pop. Inc. 


SOLUTION 


a. Consolidated Statement of Cash Flows 


The problem specifies that the indirect approach should be used in preparing the consolidated state- 
ment of cash flows. Therefore, all items that do not represent cash flows from operations must be 
removed from the $178,000 consolidated net income. For example, both the depreciation and amor- 
tization are eliminated (noncash items) as well as the gain on the sale of the building (a nonopera- 
tional item). As the chapter discussed, the noncontrolling interest’s share of Son’s net income is 
another noncash reduction that also is removed. In addition, each of the changes in consolidated 
Accounts Receivable, Inventory, and Accounts Payable produces a noncash impact on net income. 
The increase in Accounts Receivable, for example, indicates that the sales figure for the period was 
larger than the amount of cash collected so that adjustment is required in producing this statement. 

From the information given, several nonoperational changes in cash can be determined: the bank 
loan, the acquisition of equipment, the sale of a building, the dividend paid by Son to the noncon- 
trolling interest, and the dividend paid by the parent. Each of these transactions is included in the con- 
solidated statement of cash flows shown in Exhibit 6.9, which explains the $80,000 increase in cash 
experienced by the entity during 2011. 


"| Prior to attempting this problem, a review of an intermediate accounting textbook might be useful to ob- 
tain a complete overview of the production of a statement of cash flows. 


SAAN es) POP, INC., AND SON COMPANY 


Consolidated Statement of Cash Flows 
Year Ending December 31, 2011 
Cash flows from operating activities 
Gonsolidatedinetinconem ene eee ren ene ee ene $ 178,000 


Adjustments to reconcile consolidated net income to net cash provided 
by operating activities: 


Depreciationtandramontizationueaee arn eee eee $ 52,000 
Caine Ae OT MUICHNG) sovcocnscnmonnseencdavacenoon mos (10,000) 
Increase in accounts receivable .............. 0.0000 c ee eee (130,000) 
IMEREASEHIMIIMVE MLO GY imeare en erent eater eer yar rg ne (42,000) 
Decrease invaccolimtsipayables eerste certo eee eee: (6,000) (136,000) 
Neteashiprovidedibyiopenations: messes ramen ten rere ee $ 42,000 
Cash flows from investing activities 
Burchasesofeq tiipmentmret tote reek amen ee teenie er eee. $ (60,000) 
Sal Eto fib ui icing meme ance eran te eee ein rere Pes me ee 50,000 
Net cash used in investing activities ...................0.2020-05. (10,000) 
Cash flows from financing activities 
PEN Met ON em CINCO Ro) oso aedonboneudubocucusuuaeraoe $ (50,000) 
Payment of cash dividend to noncontrolling owners of Son........... (2,000) 
Borrowedstromnbat keeuee eo eer eee ene aye cee ae nee eee 100,000 
Net cash provided by financing activities .................0..0004. 48,000 
Netincreasesinhcas livre wer enters ete eae tires ti anne aa rye te Teme tne eee $ 80,000 
Gashrvamtaryiie2. Ooi ae wet en eer een coe areyet rare tee One gee enn eres reS 130,000 


Get nel BYeve(eVinl fel MSHS PAONIII es ave a et elers ors es uence a eee eiae Aa iets erie $ 210,000 
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EXHIBIT 6.10 
POP, INC., AND SON COMPANY 
Earnings per Share 
Year Ending December 31, 2011 
Earnings Shares 
Basic Earnings per Share 
Pop's share of consolidated net income............. 0.000. eee eee $172,200 
Preferred dividend paid by Pop ...... 0.00... cee cece eee eee (10,000) 
BasiGiE PSryteet emer hatin sever arty eA ee Noe cU ND ert tas are: 162,200 26,000 $6.24 (rounded) 
Diluted Earnings per Share 
Pop's share of consolidated net income............. 0.000 eee eee $172,200 
REMmovereguiltyimGOmerc sete ete: eto erreur eben eee (48,200) 
Removerunnrealizedrqalinenuasmae yearn er amare cree wan ines Wee (4,000) 
Preferred:stocksdividend) ce amen eee ee er ene rene ee (10,000) 
Comino Shenes GUISE InelinG) (elo), IME). oscccanccamecenceneosncs 26,000 
Common stock income—Pop (for EPS computations)................ $110,000 
linverovnne nr Syoin) (err ClilUiwetol PS). occ ceceevcssacscedesescorbtens 44,400 
DY Wiclo al Seana yeaa ee eens hu Rana nee. maau tn ces Goatees omnG $154,400 26,000 $5.94 (rounded) 
b. Earnings per Share 
The subsidiary’s convertible debt has a potentially dilutive effect on earnings per share. Therefore, di- 
luted EPS cannot be determined for the business combination directly from consolidated net income. 
First, the diluted EPS figure must be calculated for the subsidiary. This information then is used in 
the computations made by the consolidated entity. 
Diluted EPS of $2.47 for the subsidiary is determined as follows: 
Son Company—Diluted Earnings per Share 
Earnings Shares 
As reported less excess amortization .. $58,000 20,000 $2.90 
Effect of possible debt conversion: 
Interest saved (net of taxes) ....... 16,000 Newshares 10,000 $1.60 impact 
(16,000/10,000) 
DYLIEC HAPS: wee hele wo a OM Ae $74,000 30,000 $2.47 (rounded) 
The parent owns none of the convertible debt included in computing diluted EPS. Pop holds only 
18,000 (90 percent of the outstanding common stock) of the 30,000 shares used in this EPS calculation. 
Consequently, in determining diluted EPS for the parent company, only $44,400 of the subsidiary’s in- 
come is applicable: 
$74,000 X 18,000/30,000 = $44,400 
Exhibit 6.10 reveals basic EPS of $6.24 and diluted EPS of $5.94. Because the subsidiary’s earnings 
figure is included separately in the computation of diluted EPS, the parent’s individual income must be 
identified in the same manner. Thus, the effect of the equity income and intra-entity (downstream) trans- 
actions are taken into account in arriving at the parent’s separate earnings. 
Questions 1. What is a variable interest entity (VIE)? 


2. What are variable interests in an entity and how might they provide financial control over an entity? 
3. When is a sponsoring firm required to consolidate the financial statements of a VIE with its own 
financial statements? 


10. 


11. 


WP, 
13. 


14. 


U5}, 


16. 


le 
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. A parent company acquires from a third party bonds that had been issued originally by one of its 


subsidiaries. What accounting problems are created by this purchase? 


. In question 4, why is the consolidation process simpler if the bonds had been acquired directly from 


the subsidiary than from a third party? 


. When a company acquires an affiliated company’s debt instruments from a third party, how is the 


gain or loss on extinguishment of the debt calculated? When should this balance be recognized? 


. Several years ago, Bennett, Inc., bought a portion of the outstanding bonds of Smith Corporation, a 


subsidiary organization. The acquisition was made from an outside party. In the current year, how 
should these intra-entity bonds be accounted for within the consolidation process? 


. One company purchases the outstanding debt instruments of an affiliated company on the open mar- 


ket. This transaction creates a gain that is appropriately recognized in the consolidated financial 
statements of that year. Thereafter, a worksheet adjustment is required to correct the beginning bal- 
ance of the consolidated Retained Earnings. Why is the amount of this adjustment reduced from year 
to year? 


. A parent acquires the outstanding bonds of a subsidiary company directly from an outside third 


party. For consolidation purposes, this transaction creates a gain of $45,000. Should this gain be 
allocated to the parent or the subsidiary? Why? 

Perkins Company acquires 90 percent of the outstanding common stock of the Butterfly Corporation 
as well as 55 percent of its preferred stock. How should these preferred shares be accounted for 
within the consolidation process? 


The income statement and the balance sheet are produced using a worksheet, but a consolidated 
statement of cash flows is not. What process is followed in preparing a consolidated statement of 
cash flows? 


How do noncontrolling interest balances affect the consolidated statement of cash flows? 

In many cases, EPS is computed based on the parent’s portion of consolidated net income and parent 
company shares and convertibles. However, a different process must be used for some business 
combinations. When is this alternative approach required? 

A subsidiary has (1) a convertible preferred stock and (2) a convertible bond. How are these items 
factored into the computation of earnings per share for the parent company? 

Why might a subsidiary decide to issue new shares of common stock to parties outside the business 
combination? 

Washburn Company owns 75 percent of Metcalf Company’s outstanding common stock. During the 
current year, Metcalf issues additional shares to outside parties at a price more than its per share con- 
solidated value. How does this transaction affect the business combination? How is this impact 
recorded within the consolidated statements? 

Assume the same information as in question 16 except that Metcalf issues a 10 percent stock 
dividend instead of selling new shares of stock. How does this transaction affect the business 
combination? 


Problems 


LO1 


LO2 


. An enterprise that holds a variable interest in a variable interest entity (VIE) is required to consoli- 


date the assets, liabilities, revenues, expenses, and noncontrolling interest of that entity if: 

a. The VIE has issued no voting stock. 

b. The variable interest held by the enterprise involves a lease. 

c. The enterprise has a controlling financial interest in the VIE. 

d. Other equity interests in the VIE have the obligation to absorb the expected losses of the VIE. 


. A subsidiary has a debt outstanding that was originally issued at a discount. At the beginning of the 


current year, the parent company acquired the debt at a slight premium from outside parties. Which 

of the following statements is true? 

a. Whether the balances agree or not, both the subsequent interest income and interest expense 
should be reported in a consolidated income statement. 

b. The interest income and interest expense will agree in amount and should be offset for consoli- 
dation purposes. 

c. In computing any noncontrolling interest allocation, the interest income should be included but 
not the interest expense. 

d. Although subsequent interest income and interest expense will not agree in amount, both bal- 
ances should be eliminated for consolidation purposes. 
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LO3 


3. The parent company acquires all of a subsidiary’s common stock but only 70 percent of its preferred 
shares. This preferred stock pays a 7 percent annual cumulative dividend. No dividends are in arrears 
at the current time. How is the noncontrolling interest’s share of the subsidiary’s income computed? 


a. 


b. 
Cc. 
d. 


As 30 percent of the subsidiary’s preferred dividend. 
No allocation is made because the dividends have been paid. 
As 30 percent of the subsidiary’s income after all dividends have been subtracted. 


Income is assigned to the preferred stock based on total par value and 30 percent of that amount 
is allocated to the noncontrolling interest. 


4. Aceton Corporation owns 80 percent of the outstanding stock of Voctax, Inc. During the current 
year, Voctax made $140,000 in sales to Aceton. How does this transfer affect the consolidated state- 
ment of cash flows? 


a. 
b. 
c. 


d. 


The transaction should be included if payment has been made. 

Only 80 percent of the transfers should be included because the subsidiary made the sales. 
Because the transfers were from a subsidiary organization, the cash flows are reported as invest- 
ing activities. 

Because of the intra-entity nature of the transfers, the amount is not reported in the consolidated 
cash flow statement. 


5. Warrenton, Inc., owns 80 percent of Aminable Corporation. On a consolidated income statement, the 
Noncontrolling Interest in the Subsidiary’s Income is reported as $37,000. Aminable paid a total 
cash dividend of $100,000 for the year. How does this impact the consolidated statement of cash 
flows? 


a. 


c. 
d. 


The dividends paid to the outside owners are reported as a financing activity, but the noncon- 
trolling interest figure is not viewed as a cash flow. 


The noncontrolling interest figure is reported as an investing activity, but the dividends amount 
paid to the outside owners is omitted entirely. 


Neither figure is reported on the statement of cash flows. 
Both dividends paid and the noncontrolling interest are viewed as financing activities. 


Problems 6 and 7 are based on the following information. 
Comparative consolidated balance sheet data for Iverson, Inc., and its 80 percent—-owned subsidiary 
Oakley Co. follow: 


2011 2010 

(Gas hitet ever cee een ae ee aot at acetate Ramee ene $ 7,000 $ 20,000 
Accounts receivable (net) ................000. 55,000 38,000 
[WikeVe MeINC HSE WENO oo nbc boned oaudbosuene 85,000 45,000 
Buildings and equipment (net) ................ 95,000 105,000 
lad einarikee es aye een ae ee one ween te ney 85,000 100,000 

Gita Steels eee tins whet -a plod Ment A teste kris a dram $327,000 $308,000 
Accounts|payables nto e ceca e scien eae $ 75,000 $ 63,000 
Notes payable, long-term .................... -0- 25,000 
Nionveornniolllintel WAMWENESE 2 occ sone acsnuvecvaeace 39,000 35,000 
Common Stords, SIO ca nnacuoncesuensondane 200,000 200,000 
Retaleckeanmingsa (Cl etl Git) parara meaner earner 13,000 (15,000) 

Al Ci teal | Sepere wee ert aN Barr irae e MRC R AO Pa ae $327,000 $308,000 


Additional Information for Fiscal Year 2011 

¢ Iverson and Oakley’s consolidated net income was $45,000. 

¢ Oakley paid $5,000 in dividends during the year. Iverson paid $12,000 in dividends. 
* Oakley sold $11,000 worth of merchandise to Iverson during the year. 


e There were no purchases or sales of long-term assets during the year. 


In the 2011 consolidated statement of cash flows for Iverson Company: 


6. Net cash flows from operating activities were 


a. 


b. 
Cs 
d. 


$12,000. 
$20,000. 
$24,000. 
$25,000. 


LO4 


LO5 


LO6 


LO2 


LO5 


LO2 


10. 


11. 


12. 


Variable Interest Entities, Intra-Entity Debt, Consolidated Cash Flows, and Other Issues 279 


. Net cash flows from financing activities were 


a. $(25,000). 
b. $(37,000). 
$(38,000). 
d. $(42,000). 


9 


. Bensman Corporation is computing EPS. One of its subsidiaries has stock warrants outstanding. 


How do these convertible items affect Bensman’s EPS computation? 
a. No effect is created because the stock warrants were for the subsidiary company’s shares. 
b. The stock warrants are not included in the computation unless they are antidilutive. 


c. The effect of the stock warrants must be computed in deriving the amount of subsidiary income 
to be included in making the diluted EPS calculation. 


d. The stock warrants are included only in basic EPS but never in diluted EPS. 


. Arcola, Inc., acquires all 40,000 shares of Tuscola Company for $725,000. A year later, when 


Arcola’s equity adjusted balance in its investment in Tuscola equals $800,000, Tuscola issues an ad- 
ditional 10,000 shares to outside investors for $25 per share. Which of the following best describes 
the effect of Tuscola’s stock issue on Arcola’s investment account? 

a. No effect because the shares were all sold to outside parties. 

b. The investment account is reduced because Arcola now owns a smaller percentage of Tuscola. 
c. The investment account is increased because Arcola’s share of Tuscola’s value has increased. 

d. No effect because Arcola maintains control over Tuscola despite the new stock issue. 

Jordan, Inc., owns Fey Corporation. For 2011, Jordan reports net income (without consideration 
of its investment in Fey) of $200,000 and the subsidiary reports $80,000. The parent had a bond 
payable outstanding on January 1, 2011, with a book value of $212,000. The subsidiary acquired 
the bond on that date for $199,000. During 2011, Jordan reported interest expense of $22,000 
while Fey reported interest income of $21,000. What is the consolidated net income? 

a. $266,000. 

b. $268,000. 

c. $292,000. 

d. $294,000. 

Mattoon, Inc., owns 80 percent of Effingham Company. For the current year, this combined entity 
reported consolidated net income of $500,000. Of this amount $465,000 was attributable to Mattoon’s 
controlling interest while the remaining $35,000 was attributable to the noncontrolling interest. 
Mattoon has 100,000 shares of common stock outstanding and Effingham has 25,000 shares out- 
standing. Neither company has issued preferred shares or has any convertible securities outstanding. 
On the face of the consolidated income statement, how much should be reported as Mattoon’s earnings 
per share? 

a. $5.00 

b. $4.65 

c. $4.00 

d. $3.88 


Ace Company reports current earnings of $400,000 while paying $40,000 in cash dividends. Byrd 
Company earns $100,000 in net income and distributes $10,000 in dividends. Ace has held a 
70 percent interest in Byrd for several years, an investment with an acquisition-date fair value 
equal to the book value of its underlying net assets. Ace uses the initial value method to account 
for these shares. 

On January 1 of the current year, Byrd acquired in the open market $50,000 of Ace’s 8 percent 
bonds. The bonds had originally been issued several years ago for 92, reflecting a 10 percent 
effective interest rate. On the date of purchase, the book value of the bonds payable was $48,300. 
Byrd paid $46,600 based on a 12 percent effective interest rate over the remaining life of the 
bonds. 

What is consolidated net income for this year? 


$492,160. 
$493,938. 
$499,160. 
$500,258. 


Vo Fe 
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14. 


15. 


16. 


17. 


Using the same information presented in problem 12, what is the noncontrolling interest’s share of 
the subsidiary’s net income? 

a. $27,000. 

b. $28,290. 

c. $28,620. 

d. $30,000. 

Able Company possesses 80 percent of Baker Company’s outstanding voting stock. Able uses the 
partial equity method to account for this investment. On January 1, 2007, Able sold 9 percent bonds 
payable with a $10 million face value (maturing in 20 years) on the open market at a premium of 
$600,000. On January 1, 2010, Baker acquired 40 percent of these same bonds from an outside party 
at 96.6 of face value. Both companies use the straight-line method of amortization. For a 2011 con- 
solidation, what adjustment should be made to Able’s beginning Retained Earnings as a result of this 
bond acquisition? 

a. $320,000 increase. 

b. $326,000 increase. 

c. $331,000 increase. 

d. $340,000 increase. 

On January 1, Tesco Company spent a total of $4,384,000 to acquire control over Blondel Company. 
This price was based on paying $424,000 for 20 percent of Blondel’s preferred stock and $3,960,000 
for 90 percent of its outstanding common stock. At the acquisition date, the fair value of the 10 per- 
cent noncontrolling interest in Blondel’s common stock was $440,000. The fair value of the 80 per- 
cent of Blondel’s preferred shares not owned by Tesco was $1,696,000. Blondel’s stockholders’ 
equity accounts at January | were as follows: 


Preferred stock—9%, $100 par value, cumulative and participating; 


10, COO SmeES CUNSIAINCNMG) ooocccouncascccosnaabeuaavanas $1,000,000 
Common stock—$50 par value; 40,000 shares outstanding ....... 2,000,000 
RetalmediGanmim Scene. wa eecc tte arcs cee tar ryan) eo meen ee eee 3,000,000 

Yoiall Sto nololers’ GOW acco ceacuneeaaunsecuosgsddrunde $6,000,000 


Tesco believes that all of Blondel’s accounts approximate their fair values within the company’s 
financial statements. What amount of consolidated goodwill should be recognized? 


a. $300,000. 
b. $316,000. 
c. $364,000. 
d. $520,000. 
On January 1, Morgan Company has a net book value of $1,460,000 as follows: 


1,000 shares of preferred stock; par value $100 per share; cumulative, 


nonparticipating, nonvoting; call value $108 per share ......... $ 100,000 
20,000 shares of common stock; par value $40 pershare......... 800,000 
Retalmeci@anminGS en yes ae seeen ates ah See eres eat eta eeee ras 560,000 

Toll he tarncA mcd, Ae Awaits Wie hire ain eed Saat Aad mA eR Een EOE aed $1,460,000 


Leinen Company acquires all outstanding preferred shares for $106,000 and 60 percent of the com- 
mon stock for $870,000. The acquisition-date fair value of the noncontrolling interest in Morgan’s 
common stock was $580,000. Leinen believed that one of Morgan’s buildings, with a 12-year life, 
was undervalued by $50,000 on the company’s financial records. 

What amount of consolidated goodwill would be recognized from this acquisition? 

$40,000. 

$41,200. 

$42,400. 

| $46,000. 

Aedion Company owns control over Breedlove, Inc. Aedion reports sales of $300,000 during 2011 
and Breedlove reports $200,000. Inventory costing $20,000 was transferred from Breedlove to 


cons 
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LO6 


LO6 


18. 


Variable Interest Entities, Intra-Entity Debt, Consolidated Cash Flows, and Other Issues 281 


Aedion (upstream) during the year for $40,000. Of this amount, 25 percent is still in ending inven- 
tory at year-end. Total receivables on the consolidated balance sheet were $80,000 at the first of the 
year and $110,000 at year-end. No intra-entity debt existed at the beginning or ending of the year. 
Using the direct approach, what is the consolidated amount of cash collected by the business com- 
bination from its customers? 


a. $430,000. 
b. $460,000. 
c. $490,000. 
d. $510,000. 


Aaron owns 100 percent of the 12,000 shares of Veritable, Inc. The Investment in Veritable account 
has a balance of $588,000, corresponding to the subsidiary’s unamortized acquisition-date fair value 
of $49 per share. Veritable issues 3,000 new shares to the public for $50 per share. How does this 
transaction affect the Investment in Veritable account? 


a. It is not affected because the shares were sold to outside parties. 
b. It should be increased by $2,400. 

c. It should be increased by $3,000. 

d. It should be decreased by $117,600. 


Problems 19 through 21 are based on the following information. 


Neill Company purchases 80 percent of the common stock of Stamford Company on January 1, 2010, 
when Stamford has the following stockholders’ equity accounts: 


Common stock—40,000 shares outstanding .................. $100,000 
/Nololtiolnell (ORNCHIM CONE Gaacceacacesecaanensaaaneuagehoas 75,000 
RevelineCl CenininGs; WWAO oscccascadvetuesbnuavagebuogaveaa 540,000 

Tote Store MONOlENS OUMN a ace oacaoeraceennuaaauesaccesas $715,000 


To acquire this interest in Stamford, Neill pays a total of $592,000. The acquisition-date fair value of the 
20 percent noncontrolling interest was $148,000. Any excess fair value was allocated to goodwill, which 
has not experienced any impairment. 


On January 1, 2011, Stamford reports retained earnings of $620,000. Neill has accrued the increase 


in Stamford’s retained earnings through application of the equity method. 


19. 


20. 


Pile 


View the following problems as independent situations: 


On January 1, 2011, Stamford issues 10,000 additional shares of common stock for $25 per share. 
Neill acquires 8,000 of these shares. How will this transaction affect the parent company’s Addi- 
tional Paid-In Capital account? 


a. Has no effect on it. 

b. Increases it by $20,500. 
c. Increases it by $36,400. 
d. Increases it by $82,300. 


On January 1, 2011, Stamford issues 10,000 additional shares of common stock for $15 per share. 
Neill does not acquire any of this newly issued stock. How does this transaction affect the parent 
company’s Additional Paid-In Capital account? 


a. Has no effect on it. 

b. Increases it by $44,000. 
c. Decreases it by $35,200. 
d. Decreases it by $55,000. 


On January 1, 2011, Stamford reacquires 8,000 of the outstanding shares of its own common stock 
for $24 per share. None of these shares belonged to Neill. How does this transaction affect the par- 
ent company’s Additional Paid-In Capital account? 


a. Has no effect on it. 

b. Decreases it by $55,000. 
c. Decreases it by $35,000. 
d. Decreases it by $28,000. 


282 Chapter 6 


LO1 


22 


3, 


24. 


DS, 


Hillsborough Country Outfitters, Inc., entered into an agreement for HCO Media LLC to exclusively 
conduct Hillsborough’s e-commerce initiatives through a jointly owned (50 percent each) Internet 
site known as HCO.com. HCO Media receives 2 percent of all sales revenue generated through the 
site up to a maximum of $500,000 per year. Both Hillsborough and HCO Media pay 50 percent of 
the costs to maintain the Internet site. However, if HCO Media’s fees are insufficient to cover its 
50 percent share of the costs, Hillsborough absorbs the loss. 

Assuming that HCO Media qualifies as a VIE, should Hillsborough consolidate HCO Media LLC? 


The following describes a set of arrangements between TecPC Company and a variable interest en- 
tity (VIE) as of December 31, 2011. TecPC agrees to design and construct a new research and de- 
velopment (R&D) facility. The VIE’s sole purpose is to finance and own the R&D facility and lease 
it to TecPC Company after construction is completed. Payments under the operating lease are ex- 
pected to begin in the first quarter of 2013. 

The VIE has financing commitments sufficient for the construction project from equity and 
debt participants (investors) of $4 million and $42 million, respectively. TecPC, in its role as the 
VIE’s construction agent, is responsible for completing construction by December 31, 2012. 
TecPC has guaranteed a portion of the VIE’s obligations during the construction and postcon- 
struction periods. 

TecPC agrees to lease the R&D facility for five years with multiple extension options. The 
lease is a variable rate obligation indexed to a three-month market rate. As market interest rates 
increase or decrease, the payments under this operating lease also increase or decrease, sufficient 
to provide a return to the investors. If all extension options are exercised, the total lease term is 
35 years. 

At the end of the first five-year lease term or any extension, TecPC may choose one of the 
following: 

« Renew the lease at fair value subject to investor approval. 

* Purchase the facility at its original construction cost. 

¢ Sell the facility on the VIE’s behalf, to an independent third party. If TecPC sells the project and 
the proceeds from the sale are insufficient to repay the investors their original cost, TecPC may 
be required to pay the VIE up to 85 percent of the project’s cost. 

a. What is the purpose of reporting consolidated statements for a company and the entities that it 
controls? 

b. When should a VIE’s financial statements be consolidated with those of another company? 
Identify the risks of ownership of the R&D facility that (1) TecPC has effectively shifted to the 
VIE’s owners and (2) remain with TecPC. 

d. What characteristics of a primary beneficiary does TecPC possess? 

On December 31, 2011, PanTech Company invests $20,000 in SoftPlus, a variable interest entity. In 

contractual agreements completed on that date, PanTech established itself as the primary beneficiary 

of SoftPlus. Previously, PanTech had no interest in SoftPlus. Immediately after PanTech’s invest- 
ment, SoftPlus presents the following balance sheet 


Cash $ 20,000 Long-term debt $120,000 
Marketing software 140,000 Noncontrolling interest 60,000 
Computer equipment 40,000 PanTech equity interest 20,000 

Total assets $200,000 Total liabilities and equity $200,000 


Each of the above amounts represents an assessed fair market value at December 31, 2011, except 
for the marketing software. 


a. Ifthe marketing software was undervalued by $20,000, what amounts for SoftPlus would appear 
in PanTech’s December 31, 2011, consolidated financial statements? 
b. If the marketing software was overvalued by $20,000, what amounts for SoftPlus would appear 
in PanTech’s December 31, 2011, consolidated financial statements? 
Darges owns 51 percent of the voting stock of Walrus, Inc. The parent’s interest was acquired several 
years ago on the date that the subsidiary was formed. Consequently, no goodwill or other allocation 
was recorded in connection with the acquisition. 
On January 1, 2008, Walrus sold $1,000,000 in 10-year bonds to the public at 105. The bonds 
had a cash interest rate of 9 percent payable every December 31. Darges acquired 40 percent of 
these bonds on January 1, 2010. What consolidation entry would be recorded in connection with 
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these intra-entity bonds for 96 percent of face value? Both companies utilize the straight-line 
method of amortization. 


a. December 31, 2010? 
b. December 31, 2011? 
c. December 31, 2012? 


Key 26. Highlight, Inc., owns all outstanding stock of Kiort Corporation. The two companies report the fol- 
lowing balances for the year ending December 31, 2011: 


Highlight Kiort 
Revenues and interest income .................. $(670,000) $(390,000) 
Operating and interest expense ................. 540,000 221,000 
WME CEIMS ANC OSES . occu edeeowgeccuonasos (120,000) (32,000) 
NG GIM GOR Ce ent merece cea eter cee rur otc aenrtna $(250,000) $(201,000) 


On January 1, 2011, Highlight acquired on the open market bonds for $108,000 originally issued 
by Kiort. This investment had an effective rate of 8 percent. The bonds had a face value of $100,000 
and a cash interest rate of 9 percent. At the date of acquisition, these bonds were shown as liabilities 
by Kiort with a book value of $84,000 (based on an effective rate of 11 percent). Determine the bal- 
ances that should appear on a consolidated income statement for 2011. 

LO2 27. Several years ago Absalom, Inc., sold $800,000 in bonds to the public. Annual cash interest of 8 per- 
cent ($64,000) was to be paid on this debt. The bonds were issued at a discount to yield 10 percent. 
At the beginning of 2010, McDowell Corporation (a wholly owned subsidiary of Absalom) pur- 
chased $100,000 of these bonds on the open market for $121,655, a price based on an effective in- 
terest rate of 6 percent. The bond liability had a book value on that date of $668,778. What 
consolidation entry would be required for these bonds on 
a. December 31, 2010? 

b. December 31, 2012? 

Key 28. Opus, Incorporated, owns 90 percent of Bloom Company. On December 31, 2010, Opus acquires 
half of Bloom’s $500,000 outstanding bonds. These bonds had been sold on the open market on 
January 1, 2008, at a 12 percent effective rate. The bonds pay a cash interest rate of 10 percent every 
December 31 and are scheduled to come due on December 31, 2018. Bloom issued this debt origi- 
nally for $435,763. Opus paid $283,550 for this investment, indicating an 8 percent effective yield. 
a. Assuming that both parties use the effective rate method, what gain or loss from the retirement 

of this debt should be reported on the consolidated income statement for 2010? 

b. Assuming that both parties use the effective rate method, what balances should appear in the In- 
vestment in Bloom Bonds account on Opus’s records and the Bonds Payable account of Bloom 

as of December 31, 2011? 

c. Assuming that both parties use the straight-line method, what consolidation entry would be re- 
quired on December 31, 2011, because of these bonds? Assume that the parent is not applying 


the equity method. 
LO3 29. Hepner Corporation has the following stockholders’ equity accounts: 
Preferred stock (6% cumulative dividend) ..................... $500,000 
GOMMMOMEStOG Kaeo eerste ate ero te ete tee, cen erat Gt yee co eae te 750,000 
AGlelitiomell (OANCHIM CeYONE! onan oncaneroacdnceganaanesauaguce 300,000 
RetaimedicanminGSem ats err etree eee wy ee eer ere 950,000 


The preferred stock is participating. Wasatch Corporation buys 80 percent of this common stock for 
$1,600,000 and 70 percent of the preferred stock for $630,000. The acquisition-date fair value of the 
noncontrolling interest in the common shares was $400,000 and was $270,000 for the preferred 
shares. All of the subsidiary’s assets and liabilities are viewed as having fair values equal to their 
book values. What amount is attributed to goodwill on the date of acquisition? 


LO3 30. Smith, Inc., has the following stockholders’ equity accounts as of January 1, 2011: 


Preferred stock—$100 par, nonvoting and 

nonparticipating, 8 percent cumulative dividend .............. $ 2,000,000 
(COMMON SHOR<-W2O) (OR WAS cccaccansscovesnonosevocuene 4,000,000 
RetaimedicanminG See eats wrmerre wore wei ce cresiar tern ni tee eae eres 10,000,000 
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Haried Company purchases all of Smith’s common stock on January 1, 2011, for $14,040,000. The 
preferred stock remains in the hands of outside parties. Any excess acquisition-date fair value will 
be assigned to franchise contracts with a 40-year life. 

During 2011, Smith reports earning $450,000 in net income and pays $360,000 in cash divi- 
dends. Haried applies the equity method to this investment. 
a. What is the noncontrolling interest’s share of consolidated net income for this period? 
b. What is the balance in the Investment in Smith account as of December 31, 2011? 
c. What consolidation entries are needed for 2011? 
Through the payment of $10,468,000 in cash, Drexel Company acquires voting control over Young 
Company. This price is paid for 60 percent of the subsidiary’s 100,000 outstanding common shares 
($40 par value) as well as all 10,000 shares of 8 percent, cumulative, $100 par value preferred stock. 
Of the total payment, $3.1 million is attributed to the fully participating preferred stock with the 
remainder paid for the common. This acquisition is carried out on January 1, 2011, when Young re- 
ports retained earnings of $10 million and a total book value of $15 million. The acquisition-date 
fair value of the noncontrolling interest in Young’s common stock was $4,912,000. On this same 
date, a building owned by Young (with a 5-year remaining life) is undervalued in the financial 
records by $200,000, while equipment with a 10-year life is overvalued by $100,000. Any further 
excess acquisition-date fair value is assigned to a brand name with a 20-year life. 

During 2011, Young reports net income of $900,000 while paying $400,000 in cash dividends. 
Drexel uses the initial value method to account for both of these investments. 

Prepare appropriate consolidation entries for 2011. 

The following information has been taken from the consolidation worksheet of Peak and its 
90 percent—owned subsidiary, Valley: 
¢ Peak reports a $12,000 gain on the sale of a building. The building had a book value of $32,000 

but was sold for $44,000 cash. 
¢ Intra-entity inventory transfers of $129,000 occurred during the current period. 
° Valley paid a $30,000 dividend during the year with $27,000 of this amount going to Peak. 
¢ Amortization of an intangible asset recognized by Peak’s purchase was $16,000 for the current period. 
* Consolidated accounts payable decreased by $11,000 during the year. 
Indicate how to reflect each of these events on a consolidated statement of cash flows. 
Alford Company and its 80 percent—-owned subsidiary, Knight, have the following income state- 
ments for 2011: 


Alford Knight 

REVERIUGS ate mee aes ere mien ta crunk eete Reeve etter ere $(500,000) $(230,000) 
CORNGH COOOS SOC) oc eden owaoseeedecesvanone 300,000 140,000 
Depreciation and amortization ................. 40,000 10,000 
CUMIN OOEISES .gosngdennh@eeauoueoeouaneos 20,000 20,000 
Gaimomisdleonequip ments seein nae (30,000) =0= 
FEO (UILAY Im) CEIAMINGIS OFF IXIMMGIME ase ces eacaneusaca (36,200) -0- 

NGBINGOMGIeatree see eee eee eee $(206,200) $ (60,000) 


Additional Information for 2011 


34. 


e Intra-entity inventory transfers during the year amounted to $90,000 and were downstream from 
Alford to Knight. 


¢ Unrealized inventory gains at January 1 were $6,000, but at December 31, they are $9,000. 

e Annual excess amortization expense resulting from the acquisition is $11,000. 

¢ Knight paid dividends totaling $20,000. 

¢ The noncontrolling interest’s share of the subsidiary’s income is $9,800. 

¢ During the year, consolidated inventory rose by $11,000 while accounts receivable and accounts 
payable declined by $8,000 and $6,000, respectively. 

Using either the direct or the indirect approach, determine the amount of cash generated from oper- 

ations during the period by this business combination. 

Porter Corporation owns all 30,000 shares of the common stock of Street, Inc. Porter has 60,000 

shares of its own common stock outstanding. During the current year, Porter earns income (without 

any consideration of its investment in Street) of $150,000 while Street reports $130,000. Annual 


LO5 
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amortization of $10,000 is recognized each year on the consolidation worksheet based on acquisition- 
date fair-value allocations. Both companies have convertible bonds outstanding. During the current 
year, interest expense (net of taxes) is $32,000 for Porter and $24,000 for Street. Porter’s bonds can 
be converted into 8,000 shares of common stock; Street’s bonds can be converted into 10,000 shares. 
Porter owns none of these bonds. What are the earnings per share amounts that Porter should report 
in its current year consolidated income statement? 


Primus, Inc., owns all outstanding stock of Sonston, Inc. For the current year, Primus reports income 
(exclusive of any investment income) of $600,000. Primus has 100,000 shares of common stock out- 
standing. Sonston reports net income of $200,000 for the period with 40,000 shares of common 
stock outstanding. Sonston also has 10,000 stock warrants outstanding that allow the holder to ac- 
quire shares at $10 per share. The value of this stock was $20 per share throughout the year. Primus 
owns 2,000 of these warrants. What amount should Primus report for diluted earnings per share? 


Garfun, Inc., owns all of the stock of Simon, Inc. For 2011, Garfun reports income (exclusive of any 
investment income) of $480,000. Garfun has 80,000 shares of common stock outstanding. It also has 
5,000 shares of preferred stock outstanding that pay a dividend of $15,000 per year. Simon reports 
net income of $290,000 for the period with 80,000 shares of common stock outstanding. Simon also 
has a liability for 10,000 of $100 bonds that pay annual interest of $8 per bond. Each of these bonds 
can be converted into three shares of common stock. Garfun owns none of these bonds. Assume a 
tax rate of 30 percent. What amount should Garfun report as diluted earnings per share? 


The following separate income statements are for Mason and its 80 percent-owned subsidiary, Dixon: 


Mason Dixon 
RRA ETOIUTES: fe Gao ei ipeeticeteedien ater menearae uate: $(400,000) $(300,000) 
EXDEIMSOStay eerie peter eree erect netan Sogn a arena arate: 290,000 225,000 
Gell) Ol SES Cif QOWMONNAME .o556c00s4se0ee0un00 —0- (15,000) 
EquitvieanmingsonsUbsiciahvaen a srn nner nen: (52,000) =0= 
INGCHIMGOMNES tare ace ererie eae creer nay ern eees $(162,000) $ (90,000) 
Outstanding common shares .................-. 50,000 30,000 


Additional Information 


38. 


39. 


¢ Amortization expense resulting from Dixon’s excess acquisition-date fair value is $25,000 per year. 


¢ Mason has convertible preferred stock outstanding. Each of these 5,000 shares is paid a dividend 
of $4 per year. Each share can be converted into four shares of common stock. 


¢ Stock warrants to buy 10,000 shares of Dixon are also outstanding. For $20, each warrant can be 
converted into a share of Dixon’s common stock. The fair value of this stock is $25 throughout 
the year. Mason owns none of these warrants. 

¢ Dixon has convertible bonds payable that paid interest of $30,000 (after taxes) during the year. 
These bonds can be exchanged for 20,000 shares of common stock. Mason holds 15 percent of 
these bonds, which it bought at book value directly from Dixon. 

Compute Mason’s basic and diluted EPS. 


DeMilo, Inc., owns 100 percent of the 40,000 outstanding shares of Ricardo, Inc. DeMilo currently 
carries the Investment in Ricardo account at $490,000 using the equity method. 

Ricardo issues 10,000 new shares to the public for $15.75 per share. How does this transaction 
affect the Investment in Ricardo account that appears on DeMilo’s financial records? 


Albuquerque, Inc., acquired 16,000 shares of Marmon Company several years ago for $600,000. At 
the acquisition date, Marmon reported a book value of $710,000, and Albuquerque assessed the fair 
value of the noncontrolling interest at $150,000. Any excess of acquisition-date fair value over book 
value was assigned to broadcast licenses with indefinite lives. Since the acquisition date and until 
this point, Marmon has issued no additional shares. No impairment has been recognized for the 
broadcast licenses. 

At the present time, Marmon reports $800,000 as total stockholders’ equity, which is broken 
down as follows: 


(COMMON SiO (G50 Oa WAU) conn aansncasoncabauosbaacveus $200,000 
/Nolelitoymell (BNC CeO!) oa ac checaunsrdaannnadaudeuagesead 230,000 
NEMANANSC GEMM cn saacaeeaonwnadbbhaauheeauaeosua ga sons 370,000 


iRONieel| Paty eres pclae ei Cs Laren nae ne Renee) WARS AUR arn $800,000 
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View the following as independent situations: 

a. Marmon sells 5,000 shares of previously unissued common stock to the public for $47 per share. 
Albuquerque purchased none of this stock. What journal entry should Albuquerque make to rec- 
ognize the impact of this stock transaction? 

b. Marmon sells 4,000 shares of previously unissued common stock to the public for $33 per share. 
Albuquerque purchased none of this stock. What journal entry should Albuquerque make to rec- 
ognize the impact of this stock transaction? 

On January 1, 2009, Aronsen Company acquired 90 percent of Siedel Company’s outstanding 

shares. Siedel had a net book value on that date of $480,000: common stock ($10 par value) of 

$200,000 and retained earnings of $280,000. 

Aronsen paid $584,100 for this investment. The acquisition-date fair value of the 10 percent 
noncontrolling interest was $64,900. The excess fair value over book value associated with the ac- 
quisition was used to increase land by $89,000 and to recognize copyrights (16-year remaining life) 
at $80,000. Subsequent to the acquisition, Aronsen applied the initial value method to its invest- 
ment account. 

In the 2009-2010 period, the subsidiary’s retained earnings increased by $100,000. During 
2011, Siedel earned income of $80,000 while paying $20,000 in dividends. Also, at the beginning 
of 2011, Siedel issued 4,000 new shares of common stock for $38 per share to finance the 
expansion of its corporate facilities. Aronsen purchased none of these additional shares and 
therefore recorded no entry. Prepare the appropriate 2011 consolidation entries for these two 
companies. 

Pavin acquires all of Stabler’s outstanding shares on January 1, 2009, for $460,000 in cash. Of this 

amount, $30,000 was attributed to equipment with a 10-year remaining life and $40,000 was assigned 

to trademarks expensed over a 20-year period. Pavin applies the partial equity method so that income 
is accrued each period based solely on the earnings reported by the subsidiary. 

On January 1, 2012, Pavin reports $300,000 in bonds outstanding with a book value of $282,000. 
Stabler purchases half of these bonds on the open market for $145,500. 

During 2012, Pavin begins to sell merchandise to Stabler. During that year, inventory costing 
$80,000 was transferred at a price of $100,000. All but $10,000 (at sales price) of these goods were 
resold to outside parties by year-end. Stabler still owes $33,000 for inventory shipped from Pavin 
during December. 

The following financial figures are for the two companies for the year ending December 31, 
2012. Prepare a worksheet to produce consolidated balances. (Credits are indicated by parentheses.) 


Pavin Stabler 

REVEIMUCSS te carmen ste: tree es ee meme Sa nee $ (740,000) $(505,000) 
(COSUOH GOOCS SOC] osuaavanaaspnagsoeonnaaane 455,000 240,000 
EXPONSCSih eyo ed noe eee wakes ae 125,000 158,500 
[nWEOSU OWOSSO NCIS son casanaanacesouacoe 36,000 —0- 
Interest income—bond investment .............. —0- (16,500) 
Loss on extinguishment of bonds ................ -0- —0- 
EO(ULIGY (lm SUBOES IIMCONME 22 ss coaceussndeocndoa (123,000) =0= 

NEHINGOMCI Rare eannsae we ety eer na ere $ (247,000) $(123,000) 
Newline] G2NIMIMOS, WWI sarconnecnesaeauesne $ (345,000) 
Neizlinecl GENMIMNOS, WWI2 s.sasanganscussuacoe $(361,000) 
NER MECN GINA) canoes ancenanonnacnnaeces (247,000) (123,000) 
DYMO oellol sacesaaaveaaced Geadoorbauda ox 155,000 61,000 

Reelin GeniMinGs, IASWAZ os cucseaucsuceuss $ (437,000) $(423,000) 
(CeRiN GINC| WAXCANEINES coccccndedcunoasunonoons $ 217,000 $ 35,000 
aN STA oy nye eee tneee crete seats settee acre rerara eecerece en sy paceman Hatene 175,000 87,000 
ANWESMNETANE fla) SHLD? 4 os ce conn seeuneece 613,000 —0- 
anesitinvevane iin (ewe loomnWelS 2 os se nw snananuaenea —0- 147,000 
Land, buildings, and equipment (net) ............ 245,000 541,000 
IAGEIMAnKS3) 375, een ee ees Meee oe ane —0- —0- 

TOtalFaSSOLS ie ected a Peete eat hy Re $ 1,250,000 $ 810,000 


(continued) 
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Pavin Stabler 
AGGOUNTSIPayableceae em pene Hees aera: $ (225,000) $(167,000) 
BOndsipava blentcgnce te ncwy werener cerry mace eae mer (300,000) (100,000) 
DISCOUMtOMMDOMC Sete et ee eee eee enn 12,000 == 
GOMIMOMEStOG Kae een ee tart en apes aera eer (300,000) (120,000) 
Retained earnings (above) ................005. (437,000) (423,000) 
Total liabilities and stockholders’ equity......... $(1,250,000) $(810,000) 


42. Fred, Inc., and Herman Corporation formed a business combination on January 1, 2009, when Fred 


43. 


acquired a 60 percent interest in Herman’s common stock for $312,000 in cash. The book value of 
Herman’s assets and liabilities on that day totaled $300,000 and the fair value of the noncontrolling 
interest was $208,000. Patents being held by Herman (with a 12-year remaining life) were under- 
valued by $90,000 within the company’s financial records and a customer list (10-year life) worth 
$130,000 was also recognized as part of the acquisition-date fair value. 

Intra-entity inventory transfers occur regularly between the two companies. Merchandise carried 
over from one year to the next is always sold in the subsequent period. 


Original Transfer Price Ending Balance 
Year Cost to Herman to Fred at Transfer Price 
2009 80,000 100,000 20,000 
2010 100,000 125,000 40,000 
2011 90,000 120,000 30,000 


Fred had not paid for half of the 2011 inventory transfers by year-end. 

On January 1, 2010, Fred sold $15,000 in land to Herman for $22,000. Herman is still holding 
this land. 

On January 1, 2011, Herman acquired $20,000 (face value) of Fred’s bonds on the open market. 
These bonds had an 8 percent cash interest rate. On the date of repurchase, the liability was shown 
within Fred’s records at $21,386, indicating an effective yield of 6 percent. Herman’s acquisition 
price was $18,732 based on an effective interest rate of 10 percent. 

Herman indicated earning a net income of $25,000 within its 2011 financial statements. The 
subsidiary also reported a beginning Retained Earnings balance of $300,000, dividends paid of 
$4,000, and common stock of $100,000. Herman has not issued any additional common stock 
since its takeover. The parent company has applied the equity method to record its investment in 
Herman. 

a. Prepare consolidation worksheet adjustments for 2011. 


b. Calculate the 2011 balance for the noncontrolling interest’s share of consolidated net income. In 
addition, determine the ending 2011 balance for noncontrolling interest in the consolidated bal- 
ance sheet. 

c. Determine the consolidation worksheet adjustments needed in 2012 in connection with the intra- 
entity bonds. 

On January 1, 2010, Mona, Inc., acquired 80 percent of Lisa Company’s common stock as well 

as 60 percent of its preferred shares. Mona paid $65,000 in cash for the preferred stock, with a 

call value of 110 percent of the $50 per share par value. The remaining 40 percent of the pre- 

ferred shares traded at a $34,000 fair value. Mona paid $552,800 for the common stock. At the 
acquisition date, the noncontrolling interest in the common stock had a fair value of $138,200. 

The excess fair value over Lisa’s book value was attributed to franchise contracts of $40,000. 

This intangible asset is being amortized over a 40-year period. Lisa pays all preferred stock div- 

idends (a total of $8,000 per year) on an annual basis. During 2010, Lisa’s book value increased 

by $50,000. 

On January 2, 2010, Mona acquired one-half of Lisa’s outstanding bonds payable to reduce the 
business combination’s debt position. Lisa’s bonds had a face value of $100,000 and paid cash 
interest of 10 percent per year. These bonds had been issued to the public to yield 14 percent. Interest 
is paid each December 31. On January 2, 2010, these bonds had a total $88,350 book value. Mona 
paid $53,310, indicating an effective interest rate of 8 percent. 

On January 3, 2010, Mona sold Lisa fixed assets that had originally cost $100,000 but had accu- 
mulated depreciation of $60,000 when transferred. The transfer was made at a price of $120,000. 
These assets were estimated to have a remaining useful life of 10 years. 
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The individual financial statements for these two companies for the year ending December 31, 
2011, are as follows: 


Mona, Inc. Lisa Company 

SIGS Glave! HME? EMEINUIES 2a hee a cua can anodaaann $ (500,000) $ (200,000) 
EXPENSES ieee oe oe eee eee eee 220,000 120,000 
Dividend income—Lisa common stock ........... (8,000) —0- 
Dividend income—Lisa preferred stock ........... (4,800) —0- 

INGTIIMIGORM Cie ettear oe erie canons never, Ret av rer@ere eile $ (292,800) $ (80,000) 
eielinecl GeimaliMo[s, WAN s.sseccccnceseuceoss $ (700,000) $ (500,000) 
NEW IM@OMME (GIOVE) onc accasacanvacaacnoannane (292,800) (80,000) 
Dividends paid—common stock ................ 92,800 10,000 
Dividends paid—preferred stock ................ —0- 8,000 

REWelinaC! GenininGs, IAW sans ccasscsnneses $ (900,000) $ (562,000) 
GUNTER ASSCLS2 eet. tae ee toe eehe wane ea ne er ere ele $ 130,419 $ 500,000 
Investment in Lisa—common stock ............. 552,800 —0- 
Investment in Lisa—preferred stock ............. 65,000 —0- 
INVeEStMen tl liSa= DON CSueise nner nonn 51,781 —0- 
FIXeCkaSSCLS ewes a axed oh oe prea ar diy Ce Mea ce ea ey 1,100,000 800,000 
Accumulated depreciation .................... (300,000) (200,000) 

TOtalkaSsetSpesaaete. eentcon set aaannii ay ere terete als $ 1,600,000 $ 1,100,000 
AGCOUMtSIPayablevr starr cause cee acme en nee $ (400,000) $ (144,580) 
Bondsipayableewi curate eee my emer en —0- (100,000) 
DYSKcCoWWInLe lM lKONMVCIS [OEWElEI) ac casccccssanasese —0- 6,580 
@OIMIMOMESTOG Kae erent erecta rere ie tana, seen eo (300,000) (200,000) 
Prefeneckstock sayin yin icr cack mye tema oer een —0- (100,000) 
Reine Seimlings, IWSWI .cosceoesccesancne (900,000) (562,000) 

Total liabilities and equities .................. $(1,600,000) $(1,100,000) 


a. What consolidation worksheet adjustments would have been required as of January 1, 2010, to 
eliminate the subsidiary’s common and preferred stocks? 


b. What consolidation worksheet adjustments would have been required as of December 31, 2010, 
to account for Mona’s purchase of Lisa’s bonds? 


c. What consolidation worksheet adjustments would have been required as of December 31, 2010, 
to account for the intra-entity sale of fixed assets? 


d. Assume that consolidated financial statements are being prepared for the year ending December 
31, 2011. Calculate the consolidated balance for each of the following accounts: 


Franchises 

Fixed Assets 

Accumulated Depreciation 
Expenses 


44. Rodriguez Company holds 80 percent of the common stock of Molina, Inc., and 30 percent of this sub- 
sidiary’s convertible bonds. The following consolidated financial statements are for 2010 and 2011: 


Rodriguez Company and Consolidated Subsidiary Molina 


2010 2011 
REVEMUCS i: pee taiee caret teres cee actin array Wage ria me $ (850,000) $ (980,000) 
COSC COOOS SC) oc acden swabs soeoecesoaode 600,000 640,000 
Depreciation and amortization ................. 90,000 100,000 
Gali On Sale Of [OWINGlING) conn aacnnacesscanbauene —0- (20,000) 
IMtGreSTHOXDGNSCh cae ke tec ae ep oe geen we eres 30,000 30,000 
Consolidated net income .................... (130,000) (230,000) 
WO) NOMMCOMMION TING) MEMES onc een oc sadaese 9,000 11,000 
MO) DEVEIMNE COMMON . cccnononsavecsagenacoor $ (121,000) $ (219,000) 


(continued) 
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Rodriguez Company and Consolidated Subsidiary Molina 


Revelinesl Gevinlings, WA sccossaasanaasaceauaaee $ (300,000) $ (371,000) 
NE RINGOMEGES oh oyna earn. een rr are eur panes (121,000) (219,000) 
Diels oEllel sanchvahabhhcesadanaa gene mode 50,000 100,000 

NeWinetc] CEVIMINGS, WEN accu eaesaaacdnecdoe $ (371,000) $ (490,000) 
GAS agate Cae cient aay NEME PAC OEE ele edo aR $ 80,000 $ 150,000 
/NEEOWINES KECEINEINIG 6 cnc dnnoadpacdeusnveuance 150,000 140,000 
IAVEMLORY captcha: ecard Cairn nee tathn lan venerated 200,000 340,000 
Buildings and equipment (net) ................. 640,000 690,000 
Databases meer ea teed ie ete eee eee epee ea 150,000 145,000 

TOtalkassets: swan ein eho See pentose $ 1,220,000 $ 1,465,000 
FAGGOURIS! Dayab|Cerce rata car ru teed ae ee were aer enna se $ (140,000) $ (100,000) 
BOMdSipaya bles tye. crt eect metwesmerer ene arte ns (400,000) (500,000) 
Noncontrolling interest in Molina ............... (32,000) (41,000) 
GOMMOMStOCK eae a ee eee eee ee eas (100,000) (130,000) 
Additional paid-in capital ..................... (177,000) (204,000) 
NEUEN] GEMMMINGS osasceosoucsaoeeuduegusuce (371,000) (490,000) 

Total liabilities and equities .................. $(1,220,000) $(1,465,000) 


Additional Information for 2011 
e The parent issued bonds during the year for cash. 
¢ Amortization of databases amounts to $5,000 per year. 
¢ The parent sold a building with a cost of $60,000 but a $30,000 book value for cash on May 11. 
e The subsidiary purchased equipment on July 23 using cash. 
e Late in November, the parent issued stock for cash. 
¢ During the year, the subsidiary paid dividends of $10,000. 


Prepare a consolidated statement of cash flows for this business combination for the year ending 
December 31, 2011. Either the direct or the indirect approach may be used. 


LOS 45. Following are separate income statements for Austin, Inc., and its 80 percent owned subsidiary, 
Rio Grande Corporation as well as a consolidated statement for the business combination as 
eXe el a whole. 
Austin Rio Grande _‘ Consolidated 
[ENGINES ce entn aie ae eee aise ee $(700,000) $(500,000) $(1,200,000) 
COS OF COCCS Solel os conan cecaoe 400,000 300,000 700,000 
Operating expenses ............ 100,000 70,000 195,000 
Equity in earnings of Rio Grande .. (84,000) 
Individual company net income ... $(284,000) $(130,000) 
Consolidated net income ........ $ (305,000) 
Noncontrolling interest in 
Rio Grande’s income ........... (21,000) 
Consolidated net income attributable 
OWA Mal eine onieh mawtran deoks ag Be $ (284,000) 


Additional Information 

e Annual excess fair over book value amortization of $25,000 resulted from the acquisition. 

¢ The parent applies the equity method to this investment. 

e Austin has 50,000 shares of common stock and 10,000 shares of preferred stock outstanding. 
Owners of the preferred stock are paid an annual dividend of $40,000, and each share can be ex- 
changed for two shares of common stock. 

¢ Rio Grande has 30,000 shares of common stock outstanding. The company also has 5,000 stock 
warrants outstanding. For $10, each warrant can be converted into a share of Rio Grande’s com- 
mon stock. Austin holds half of these warrants. The price of Rio Grande’s common stock was 
$20 per share throughout the year. 
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e Rio Grande also has convertible bonds, none of which Austin owned. During the current year, 
total interest expense (net of taxes) was $22,000. These bonds can be exchanged for 10,000 
shares of the subsidiary’s common stock. 

Determine Austin’s basic and diluted EPS. 


46. On January 1, Paisley, Inc., paid $560,000 for all of Skyler Corporation’s outstanding stock. This 
cash payment was based on a price of $180 per share for Skyler’s $100 par value preferred stock 
and $38 per share for its $20 par value common stock. The preferred shares are voting, cumula- 
tive, and fully participating. At the acquisition date, the book values of Skyler’s accounts equaled 
their fair values. Any excess fair value is assigned to an intangible asset and will be amortized 
over a 10-year period. 

During the year, Skyler sold inventory costing $60,000 to Paisley for $90,000. All but $18,000 
(measured at transfer price) of this merchandise has been resold to outsiders by the end of the year. 
At the end of the year, Paisley continues to owe Skyler for the last shipment of inventory priced at 
$28,000. 

Also, on January 2, Paisley sold Skyler equipment for $20,000 although it had a book value 
of only $12,000 (original cost of $30,000). Both companies depreciate such property according 
to the straight-line method with no salvage value. The remaining life at this date was four years. 

The following financial statements are for each company for the year ending December 31. 
Determine consolidated financial totals for this business combination. 


Skyler 
Paisley, Inc. Corporation 

SalOS = tebe ttn trod Mn Pt: Ara 0 RMOE es SSA TEN AE $ (800,000) $(400,000) 
(CORSO COWOS Solel .ccheanedeuevegenusdouene 528,000 260,000 
EXPQMSESs ae eine seers Shean eter ON seeUe ee eer ee oes 180,000 130,000 
GainonisalelOnedUio ments esas ane rnne (8,000) —0- 

INGIINGOM Cayce heen went ree rea ec ene a $ (100,000) $ (10,000) 
NeWelinere! GEVMMIMOS, Wil scocacsansecnseseeuaene $ (400,000) $(150,000) 
NGGIRGOM GLP aayes emete stern La ene ere td (100,000) (10,000) 
Dividencsipaldinn sane ene ch aca enna 60,000 —0- 

NeWNineCl GENIMINGS, WAS snccancenncoenancoe $ (440,000) $(160,000) 
GaSb A eeem ee co teen tres mun actnenca aire Retr teenie $ 30,000 $ 40,000 
/NECOUIMS WECENEINIG soca cnsednenvendcaeoanens 300,000 100,000 
NST ol aye secs hese rest rcs i torture Cemented Ceca eects cee 260,000 180,000 
Investment in Skyler Corporation ............... 560,000 —0- 
Land, buildings, and equipment ................ 680,000 500,000 
AGGUnUlakeckaeGpieciatiOnmew ie stan tana (180,000) (90,000) 

TOtalkassetsa ae eres eee saeco ety eee Geer $ 1,650,000 $ 730,000 
AGCGOUMISiPayab lees ci erat Qr ne ve rte onset $ (140,000) $ (90,000) 
lornve-wettinny WEVOMNES. sn noch aes aguegueesceueene (240,000) (180,000) 
PrEfEREGESTOCKon ere renee oer rk WL teeta enn yee cae —0- (100,000) 
GOMIMONESTOGK Ste eee eee ee eae (620,000) (200,000) 
Additional paid-in capital ..................... (210,000) —0- 
NeWelinec! GEVIAIMGS, WY 22 ncsecsecnsessuusdas (440,000) (160,000) 

Total liabilities and equity ................... $(1,650,000) $(730,000) 


Note: Parentheses indicate a credit balance. 


47. On June 30, 2011, Plaster, Inc., paid $916,000 for 80 percent of Stucco Company’s outstanding stock. 
Plaster assessed the acquisition-date fair value of the 20 percent noncontrolling interest at $229,000. 
At acquisition date, Stucco reported the following book values for its assets and liabilities: 


Gashiheewe 2 eee ee pee ie ee arent $ 60,000 
Accounts receivable ................ 127,000 
INVENTORY ci ak ee a ee OR Ae er Se 203,000 
[Ranier a: pak ene rnc ee vee ge eeepc rg een cen en 65,000 
BUIIGINGSie weet er ger ee tor cane 175,000 
EQUIDIM@Mten etree ere nes es 300,000 


/NECOWIMNS [OANEINE co onnenanconaeoer (35,000) 
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On June 30, Plaster allocated the excess acquisition-date fair value over book value to Stucco’s 
assets as follows: 


Equipment (3-year life).............. $ 75,000 
Database (10-year life) .............. 175,000 


At the end of 2011, the following comparative (2010 and 2011) balance sheets and consolidated in- 
come statement were available: 


Plaster, Inc. Consolidated 
December 31, 2010 December 31, 2011 

GAS ilie crete Meee alent Rae hom, Ans SLO ence $ 43,000 $ 242,850 
Accounts receivable (net)........... 362,000 485,400 
IAVERILO GY 7a ttre coe norte a cetee nee ere 415,000 720,000 
[EV aol Pea take ee aac ek teste, ences et Alen Re 300,000 365,000 
UNCHAGS (NEW) aos cencaneusbeudave 245,000 370,000 
=O(UIOMMMEIM (AEN) coon censconeauuce 1,800,000 2,037,500 
DETERS sieeaaaeeaseed cone eee —0- 166,250 

J@talkassets merce eee ae ee $3,165,000 $4,387,000 
(AGGOUMtSIpd\ab|Cueamneri ie tanneries $ 80,000 $ 107,000 
Long-term liabilities ............... 400,000 1,200,000 
CONMANCIN SOS 44 snannnaneenaacee 1,800,000 1,800,000 
Noncontrolling interest ............ =0= 255,500 
Retained earnings ................ 885,000 1,024,500 

Total liabilities and equities........ $3,165,000 $4,387,000 


PLASTER, INC., AND SUBSIDIARY STUCCO COMPANY 
Consolidated Income Statement 
For the Year Ended December 31, 2011 


REVENUES act es Aen Aria ie eye san head $1,217,500 

(COOH Glo Solel saayavandesaaes opaeaneae ad $737,500 

Depreciation: tec ae neces eer nee een 187,500 

DENZIOSS GINMOIMIANMOMN ssp cw penn non nnsnnasas 8,750 

Interest and other expenses ................... 9,750 943,500 
Consolidated net income ................... $ 274,000 


Additional Information for 2011 


* On December 1, Stucco paid a $40,000 dividend. During the year, Plaster paid $100,000 in 
dividends. 


¢ During the year, Plaster issued $800,000 in long-term debt at par. 
e Plaster reported no asset purchases or dispositions other than the acquisition of Stucco. 


Prepare a 2011 consolidated statement of cash flows for Plaster and Stucco. Use the indirect method 
of reporting cash flows from operating activities. 


Develop Your 
Skills 


EXCEL CASE: INTRA-ENTITY BONDS 


CPA Place Company owns a majority voting interest in Sassano, Inc. On January 1, 2009, Place issued 

skills $1,000,000 of 11 percent 10-year bonds at $943,497.77 to yield 12 percent. On January 1, 2011, 
Sassano purchased all of these bonds in the open market at a price of $904,024.59 with an effective 
yield of 13 percent. 
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Required 


Using an Excel spreadsheet, do the following: 


1. 


Prepare amortization schedules for the Place Company bonds payable and the Investment in Place 
Bonds for Sassano, Inc. 

Using the values from the amortization schedules, compute the worksheet adjustment for a 
December 31, 2011, consolidation of Place and Sassano to reflect the effective retirement of the 
Place bonds. Formulate your solution to be able to accommodate various yield rates (and there- 
fore prices) on the repurchase of the bonds. 


Hints 


RESEARCH CASE 


Present value of 1 = 1/(1 + r)” 
Present value of an annuity of 1 = (1 — 1/[1 + r]")/r 
Where r = effective yield and n = years remaining to maturity 


CPA Find a recent annual report for a firm with business acquisitions (e.g., Compaq, GE). Locate the firm’s 
Skills consolidated statement of cash flows and answer the following: 


Does the firm employ the direct or indirect method of accounting for operating cash flows? 

How does the firm account for the balances in balance sheet operating accounts (e.g., accounts 
receivable, inventory, accounts payable) in determining operating cash flows? 

Describe the accounting for cash paid for business acquisitions in the statement of cash flows. 
Describe the accounting for any noncontrolling subsidiary interest, acquired in-process research and 
development costs, and any other business combination—related items in the consolidated statement 
of cash flows. 


FINANCIAL REPORTING RESEARCH AND ANALYSIS CASE 


The FASB ASC Subtopic Variable Interest Entities affects thousands of business enterprises that now, as 
CP. "A primary beneficiaries, consolidate entities that qualify as controlled VIEs. Retrieve the annual reports of 
skills one or more of the following companies (or any others you may find) that consolidate VIEs: 


The Walt Disney Company. 
General Electric. 

ConAgra Foods. 

Time Warner. 


Allegheny Energy. 


Required 
Write a brief report that describes 


1. 
Dp 


The reasons for consolidation of the company’s VIE(s). 
The effect of the consolidation of the VIE(s) on the company’s financial statements. 


Consolidated 
Financial 
Statements— 
Ownership 
Patterns and 
Income Taxes 


Chapter 7 concludes coverage of the accounting for business combinations 
by analyzing two additional aspects of consolidated financial statements. 
First, we present the various ownership patterns that can exist within a 
combination. We examine indirect control of a subsidiary, connecting af- 
filiations, and mutual ownership as well as the consolidation procedures 
applicable to each organizational structure. The chapter then provides an 
overview of the income tax considerations relevant to the members of a 
business combination. We discuss income tax accounting for both consoli- 
dated and separate corporate returns in light of current laws. 


INDIRECT SUBSIDIARY CONTROL 


Previous chapters presented primarily one type of business combination. 
Specifically, a parent typically holds a direct financial interest in a single 
subsidiary. This ownership pattern expedites the explanation of consolida- 
tion theories and techniques. In practice, though, more elaborate corporate 
structures commonly exist. General Electric Company (GE), for example, 
controls literally scores of subsidiaries. However, GE directly owns voting 
stock in relatively few of these companies. It maintains control through in- 
direct ownership because GE’s subsidiaries hold the stock of many of the 
companies within the business combination. For example, GE, the parent 
company, owns GE Consumer Finance, Inc., which in turn has controlling 
interests in other companies. This type of corporate configuration is referred 
to as a father-son-grandson relationship because of the pattern the descend- 
ing tiers create. 

Forming a business combination as a series of indirect ownerships is not an 
unusual practice. Many businesses organize their operations in this manner 
to group individual companies along product lines, geographic districts, or 
other logical criteria. The philosophy behind this structuring is that placing 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand the implica- 
tions for the consolidation 
process when indirect 
control is present in a 
grandfather-father-son 
ownership configuration. 


LO2 Understand the implica- 
tions for the consolidation 
process when a corporate 
ownership structure is 
characterized by a 
connecting affiliation. 


LO3 Understand the implica- 
tions for the consolidation 
process when a corporate 
ownership structure is 
characterized by mutual 
ownership. 


LO4 List the criteria for being a 
member of an affiliated 
group for income tax filing 
purposes. 


LO5 Compute taxable income 
and deferred tax amounts 
for an affiliated group 
based on information pre- 
sented in a consolidated 
set of financial statements. 


LO6 Compute taxable income 
and deferred tax amounts 
to be recognized when 
separate tax returns are 
filed by any of the affiliates 
of a business combination. 


LO7 Determine the deferred 
tax consequences for tem- 
porary differences gener- 
ated when a business 
combination is created. 


LO8 Explain the impact that a 
net operating loss of an 
acquired affiliate has on 
consolidated figures. 
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LO1 


Understand the implications 
for the consolidation process 
when indirect control is present 
in a grandfather-father-son 
ownership configuration. 


direct control in proximity to each subsidiary can develop clearer lines of communication and 
responsibility reporting. However, other indirect ownership patterns are simply the result of 
years of acquisition and growth. As an example, when Procter & Gamble acquired the Gillette 
Company in 2005, it gained control over Gillette’s subsidiaries including Oral-B Laboratories, 
Paper Mate, and Braun AG among others. Procter & Gamble did not achieve this control di- 
rectly, but indirectly through the acquisition of the parent company. 


The Consolidation Process When Indirect Control Is Present 


Regardless of a company’s reason for establishing indirect control over a subsidiary, a new ac- 
counting problem occurs: The parent company must consolidate financial information from 
several connecting corporations into a single set of financial statements. Fortunately, indirect 
ownership does not introduce any new conceptual issues but affects only the mechanical ele- 
ments of this process. For example, in preparing consolidated statements, the parent company 
must prepare acquisition-date fair-value allocations and recognize any related excess amorti- 
zations for each affiliate regardless of whether control is direct or indirect. In addition, all 
worksheet entries previously demonstrated continue to apply. For business combinations in- 
volving indirect control, the entire consolidation process is basically repeated for each sepa- 
rate acquisition. 


Calculation of Subsidiary Income 


Although the presence of an indirect ownership does not change most consolidation proce- 
dures, a calculation of each subsidiary’s accrual-based income does pose some difficulty. Ap- 
propriate determination of this figure is essential because it serves as the basis for calculating 
(1) equity income accruals and (2) the noncontrolling interest’s share of consolidated income. 

When indirect control is involved, at least one company within the business combination (and 
possibly many) holds both a parent and a subsidiary position. Any company in that position must 
first recognize the equity income accruing from its subsidiaries before computing its own in- 
come total. This guideline is not a theoretical doctrine but merely a necessary arrangement for 
calculating income totals in a predetermined order. The process begins with the grandson, then 
moves to the son, and finishes with the father. Only by following this systematic approach is the 
correct amount of accrual-based income determined for each individual company. 

In computing consolidated net income, previous chapters adjusted the subsidiary’s reported 
earnings for the effects of excess fair-value amortizations and any upstream intra-entity transfers. 
In business combinations with indirect control, these same adjustments must be made for each 
company’s separate operating income, beginning at the lowest level. The respective accrual- 
based income figures for each affiliate in the consolidated entity therefore must take into account 


e Excess acquisition-date fair value over book value amortizations. 
¢ Deferrals and subsequent income recognition from intra-entity transfers. 


Income Computation Illustrated 

For example, assume that three companies form a business combination: Top Company owns 
70 percent of Midway Company, which, in turn, possesses 60 percent of Bottom Company. As 
the following display indicates, Top controls both subsidiaries, although the parent’s relation- 
ship with Bottom is only of an indirect nature. 


Top Company 


Midway Company 


Bottom Company 


Consolidated Financial Statements—Ownership Patterns and Income Taxes 295 


Assume next that the following information comes from the 2011 individual financial 
records of the three companies making up this combination: 


Top Midway Bottom 
Company Company Company 
Internally calculated operating income ...... $600,000 $300,000 $100,000 
Dividend income from investment 
in subsidiary (based on initial value method) . 80,000 50,000 
Internally calculated net income.......... $680,000 $350,000 $100,000 
Additional information: 
Net deferred intra-entity gains 
within current year income ............ $110,000 $ 80,000 $ 20,000 
Amortization expense relating to excess 
fair value over book value of investment .. 30,000 25,000 —0- 


As specified, we begin with the grandson of the organization and calculate each company’s 
2011 accrual-based income. From the perspective of the business combination, Bottom’s in- 
come for the period is only $55,000 after deferring the $20,000 in net intra-entity gains and 
recognizing the $25,000 excess amortization associated with the acquisition by Midway. Thus, 
$55,000 is the basis for the equity accrual by its parent and noncontrolling interest recognition. 
Once the grandson’s income has been derived, this figure then is used to compute the accrual- 
based earnings of the son, Midway: 


Internally calculated operating income—Midway Company ..... $300,000 
Equity income accruing from Bottom Company— 

Bottom's income from internal records ................... $100,000 

Excess amortization related to Midway acquisition ........... (25,000) 

Intra-entity gain deferral .. 0.2... eee (20,000) 

Bottom’s accrual-based income ..................0.0050. $ 55,000 

Midway's percentage ownership .......... 0.00000 e eee eee 60% 
Midway’s share of Bottom’s income .............. 00000 33,000 
Excess amortization from Top’s acquisition of Midway .......... (30,000) 
Deferral of Midway's intra-entity gain (above) ............... (80,000) 

Accrual-based income of Midway Company ............... $223,000 


Midway’s $223,000 accrual-based income figure varies significantly from the company’s in- 
ternally calculated profit of $350,000. This difference is not unusual and merely reflects an ap- 
propriate consolidated perspective in viewing the position of the company within the affiliated 
ownership structure and the consequent effects of excess amortization and intra-entity trans- 
fers. Continuing with the successive derivation of each company’s earnings, we now can de- 
termine Top’s income. After computing the son’s earnings, the father’s earnings are derived as 
follows: 


Internally calculated operating income —Top Company ................-00: $600,000 
Equity income accruing from Midway Company—70% of $223,000 ......... 156,100 
Deferral of Top’s intra-entity gain (above)... 0.0... eee (110,000) 

Accrual-based income Of TOp «1... eens $646,100 


We should note several aspects of the accrual-based income data: 


1. The 2011 income statement for Top Company and its consolidated subsidiaries discloses an 
$88,900 balance as the “noncontrolling interests’ share of subsidiary income.” The total 
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accrual-based income figures of the two subsidiaries provide the basis for the calculation 
as follows: 


Noncontrolling 


Accrual-Based Outside Interest in 

Income Ownership Income 
Bottom Company ............. $ 55,000 40% $22,000 
Midway Company ............ 223,000 30% 66,900 
MO tA aches coins arash et oe faeater ee $88,900 


2. Although this illustration applies the initial value method to both investments, the parent’s 
individual accounting does not affect accrual-based income totals. The initial value figures 
are simply replaced with equity accruals in preparation for consolidation. The selection of 
a particular method is relevant only for internal reporting purposes; earnings, as shown 
here, are based entirely on the equity income accruing from each subsidiary. 

3. As demonstrated previously, if appropriate equity accruals are recognized, the sum of the 
parent’s accrual-based income and the noncontrolling interest income share serves as a 
“proof figure” for the consolidated total. Thus, if the consolidation process is performed 
correctly, the earnings this entire organization reports should equal $735,000 ($646,100 + 
$88,900). Observe that consolidated net income can also be computed as follows: 


Sum of Top, Midway, and Bottom operating incomes ................... $1,000,000 
Less: Combined excess fair-value amortizations .................00.000. (55,000) 
Less: Combined intra-entity gain deferrals... 0.00... eee (210,000) 

Consolidated netincome ........... 00.00. eee $ 735,000 


4. When indirect control is established, a difference exists between the percentage of stock 
held and the income contributed to the business combination by a subsidiary. In this illus- 
tration, Midway possesses 60 percent of Bottom’s voting stock, but, mathematically, only 
42 percent of Bottom’s income is attributed to Top’s controlling interest (70% direct own- 
ership of Midway < 60% indirect ownership of Bottom). The remaining income earned by 
this subsidiary is assigned to the owners outside the combination. 

The validity of this 42 percent accrual is not readily apparent. Therefore, we construct 
an elementary example to demonstrate the mathematical accuracy of this percentage. 
Assume that neither Top nor Midway reports any earnings during the year but that Bottom 
has $100 in accrual-based income. If Bottom declares a $100 cash dividend, $60 goes to 
Midway and the remaining $40 goes to Bottom’s noncontrolling interest. Assuming then 
that Midway uses this $60 to pay its own dividend, $42 (70 percent) is transferred to Top 
and $18 goes to Midway’s outside owners. 

Thus, 58 percent of Bottom’s income should be attributed to parties outside the busi- 
ness combination. An initial 40 percent belongs to Bottom’s own noncontrolling inter- 
est and an additional 18 percent accrues eventually to Midway’s other shareholders. 
Consequently, only 42 percent of Bottom’s original income is considered earned by 
the combination. Consolidated financial statements reflect this allocation by including 
100 percent of the subsidiary’s revenues and expenses and simultaneously recognizing 
a reduction for the 58 percent of the subsidiary’s net income attributable to the noncon- 
trolling interest. 


Consolidation Process—Indirect Control 

After analyzing the income calculations within a father-son-grandson configuration, a full- 
scale consolidation can be produced. As demonstrated, this type of ownership pattern does not 
alter significantly the worksheet process. Most worksheet entries are simply made twice: first 
for the son’s investment in the grandson and then for the father’s ownership of the son. 
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Although this sudden doubling of entries may seem overwhelming, close examination reveals 
that the individual procedures remain unaffected. 

To illustrate, assume that on January 1, 2009, Big acquires 80 percent of Middle’s outstand- 
ing common stock for $640,000. On that date, Middle has a book value (total stockholders’ 
equity) of $700,000 and the 20 percent noncontrolling interest has a fair value of $160,000. The 
resulting excess of subsidiary fair value over book value is assigned to franchises and amortized 
at the rate of $10,000 per year. 

Following the acquisition, Middle’s book value rises to $1,080,000 by the end of 2011, de- 
noting a $380,000 increment during this three-year period ($1,080,000 — $700,000). Big ap- 
plies the partial equity method; therefore, the parent accrues a $304,000 ($380,000 < 80%) 
increase in the investment account (to $944,000) over this same time span. 

On January 1, 2010, Middle acquires 70 percent of Little for $462,000. Little’s stockhold- 
ers’ equity accounts total $630,000 and the fair value of the 30 percent noncontrolling interest 
is $198,000. Middle allocates this entire $30,000 excess fair value to franchises so that, over a 
6-year assumed life, the business combination amortization recognizes an expense of $5,000 
each year. During 2010-2011, Little’s book value increases by $150,000, to a $780,000 total. 
Because Middle also applies the partial equity method, it adds $105,000 ($150,000 < 70%) to 
the investment account to arrive at a $567,000 balance ($462,000 + $105,000). 

To complete the introductory information for this illustration, assume that a number of 
intra-entity upstream transfers occurred over the past two years. The following table shows the 
dollar volume of these transactions and the unrealized gain in each year’s ending inventory: 


Little Company Transfers Middle Company Transfers 
to Middle Company to Big Company 
Year-End Year-End 
Transfer Deferred Transfer Deferred 
Year Price Gain Price Gain 
2010 $ 75,000 $17,500 $200,000 $30,000 
2011 120,000 25,000 250,000 40,000 


Exhibit 7.1, on pages 298-299, presents the worksheet to consolidate these three compa- 
nies for the year ending December 31, 2011. The first three columns represent the individual 
statements for each organization. The entries required to consolidate the various balances fol- 
low this information. To identify the separate procedures, entries concerning the relationship 
between Big (father) and Middle (son) are marked with a “B,” whereas an “L’ denotes 
Middle’s ownership of Little (grandson). Duplicating entries in this exhibit is designed to 
facilitate a clearer understanding of this consolidation. A number of these dual entries can be 
combined later. 

To arrive at consolidated figures, Exhibit 7.1 incorporates the worksheet entries described 
next. Analyzing each of these adjustments and eliminations can identify the consolidation pro- 
cedures necessitated by a father-son-grandson ownership pattern. Despite the presence of in- 
direct control over Little, financial statements are created for the business combination as a 
whole utilizing the process described in previous chapters. 


Consolidation Entry *G 

Entry *G defers the intra-entity gains contained in the beginning financial figures. Within 
their separate accounting systems, two of the companies prematurely recorded income 
($17,500 by Little and $30,000 by Middle) in 2010 at the transfer. For consolidation purposes, 
a 2011 worksheet entry eliminates these gains from both beginning Retained Earnings as well 
as Cost of Goods Sold (the present location of the beginning inventory). Consequently, the 
consolidated income statement recognizes the appropriate gross profit for the current period. 


Consolidation Entry *C 
Neither Big nor Middle applies the full equity method to its investments; therefore, the figures 
recognized during the years prior to the current period (2011) must now be updated on the 
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EXHIBIT 7.1 


Indirect Control: Father-Son-Grandson 


Investment: Partial Equity Method 


BIG COMPANY AND CONSOLIDATED SUBSIDIARIES 
Consolidation Worksheet 


For Year Ending December 31, 2011 


Consolidation Entries 


Big Middle Little Noncontrolling Consolidated 
Accounts Company Company Company Debit Credit Interest Totals 
Income Statement 
Sales (800,000) (500,000) (300,000) (LTI) 120,000 (1,230,000) 
(BTl) 250,000 
Cost of goods sold 300,000 220,000 140,000 (LG) 25,000 (L*G) 17,500 307,500 
(LTl) 120,000 
(BG) 40,000 (B*G) 30,000 
(BTI) 250,000 
Expenses 200,000 80,000 60,000 (LE) 5,000 355,000 
(BE) 10,000 
Income of Little Company —0- (70,000) —0- (LI) 70,000 —0- 
Income of Middle Company (216,000) -0- —0- (BI) 216,000 —0- 
Separate company income (516,000) (270,000) 100,000 
Consolidated net income (567,500) 
Noncontrolling interest in Little 
Company's net income (26,250) 26,250 
Noncontrolling interest in Middle 
Company's net income (48,250) 48,250 
Consolidated net income to parent (493,000) 
Statement of Retained Earnings 
Retained earnings, 1/1/11: 
Big Company (900,000) —0- —0- (B*C) 52,600 (847,400) 
Middle Company —0- (800,000) —0- (B*G) 30,000 -0- 
(leq) 15,750) 
(BS) 754,250 
Little Company —0- —0- (600,000) (L*G) 17,500 —0- 
(LS) 582,500 
Net income (from above) (516,000) (270,000) (100,000) (493,000) 
Dividends paid: 
Big Company 120,000 =0= =0= 120,000 
Middle Company —0- 90,000 —-0- (BD) 72,000 18,000 -0- 
Little Company —0- —0- 50,000 (LD) 35,000 15,000 —0- 
Retained earnings, 12/31/11 (1,296,000) (980,000) (650,000) (1,220,400) 
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continued from page 298 
Balance Sheet 


Cash and receivables 600,000 300,000 280,000 1,180,000 
Inventory 300,000 260,000 290,000 (LG) 25,000 785,000 
(BG) 40,000 
Investment in Middle Company 944,000 —0- —0- (BD) 72,000 (B*C) 52,600 —0- 
(BS) 683,400 
(Bl) 216,000 
(BA) 64,000 
Investment in Little Company —0- 567,000 —0- (LD) 35,000 (©) 15,750) —0- 
(LS) 498,750 
(LI) 70,000 
(LA) 17,500 
Land, buildings, equipment 192,000 153,000 510,000 855,000 
Franchises —-0- —0- —-0- (LA) 25,000 (LE) 5,000 90,000 
(BA) 80,000 (BE) 10,000 
Total assets 2,036,000 1,280,000 1,080,000 2,910,000 
Liabilities (340,000) (200,000) (300,000) (840,000) 
Noncontrolling interest in (LS) 213,750 
Little Company, 1/1/11 —0- —0- -0- (LA) 7,500 (221,250) 
Noncontrolling interest in (BS) 170,850 
Middle Company, 1/1/11 —-0- —0- —-0- (BA) 16,000 (186,850) 
Total noncontrolling interest, 
12/31/11 —-0- —0- —-0- 449,600 (449,600) 
Common stock: 
Big Company (400,000) —0- -0- (400,000) 
Middle Company —0- (100,000) -0- (BS) 100,000 —0- 
Little Company —-0- —0- (130,000) (LS) 130,000 -0- 
Retained earnings (above) (1,296,000) (980,000) (650,000) (1,220,400) 
Total liabilities and equities (2,036,000) (1,280,000) (1,080,000) 2,630,600 2,630,600 (2,910,000) 
Note: Parentheses indicate a credit balance. 
Consolidation entries: Entries labeled with a “B” refer to the investment relationship between Big and Middle. Entries with an “L’ refer to Middle’s ownership of Little. 


(*G) Removal of unrealized gain from beginning inventory figures so that it can be recognized in current period. 
(*C) Conversion of partial equity method to equity method. Amortization for prior years is recognized along with effects of beginning unrealized upstream gains. 
(S) Elimination of subsidiaries’ stockholders’ equity accounts along with recognition of January 1, 2011, noncontrolling interests. 
(A) Allocation to franchises, unamortized balance being recognized as of January 1, 2011. 
(D Elimination of intra-entity income accrued during the period. 


(D) Elimination of intra-entity dividends. 


(E) Recognition of amortization expense for the current period. 


(TI) Elimination of intra-entity sales/purchases balances created by the transfer of inventory. 


(G) Removal of unrealized inventory gain from ending figures so that it can be recognized in subsequent period. 


300 Chapter 7 


worksheet. This process begins with the son’s ownership of the grandson. Hence, Middle must 
reduce its 2010 income (now closed into Retained Earnings) by $3,500 to reflect the amorti- 
zation applicable to that year. Middle did not record this expense in applying the partial equity 
method. 

In addition, because $17,500 of Little’s previously reported earnings have just been de- 
ferred (in preceding Entry *G), the effect of this reduction on Middle’s ownership must also 
be recognized. The parent’s original equity accrual for 2010 is based on reported rather than 
accrual-based profit, thus recording too much income. Little’s deferral necessitates Miller’s 
parallel $12,250 decrease ($17,500 X 70%). Consequently, the worksheet reduces Middle’s 
Retained Earnings balance as of January 1, 2011, and the Investment in Little account by a 
total of $15,750: 


Reduction in Middle’s Beginning Retained Earnings 


2010 amortization expense ($5,000 X 70%)... 0. eee $ 3,500 
Income effect created by Little’s deferral of 2010 unrealized gain 

(reduction of previous accrual) ($17,500 X 70%)... 0... ee 12,250 

Required reduction to Middle’s beginning retained earnings (Entry L*C) ...... $15,750 


A similar equity adjustment is required in connection with Big’s ownership of Middle. The 
calculation of the specific amount to be recorded follows the same procedure identified ear- 
lier for Middle’s investment in Little. Again, amortization expense for all prior years (2009 and 
2010, in this case) is brought into the consolidation as well as the income reduction created by 
the deferral of Middle’s $30,000 unrealized gain (Entry *G). However, recognition also must 
be given to the effects associated with the $15,750 decrease in Middle ’s pre-2011 earnings de- 
scribed in the previous paragraph. Although recorded only on the worksheet, this adjustment 
is a change in Middle’s originally reported income. To reflect Big’s ownership of Middle, the 
effect of this reduction must be included in determining the income balances actually accru- 
ing to the parent company. Thus, a $52,600 decrease is needed in Big’s beginning Retained 
Earnings to establish the proper accounting for its subsidiaries: 


Reduction in Big’s Beginning Retained Earnings 
Amortization expense relating to Middle Company acquisition— 


2009-2010 ($8,000 per year) 2... eae $16,000 
Income effect created by Middle Company's deferral 
of intra-entity gain ($30,000 X 80%) «10... . ec eee 24,000 
Income effect created by Middle Company's adjustment 
to its prior year’s investment income ($15,750 X 80%) (above) ............. 12,600 
Required reduction to Big’s beginning retained earnings (Entry B*C) ........ $52,600 
Consolidation Entry S 


The beginning stockholders’ equity accounts of each subsidiary are eliminated here and non- 
controlling interest balances as of the beginning of the year are recognized. As in previous 
chapters, the preliminary adjustments described earlier directly affect the amounts involved in 
this entry. Because Entry *G removed a $17,500 beginning gain, Little’s January 1, 2011, 
book value on the worksheet is $712,500, not $730,000. This total is the basis for recording a 
$213,750 beginning noncontrolling interest (30 percent) and the $498,750 elimination (70 per- 
cent) from the parent’s investment account. 

Similarly, Entries *G ($30,000) and *C ($15,750) have already decreased Middle’s book 
value by $45,750. Thus, this company’s beginning stockholders’ equity accounts are now ad- 
justed to a total of $854,250 ($900,000 — $45,750). This balance leads to a $170,850 initial 
noncontrolling interest valuation (20 percent) and a $683,400 (80 percent) offset against Big’s 
Investment in Middle account. 


Consolidation Entry A 


The unamortized franchise balances remaining as of January 1, 2011, are removed from the 
two investment accounts so that this intangible asset can be identified separately on the 
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consolidated balance sheet. Because Entry *C, already recognizes amortization expense for 
the previous periods, only beginning totals for the year of $25,000 ($30,000 — $5,000) and 
$80,000 ($100,000 — $20,000) still remain from the original amounts paid. These totals are 
allocated across the controlling and noncontrolling interests. 


Consolidation Entry I 


This entry eliminates the current intra-entity income figures accrued by each parent through 
its application of the partial equity method. 


Consolidation Entry D 


Intra-entity dividends distributed during the year are removed here from the consolidated 
financial totals. 


Consolidation Entry E 
The annual amortization expense relating to each of the franchise balances is recorded. 


Consolidation Entry TI 


The intra-entity sales/purchases figures created by the transfer of inventory during 2011 are 
eliminated on the worksheet. 


Consolidation Entry G 

This final consolidation entry defers the intra-entity inventory gains that remain unearned as 
of December 31, 2011. The profit on these transfers is removed until the merchandise is sub- 
sequently sold to unrelated parties. 


Noncontrolling Interests’ Share of Consolidated Income 

To complete the steps that constitute this consolidation worksheet, the 2011 income accruing 
to owners outside the business combination must be recognized. This allocation is based on 
the accrual-based earnings of the two subsidiaries, which, as previously discussed, are calcu- 
lated beginning with the grandson (Little) followed by the son (Middle): 


Little Company’s Accrual-Based Income and Noncontrolling Interest 


Internally calculated operating income (from Exhibit 7.1) ................00. $100,000 
Excess fair-value franchise amortization from acquisition by Middle ........... (5,000) 
Recognition of previously deferred gains from 2010 (Entry L*G) ............. 17,500 
Deferral of intra-entity gains as of 12/31/11 (Entry LG)..................... (25,000) 
Little Company’s accrual-based income, 2011 ..................200000- $ 87,500 
QutsIDe:OWNEFSNIP: jh2.ceciacd ds wovag bivalent qualia walls aaadhbee dah ed 30% 
Noncontrolling interest in Little Company's income .................2005 $ 26,250 


Middle Company’s Accrual-Based Income and Noncontrolling Interest 


Internally calculated operating income (from Exhibit 7.1 after removing 


income: of Little COMPANY). =< oes does toed Bae Rhea a aed eae oa oe $200,000 
Excess fair-value franchise amortization from acquisition by Big .............. (10,000) 
Recognition of gains previously deferred from 2010 (Entry B*G) ............. 30,000 
Deferral of intra-entity gains as of 12/31/11 (Entry BG) .................... (40,000) 
Equity income accruing from Little Company 
(70% of $87,500 accrual-based income [above]) .................0.0000. 61,250 
Middle Company's accrual-based income, 2011 ..................00000- $241,250 
Outside ownership .. 1.0.0.0. 02 c tet eeee 20% 
Noncontrolling interest in Middle Company's income ................+005 $ 48,250 


Although computation of Big’s earnings is not required here, this figure, along with the con- 
solidated income allocations to the noncontrolling interests, verifies the accuracy of the work- 
sheet process: 
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Big Company’s Accrual-Based Income 


Internally calculated operating income (from Exhibit 7.1 after removing 


income of Middle Company)... 0.0.0.0... 00. cee eee $300,000 
Equity income accruing from Middle Company 

(80% of $241,250 accrual-based income [prior schedule]) ................. 193,000 

Big Company's accrual-based income, 2011 .... 2.0.0.0... eee $493,000 


This $493,000 figure represents the income derived by the parent from its own operations 
plus the earnings accrued from the company’s two subsidiaries (one directly owned and the 
other indirectly controlled). This balance equals Big Company’s share of the consolidated in- 
come of the business combination. As Exhibit 7.1 shows, the income reported by Big Com- 
pany does, indeed, net to this same total: $493,000. 


INDIRECT SUBSIDIARY CONTROL—CONNECTING AFFILIATION 


LO2 


Understand the implications 

for the consolidation process 
when a corporate ownership 
structure is characterized by 
a connecting affiliation. 


The father-son-grandson organization is only one of many corporate ownership patterns. The 
number of possible configurations found in today’s business world is almost limitless. To il- 
lustrate the consolidation procedures that accompany these alternative patterns, we briefly dis- 
cuss a second basic ownership structure referred to as a connecting affiliation. 

It exists when two or more companies within a business combination own an interest in an- 
other member of that organization. The simplest form of this configuration is frequently drawn 
as a triangle: 


High 
Company 


70% 30% 
ownership ownership 


Side —____________» Low 
Company 45% Company 
ownership 


In this example, both High Company and Side Company maintain an ownership interest in 
Low Company, thus creating a connecting affiliation. Although neither of these individual 
companies possesses enough voting stock to establish direct control over Low’s operations, the 
combination’s members hold a total of 75 percent of the outstanding shares. Consequently, 
control lies within the single economic entity’s boundaries and requires inclusion of Low’s fi- 
nancial information as a part of consolidated statements. 

On the date the parent obtains control, the valuation basis for the subsidiary in the parent’s 
consolidated statements is established. For Low, we assume that Side Company’s ownership 
preceded that of High’s. Subsequently, High obtained control upon acquiring its 30 percent in- 
terest in Low and the valuation basis for inclusion of Low’s assets and liabilities (and related 
excess fair value over book value amortization) was established at that date. 

The process for consolidating a connecting affiliation is essentially the same as for a father- 
son-grandson organization. Perhaps the most noticeable difference is that more than two in- 
vestments are always present. In this triangular business combination, High owns an interest 
in both Side and Low while Side also maintains an investment in Low. Thus, unless combined 
in some manner, three separate sets of consolidation entries appear on the worksheet. Al- 
though the added number of entries certainly provides a degree of mechanical complication, 
the basic concepts involved in the consolidation process remain the same regardless of the 
number of investments. 

As with the father-son-grandson structure, one key aspect of the consolidation process 
warrants additional illustration: the determination of accrual-based income figures for each 
individual company. Therefore, assume that High, Side, and Low have separate internally 
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calculated operating incomes (without inclusion of any earnings from their subsidiaries) of 
$300,000, $200,000, and $100,000, respectively. Each company also retains a $30,000 net intra- 
entity gain in its current year income figures. Assume that annual amortization expense of 
$10,000 has been identified within the acquisition-date excess fair value over book value for 
each of the two subsidiaries. 

In the same manner as a father-son-grandson organization, determining accrual-based earn- 
ings begins with any companies solely in a subsidiary position (Low, in this case). Next com- 
panies that are both parents and subsidiaries (Side) compute their accrual-based income. 
Finally, this same calculation is made for the one company (High) that has ultimate control 
over the entire combination. Accrual-based income figures for the three companies in this 
combination are derived as follows: 


Low Company’s Accrual-Based Income and Noncontrolling Interest 


Internally computed operating income .......... 0.0000 eee eee $100,000 
Amortization expense from High and Side Companies’ acquisition ....... (10,000) 
Deferral of Low Company's net intra-entity gain ................0005. (30,000) 
Low Company's accrual-based income ........... 0000 eee ee $ 60,000 
Ourtside-Ownership: 4 bn. anh nahn Ge heed oe de ead anche Sued we 25% 
Noncontrolling interest in Low Company's income ..............000- $ 15,000 


Side Company’s Accrual-Based Income and Noncontrolling Interest 


Internally computed operating income ........... 0.0000 e eee eee $200,000 
Amortization expense relating to High Company's acquisition ........... (10,000) 
Deferral of Side Company's net intra-entity gain ................0005. (30,000) 
Equity income accruing from Low Company (45% X $60,000) .......... 27,000 
Side Company's accrual-based income ............ 0.000 eee $187,000 
OUSIDE GWNENSHIP: ara icnes Selawateew ts ue wwe Sas a ae ee eG aed 30% 
Noncontrolling interest in Side Company's income ..............200. $ 56,100 


High Company’s Accrual-Based Income 


Internally computed operating income ........... 2.00 eee eee $300,000 
Deferral of High Company's net intra-entity gain .............2...... (30,000) 
Equity income accruing from Side Company (70% X $187,000) ......... 130,900 
Equity income accruing from Low Company—direct ownership 
(30%: $60,000) 28s cee Soke ye ha eee eh os PON AE RES ORS 18,000 
High Company's income .........0 0.00000 $418,900 


Although in this illustration a connecting affiliation exists, the basic tenets of the consolida- 
tion process remain the same: 


¢ Removed all effects from intra-entity transfers. 

e Adjust the parents’ beginning Retained Earnings to recognize the equity income 
resulting from ownership of the subsidiaries in prior years. Determining accrual-based 
earnings for this period properly aligns the balances with the perspective of a single 
economic entity. 

¢ Eliminate the beginning stockholders’ equity accounts of each subsidiary and recognize the 
noncontrolling interests’ figures as of the first day of the year. 

e Enter all unamortized balances created by the original acquisition-date excess of fair 
value over book value onto the worksheet and allocated to controlling and noncontrolling 
interests. 

e Recognize amortization expense for the current year. 

¢ Removed intra-entity income and dividends. 

¢ Compute the noncontrolling interests’ share of the subsidiaries’ net income (as just shown) 
and include it in the business combination’s financial statements. 
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MUTUAL OWNERSHIP 


LO3 


Understand the implications 
for the consolidation process 
when a corporate ownership 
structure is characterized 

by mutual ownership. 


One specific corporate structure that requires further analysis is a mutual ownership. This type 
of configuration exists when two companies within a business combination hold an equity in- 
terest in each other. This ownership pattern is sometimes created as a result of financial bat- 
tles that occur during takeover attempts. A defensive strategy (often called the Pac-Man 
Defense) is occasionally adopted whereby the target company attempts to avoid takeover by re- 
versing roles and acquiring shares of its investor. Consequently, the two parties hold shares of 
each other, and one usually gains control. 

Two typical mutual ownership patterns follow. In situation A, the parent and the subsidiary 
possess a percentage of each other’s voting shares; in situation B, the mutual ownership exists 
between two subsidiary companies: 


Situation A Situation B 
Up Up 
Company Company 
90% 20% ie 
ownership ownership ownership 
Down Between Company 
Company 
80% 10% 
ownership ownership 
Down 
Company 


Accounting for mutual ownership raises unique conceptual issues. These concerns center 
on handling any parent company stock owned by a subsidiary. According to the FASB ASC 
(paragraph 810-10-45-5): 


Shares of the parent held by a subsidiary shall not be treated as outstanding shares in the consol- 
idated statement of financial position and, therefore, shall be eliminated in the consolidated 
financial statements and reflected as treasury shares. 


This approach has theoretical merit because the ownership of parent shares by the subsidiary 
does not involve outside parties. Applying the treasury stock treatment for shares of the par- 
ent held by a subsidiary takes the perspective that financial reporting should not vary based 
on the purchasing agent’s specific identity. For consolidation purposes, no legitimate ac- 
counting distinction is drawn between an acquisition by the parent and the same transaction 
made by a subsidiary. The acquisition of treasury shares by either a parent or its controlled 
subsidiary represents an identical economic event that should have identical financial re- 
porting implications. 


Treasury Stock Approach 


The treasury stock approach to mutual ownership focuses on the parent’s control over the sub- 
sidiary. Although the companies maintain separate legal incorporation, only a single economic 
entity exists, and the parent dominates it. Hence, either company can purchase stock or other 
items, but all reporting for the business combination must be from the parent’s perspective. 
The focus on the parent’s perspective is underscored by the fundamental purpose of consoli- 
dated financial statements as observed in the FASB ASC (paragraph 810-10-10-1): 


The purpose of consolidated financial statements is to present, primarily for the benefit of the 
owners and creditors of the parent, the results of operations and the financial position of a parent 
and all its subsidiaries as if the consolidated group were a single economic entity. 


Therefore, as a single economic entity, the purchase of the parent’s shares by any of the affil- 
iated members is reported as treasury stock in the consolidated financial statements. 
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The treasury stock approach has always been common in practice, although its popularity 
was undoubtedly based as much on the ease of application as on theoretical merit. The cost of 
parent shares held by the subsidiary is merely reclassified on the worksheet into a treasury 
stock account. Any dividend payments on this stock are considered intra-entity cash transfers 
that must be eliminated. This reporting technique is simple, and the shares are indeed no 
longer accounted for as if they were outstanding. 


Mutual Ownership Illustrated 


To illustrate the treasury stock approach, assume that on January 1, 2009, Sun Company pur- 
chased 10 percent of Pop Company. Sun paid $120,000 for these shares, an amount that ex- 
actly equaled Pop’s proportionate book value. Many possible reasons exist for this transaction. 
The acquisition could be simply an investment or an attempt to forestall a takeover move by 
Pop. To simplify the illustration, it is assumed that Pop’s shares are not traded actively and 
therefore continuous market values are unavailable. Under these circumstances, Sun’s books 
appropriately carry the investment in Pop at the $120,000 initial value. 

On January 1, 2010, Pop manages to gain control over Sun by acquiring a 70 percent own- 
ership interest, thus creating a business combination. Details of the acquisition are as follows: 


Consideration transferred for 70% interest ........ 000.000. $504,000 
30% noncontrolling interest acquisition-date fair value .................... 216,000 
Sun Company total fair value... 2... eee $720,000 
Sun Company's reported book value ..... 2.0... cee 600,000 
Excess fair value over book value—assigned to franchise 
contracts (40-year life) 2... eens $120,000 
Annual additional amortization ($120,000 over 40 years)..............05. $ 3,000 


Investment is accounted for internally by the initial value method. 


During the ensuing years, the two companies report these balances and transactions: 


Sun Company Pop Company 
Dividend Dividend 

Reported Income Reported Income 

Operating (10percent Dividends Operating (70 percent Dividends 
Year Income ownership) Paid Income ownership) Paid 
2009 $20,000 $3,000 $ 8,000 $ 90,000 —0- $30,000 
2010 30,000 5,000 10,000 130,000 $ 7,000 50,000 
2011 40,000 8,000 15,000 160,500 10,500 80,000 


Treasury Stock Approach Ilustrated 


Exhibit 7.2 presents the consolidation of Pop and Sun for 2011. This worksheet has been de- 
veloped under the treasury stock approach to mutual ownership so that Pop’s investment in 
Sun is consolidated along routine lines. 

Following the calculation of the franchise value and amortization, regular worksheet entries 
are developed for Pop’s investment. Because the initial value method is applied, the $7,000 
dividend income recognized in the prior years of ownership (only 2010, in this case) is con- 
verted to an equity accrual in Entry *C. The parent should recognize 70 percent of the sub- 
sidiary’s $35,000 income for 2010, or $24,500.! However, inclusion of the $2,100 amortization 


' Although an intra-entity transfer, the $5,000 dividend received from Pop is included here in measuring 
the subsidiary’s previous income. This cash distribution increased Sun‘s book value; thus, some accounting 
must be made within the consolidation process. In addition, at the time of payment, the parent reduced 
its Retained Earnings. Hence, the intra-entity portion of this dividend must be reinstated or consolidated 
Retained Earnings will be too low. 
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EXHIBIT 7.2 
POP AND CONSOLIDATED SUBSIDIARY 
Investment: Initial Value Method Consolidation Worksheet 
Mutual Ownership: For Year Ending December 31, 2011 
Treasury Stock Approach 
Pop Sun ppmeglldnonenuics Noncontrolling | Consolidated 
Accounts Company Company Debit Credit Interest Totals 
Income Statement 
Revenues (900,000) (400,000) (1,300,000) 
Expenses 739,500 360,000 (E) 3,000 1,102,500 
Dividend income (10,500) (8,000) (I) 18,500 —0- 
Separate company net income (171,000) (48,000) 
Consolidated net income (197,500) 
Noncontrolling interest 
in Sun Company's income 
[($48,000 — 3,000) x 30%)] (13,500) 13,500 
to controlling Interest (184,000) 
Statement of Retained Earnings 
Retained earnings, 1/1/11: 
Pop Company (747,000) —0- (©) 15400) (762,400) 
Sun Company —0- (425,000) (S) 425,000 —0- 
Net income (above) (171,000) (48,000) (184,000) 
Dividends paid: 
Pop Company 80,000 —0- (I) 8,000 72,000 
Sun Company —0- 15,000 (l) 10,500 4,500 —0- 
Retained earnings, 12/31/11 (838,000) (458,000) (874,400) 
Balance Sheet 
Current assets 842,000 332,000 1,174,000 
Investment in Sun Company 504,000 —0- (*C) 15,400 | (S) 437,500 —0- 
(A) 81,900 
Investment in Pop Company —0- 120,000 (TS) 120,000 —0- 
Land, buildings, equipment (net) 642,000 516,000 1,158,000 
Franchises —0- —0- (A) 117,000 | (E) 3,000 114,000 
Total assets 1,988,000 968,000 2,446,000 
Liabilities (550,000) (310,000) (860,000) 
Noncontrolling interest (S) 187,500 
in Sun Company, 1/1/11 —0- —0- (A) 35,100 
Noncontrolling interest (222,600) 
in Sun Company, 12/31/11 -0- -0- 231,600 (231,600) 
Common stock (600,000) (200,000) (S) 200,000 (600,000) 
Retained earnings, 12/31/11 (above) (838,000) (458,000) (874,400) 
Treasury stock —0- —0- (TS) 120,000 120,000 
Total liabilities and equities (1,988,000) (968,000) 898,900 898,900 (2,446,000) 


Note: Parentheses indicate a credit balance. 
Consolidation entries: 
(*C) Conversion of initial value method to equity method. This entry recognizes 70 percent of the 2010 increase in Sun Company’s book value less amortization expense applicable to that year 
[70% ($25,000 — $3,000)]. 
(S) Elimination of subsidiary’s stockholders’ equity accounts along with recognition of January 1, 2011, noncontrolling interest. 
(TS) Reclassification of Sun Company’s ownership in Pop Company into a treasury stock account. 
(A) Allocation to franchises, unamortized balance being recorded as of January 1, 2011. 
(1) Elimination of intra-entity dividend income for the period. 
(E) Recognition of amortization expense for the current year. 
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expense (the parent’s 70 percent share) dictates that $22,400 is the appropriate equity accrual. 
Because the parent has already recognized $7,000 in dividend income, Entry *C records the 
necessary increase as $15,400 ($22,400 — $7,000).? 

The remaining entries relating to Pop’s investment are standard: The subsidiary’s stock- 
holders’ equity accounts are eliminated (Entry S), the franchises’ allocation is recognized 
(Entry A), and so on. The existence of the mutual ownership actually affects only two facets 
of Exhibit 7.2. First, Sun’s $120,000 payment made for the parent’s shares is reclassified into 
a treasury stock account (through Entry TS). Second, the $8,000 intra-entity dividend flowing 
from Pop to Sun during the current year of 2011 is eliminated within Entry I (used because the 
collection was recorded as income). The simplicity of applying the treasury stock approach 
should be apparent from this one example. 

Before leaving the treasury stock approach, a final comment is needed regarding the com- 
putation of the noncontrolling interest’s share of Sun’s income. In Exhibit 7.2, this balance is 
recorded as $13,500, or 30 percent of the subsidiary’s $45,000 adjusted net income ($48,000 
reported net income less $3,000 excess fair-value amortization). A question can be raised as 
to the validity of including the $8,000 dividend within this income total because that payment 
is eliminated within the consolidation. 

These dividends, although intra-entity in nature, increase the subsidiary company’s book 
value (see footnote 1). Therefore, the increment must be reflected in some manner to indicate 
the change in the amount attributed to the outside owners. For example, the increase could be 
recognized as a direct adjustment of $2,400 (30 percent of $8,000) in the noncontrolling in- 
terest balance. More often, as shown here, such cash transfers are considered to be income 
when viewed from the perspective of these other unrelated parties. 


INDIRECT CONTROL—COMPARISONS WITH INTERNATIONAL 
ACCOUNTING STANDARDS 


As discussed above, under U.S. GAAP, the consolidation process for subsidiaries that are in- 
directly controlled (father-son-grandson or connecting affiliates) begins with the lowest firm 
in the organization and proceeds until the parent consolidates its direct subsidiaries. Under 
IFRS, however, the method of consolidation for indirectly controlled subsidiaries is not specif- 
ically addressed, and therefore firms may apply a direct method that consolidates each con- 
trolled subsidiary without regard to an intermediate controlling affiliate. Although in many 
cases the results may be very similar, PricewaterhouseCoopers points out that the choice of 
method could affect the consolidation of foreign subsidiaries’ cumulative translation adjust- 
ment at intermediate levels (see the “Translation of Foreign Currency Financial Statements” 
chapter in this text). 


INCOME TAX ACCOUNTING FOR A BUSINESS COMBINATION 


To this point, this textbook has not attempted to analyze the income tax implications involved 
in corporate mergers and acquisitions. Only a comprehensive tax course can provide complete 
coverage of the numerous complexities inherent in the tax laws in this area. Furthermore, es- 
sential accounting issues can be overshadowed by intermingling an explanation of the finan- 
cial reporting process with an in-depth study of related tax consequences. 


2 The necessary adjustment to beginning retained earnings also can be computed as follows: 


Income of subsidiary—2010 ...............004. $ 35,000 
Dividends paid ..............0 002000020 e ee (10,000) 
Increase in book value ..............00 0000 $ 25,000 
Ownership percentage ..............-.000000- 70% 
Income accrual .......0..00 0.000002 e eee $ 17,500 
Amortization—2010 (70% X $3,000) ........... (2,100) 
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LO4 


List the criteria for being a 
member of an affiliated group 


for income tax filing purposes. 


LO5 


Compute taxable income and 
deferred tax amounts for an 
affiliated group based on 
information presented in a 
consolidated set of financial 
statements. 


Despite the desire to focus attention on basic accounting issues, income taxes can never be 
ignored. Certain elements of the tax laws have a direct impact on the financial reporting of any 
business combination. At a minimum, a fair presentation of the consolidated entity’s financial 
statements requires recognition of current income tax expense figures and deferred income 
taxes. Therefore, a complete understanding of the financial reporting process requires an in- 
troduction to the income taxation of a business combination. 


Affiliated Groups 


A central issue in accounting for the income taxes of a business combination involves the en- 
tity filing its tax returns. Many combinations require only a single consolidated return; in other 
cases, some, or even all, of the component corporations prepare separate returns. According to 
current tax laws, a business combination may elect to file a consolidated return encompassing 
all companies that compose an affiliated group as defined by the Internal Revenue Code. The 
Code automatically requires all other corporations to submit separate income tax returns. Con- 
sequently, a first step in the taxation process is to delineate the boundaries of an affiliated 
group. Because of specific requirements outlined in the tax laws, this designation does not 
necessarily cover the same constituents as a business combination. 

According to the Internal Revenue Code, the essential criterion for including a subsidiary 
within an affiliated group is the parent’s ownership of at least 80 percent of the voting stock 
and at least 80 percent of each class of nonvoting stock. This ownership may be direct or indi- 
rect, although the parent must meet these requirements in connection with at least one directly 
owned subsidiary. As another condition, each company in the affiliated group must be a do- 
mestic (rather than a foreign) corporation. A company’s options can be described as follows: 


¢ Domestic subsidiary, 80 percent to 100 percent owned: May file as part of consolidated 
return or may file separately. 


¢ Domestic subsidiary, less than 80 percent owned: Must file separately. 
° Foreign subsidiary: Must file separately. 


Clearly, a distinction exists between business combinations (identified for financial report- 
ing) and affiliated groups as defined for tax purposes. Chapter 2 described a business combi- 
nation as comprising all subsidiaries controlled by a parent company unless control is only 
temporary. The possession (either directly or indirectly) of a mere majority of voting stock 
normally supports control. Conversely, the Internal Revenue Code’s 80 percent rule creates a 
smaller circle of companies qualifying for inclusion in an affiliated group. 

For the companies of an affiliated group, filing a consolidated tax return provides several 
distinct benefits: 


¢ Intra-entity profits are not taxed until realized (through use or sale to an outside party); 
similarly, intra-entity losses (which are rare) are not deducted until realized. 

¢ Intra-entity dividends are nontaxable (this exclusion applies to all dividends between mem- 
bers of an affiliated group regardless of whether a consolidated return is filed). 

¢ Losses incurred by one affiliated company can be used to reduce taxable income earned by 
other group members. 


Deferred Income Taxes 


Some deviations between generally accepted accounting principles and income tax laws cre- 
ate temporary differences whereby (1) a variation between an asset or liability’s recorded book 
value and its tax basis exists and (2) this difference results in taxable or deductible amounts in 
future years. When a temporary difference is present, financial reporting principles require 
recognizing a deferred tax asset or liability. The specific amount of this income tax deferral 
depends somewhat on whether consolidated or separate returns are being filed. Thus, we ana- 
lyze here the tax consequences of several common transactions to demonstrate a business 
combination’s income tax expense reporting. 


Intra-Entity Dividends 


For financial reporting, dividends between the members of a business combination always are 
eliminated; they represent intra-entity cash transfers. In tax accounting, dividends also are 
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removed from income but only if at least 80 percent of the subsidiary’s stock is held. Conse- 
quently, at this ownership level, no difference between financial and tax reporting exists; both 
eliminate all intra-entity dividends. Income tax expense is not recorded. Deferred tax recogni- 
tion is also ignored because no temporary difference has been created. 

However, if less than 80 percent of a subsidiary’s stock is held, tax recognition becomes 
necessary. Intra-entity dividends are taxed partially because, at that ownership level, 20 per- 
cent is taxable. The dividends received deduction on the tax return (the nontaxable portion) is 
only 80 percent.’ Thus, an income tax liability is immediately created for the recipient. In ad- 
dition, deferred income taxes are required for any of the subsidiary’s income not paid currently 
as a dividend. A temporary difference is created because tax payments will occur in future 
years when the subsidiary’s earnings eventually are distributed to the parent. Hence, a current 
tax liability is recorded based on the dividends collected, and a deferred tax liability is 
recorded for the taxable portion of any income not paid to the parent during the year. 


The Impact of Goodwill 


Current law allows, in some cases, the amortization of goodwill and other purchased intangi- 
bles (referred to as Section 197 property) over a 15-year period. For financial reporting, good- 
will is written off if it is impaired or if the related business is disposed of in some manner. 
Because of the difference in the periods in which taxable income and financial income are 
reduced, the presence of tax-deductible goodwill creates a temporary difference that necessi- 
tates recognizing deferred income taxes. The same is true for other purchased intangibles if a 
life other than 15 years is used for financial reporting. 


Unrealized Intra-Entity Gains 


Taxes on unrealized gains that result from transfers between related companies within a busi- 
ness combination create a special accounting problem. On consolidated financial statements, 
the impact of all such transactions is deferred. The same is true for a consolidated tax return; 
the gains are removed until realized. No temporary difference is created. 

If separate returns are filed, though, tax laws require the profits to be reported in the period 
of transfer even though unearned by the business combination. Thus, the income is taxed im- 
mediately, prior to being earned from a financial reporting perspective. This “prepayment” of 
the tax creates a deferred income tax asset.* 


Consolidated Tax Returns—lllustration 


To illustrate accounting effects created by filing a consolidated tax return, assume that Great 
Company possesses 90 percent of Small Company’s voting and nonvoting stocks. Subsequent 
to the acquisition, the two companies continue normal operations, which includes significant 
intra-entity transactions. Each company’s operational and dividend incomes for the current 
time period are presented below, along with the effects of unrealized gains. No income tax ac- 
cruals have been recognized within these totals: 


Small 
Great Company 
Company (90% owned) 


Operating income (excludes equity or dividend 


income from subsidiary) 0... 00.00.00. cece eae $160,000 $40,000 
Net unrealized gains in current year income (included 

in operating income above) ...................-0005. 30,000 8,000 
Dividend income (from Small) ............0........000. 9,000 —0- 
Dividends paid: vce. day bade es Vee AS eae 20,000 10,000 


3 If less than 20 percent of a company’s stock is owned, the dividends received deduction is only 70 percent. 
However, this level of ownership is not applicable to a subsidiary within a business combination. 

4 Deferral is required for the amount of taxes paid on the unrealized gain by the seller. This approach was 
taken rather than computing the deferral based on the future tax effect caused by the difference between the 
buyer’s book value and tax basis, a procedure typically followed. This deferral treatment helps eliminate the 
need for complex cross-currency deferred tax computations when the parties are in separate tax jurisdictions. 
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From the perspective of the single economic entity, Great’s individual income for the pe- 
riod amounts to $130,000: $160,000 in operational earnings less $30,000 in unrealized 
gains. Using this same approach, Small’s income is $32,000 after removing the effects of the 
intra-entity transfers ($40,000 operating income less $8,000 in unrealized gains). Thus, the 
income to report in consolidated financial statements before the reduction for noncontrol- 
ling interest is $162,000 ($130,000 + $32,000). For financial reporting, both intra-entity 
dividends and unrealized gains are omitted in arriving at this total. Income prior to the non- 
controlling interest is computed here because any allocation to these other owners is not de- 
ductible for tax purposes. 

Because the parent owns more than 80 percent of Small’s stock, dividends collected from 
the subsidiary are tax free. Likewise, intra-entity gains are not taxable presently because a con- 
solidated return is filed. Hence, financial and tax accounting are the same for both items; nei- 
ther of these figures produces a temporary difference and deferred income taxes are not 
needed. 

The affiliated group pays taxes on $162,000 and, assuming an effective rate of 30 percent, 
must convey $48,600 ($162,000 < 30%) to the government this year. Because no temporary 
differences exist, deferred income tax recognition is not applicable. Consequently, $48,600 is 
the only tax expense reported. This amount is recorded for the consolidated entity by means of 
a worksheet entry or through an individual accrual by each company. 


Income Tax Expense Assignment—Consolidated Return 

Whenever a firm files a consolidated tax return, it allocates the total expense between the two 
parties. This figure is especially important to the subsidiary if it must produce separate finan- 
cial statements for a loan or a future issuance of equity. The subsidiary’s expense also serves 
as a basis for calculating the noncontrolling interest’s share of consolidated net income. 

Several techniques can accomplish this proration. For example, the expense charged to the 
subsidiary often is based on the percentage of the total taxable income from each company 
(the percentage allocation method) or on the appropriate taxable income figures if separate re- 
turns were filed (the separate return method). 

To illustrate, we again use the figures from Great and Small in the previous example. Great 
owned 90 percent of Small’s outstanding stock. Based on filing a consolidated return, total in- 
come tax expense of $48,600 was recognized. How should these two companies allocate this 
figure? 


Percentage Allocation Method 

Total taxable income on this consolidated return was $162,000. Of this amount, $130,000 ap- 
plied to the parent (operating income after deferral of unrealized gain), and $32,000 came 
from the subsidiary (computed in the same manner). Thus, 19.753 percent ($32,000/$162,000) 
of total expense should be assigned to the subsidiary, an amount that equals $9,600 (19.753 
percent of $48,600). 


Separate Return Method 


On separate returns, intra-entity gains are taxable. Therefore, the separate returns of these two 
companies appear as follows: 


Great Small Total 
Operating income ...............0.00 0005. $160,000 $40,000 
Assumed tax rate... ee 30% 30% 
Income tax expense—separate returns ...... $ 48,000 $12,000 $60,000 


By filing a consolidated return, an expense of only $48,600 is recorded for the business com- 
bination. Because 20 percent of income tax expense on the separate returns ($12,000/$60,000) 
came from the subsidiary, $9,720 of the expense ($48,600 < 20%) is assigned to Small. 


LO6 


Compute taxable income and 
deferred tax amounts to be 
recognized when separate tax 
returns are filed by any of the 
affiliates of a business 
combination. 
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Under this second approach, the noncontrolling interest’s share of this subsidiary’s income 
is computed as follows: 


Small Company—reported income ........ 0.0. cette $40,000 
Less: Unrealized intra-entity gains... 0... 2. eee (8,000) 
Less: Assigned income tax expense ......... 0.0000 eee (9,720) 
Small Company—realized income ..... 2.0.0. tee $22,280 
OUTSIDQZOWNETSAIDY <:650 fa Gk Gacand ed ed Me a a Re ee tha dang oh ede eee acd 10% 
Noncontrolling interest in Small Company's income ..................04- $ 2,228 


Filing of Separate Tax Returns 


Despite the advantages of filing as an affiliated group, a single consolidated return cannot al- 
ways encompass every member of a business combination. Separate returns are mandatory 
for foreign subsidiaries and for domestic corporations not meeting the 80 percent ownership 
rule. Also, a company may still elect to file separately even if it meets the conditions for in- 
clusion within an affiliated group. If all companies in an affiliated group are profitable and 
few intra-entity transactions occur, they may prefer separate returns. Filing in this manner 
gives the various companies more flexibility in their choice of accounting methods and fis- 
cal tax years.° Tax laws, though, do not allow a company to switch back and forth between 
consolidated and separate returns. Once a company elects to file a consolidated tax return as 
part of an affiliated group, obtaining Internal Revenue Service permission to file separately 
can be difficult. 

Filing a separate tax return by a member of a business combination often creates tem- 
porary differences because of (1) the immediate taxation of unrealized gains (and losses) 
and (2) the possible future tax effect of any subsidiary income in excess of dividend pay- 
ments. Because temporary differences can result, recognizing a deferred tax asset or lia- 
bility can be necessary. For example, as mentioned, intra-entity gains and losses must be 
included on a separate return at the time of transfer rather than when the earning process is 
culminated. These gains and losses appear on both sets of records but, if unrealized at year- 
end, in different time periods. The temporary difference produced between the transferred 
asset’s book value and tax basis affects future tax computations; thus, deferred taxes must 
be reported. 

For dividend payments, deferred taxes are not required when ownership equals or exceeds 
80 percent. Because the tax law provides a 100 percent dividends received deduction, the 
transfer is nontaxable even on a separate return; no expense recognition is required. 

If the amount distributed by a subsidiary that is less than 80 percent owned equals current 
earnings, 20 percent of the collection is taxed immediately, but no temporary difference is cre- 
ated because no future tax effect is produced. Hence, again, deferred income tax recognition 
is not appropriate. 

Conceptually, questions about the recognition of deferred taxes arise when a less than 
80 percent owned subsidiary pays less in dividends than its current income. If a subsidiary 
earns $100,000, for example, but pays dividends of only $60,000, will the parent’s share of the 
$40,000 remainder ever become taxable income? Do these undistributed earnings represent 
temporary differences? If so, immediate recognition of the associated tax effect is required 
even though payment of this $40,000 is not anticipated for the foreseeable future. 

The FASB ASC (para. 740-30-25-4) addresses this issue as follows, “A deferred tax liabil- 
ity shall be recognized for . . . an excess of the amount for financial reporting over the tax ba- 
sis of an investment in a domestic subsidiary.” Therefore, other than one exception noted later 
in this chapter, any portion of the subsidiary’s income not distributed in the form of dividends 
creates a temporary difference but is not taxed until a later date; thus, a deferred tax liability 
is created. Because many companies retain a substantial portion of their income to finance 
growth, an expense recognized here may never be paid. 


> At one time, the filing of separate returns was especially popular to take advantage of reduced tax rates on 
lower income levels. However, Congress eliminated the availability of this tax savings. 
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Deferred Tax on Undistributed Earnings—Illustrated 


Assume that Parent Company owns 70 percent of Child Company. Because ownership is less 
than 80 percent, filing separate tax returns for the two companies is mandatory. In the current 
year, Parent’s operational earnings (excluding taxes and any income from this investment) 
amount to $200,000, and Child reports a pretax net income of $100,000. During the period, the 
subsidiary paid a total of $20,000 in cash dividends, $14,000 (70 percent) to Parent, and the 
remainder to the other owners. To avoid complications in this initial example, we assume that 
no unrealized intra-entity gains and losses are present. 

The reporting of Child’s income taxes does not provide a significant difficulty because it 
involves no temporary differences. Using an assumed tax rate of 30 percent, the subsidiary ac- 
crues income tax expense of $30,000 ($100,000 x 30%), leaving an after-tax profit of 
$70,000. Because it paid only $20,000 in dividends, undistributed earnings for the period 
amount to $50,000. 

For Parent, Child’s undistributed earnings represent a temporary tax difference. The fol- 
lowing schedules have been developed to calculate Parent’s current tax liability and deferred 
tax liability. 


Income Tax Currently Payable—Parent Company 


Reported operating income—Parent Company ..............-. $200,000 

Dividends received ..... 0.0.0.0 $ 14,000 

Less: Dividend deduction (80%) ............... 0000000200 (11,200) 2,800 
Taxable income—current year .........00 0000002 $202,800 

TaX tate is eckecrc iil detes dor teand eka Sak ded oe eno a 30% 
Income tax payable—current period (Parent) ............... $ 60,840 


Deferred Income Tax Payable—Parent Company 


Undistributed earnings of Child Company .......... 2.0.0.0. cc eee ee $ 50,000 
Parent Company’s ownership ... 0.0.0... 00 cette eee 70% 
Undistributed earnings accruing to Parent ....... 0.0.0. cee $ 35,000 
Dividends received deduction upon eventual distribution (80%) .............. (28,000) 
Income to be taxed—subsequent dividend payments ................-005 $ 7,000 
TAX ALG. dates tatcenes deeaeente ean easteiae Bre crete aatvtatease ene Andy rename ttrarod a fee ees ate 30% 
Deferred income tax payable ..........0. 0.0000 c ccc eee $ 2,100 


These computations show a total income tax expense of $62,940: a current liability of 
$60,840 and a deferred liability of $2,100. The deferred balance results entirely from Child’s 
undistributed earnings. Although the subsidiary has a $70,000 after-tax income, it distributes 
only $20,000 in the form of dividends. The $50,000 that Child retains represents a temporary 
tax difference to the stockholders. Thus, it recognizes the deferred income tax associated with 
these undistributed earnings. The income is earned now; therefore, the liability is recorded in 
the current period. 

The FASB ASC Topic 740, Income Taxes, provides one important exception to the 
recognition of deferred income taxes on a subsidiary’s undistributed income. Paragraph 
740-30-25-18 states that a deferred tax liability is not recognized for the excess amount for 
financial reporting over the tax basis of an investment in a foreign subsidiary that is essen- 
tially permanent in duration. Thus, in the previous example, if the subsidiary is foreign and 
the retention of these excess earnings seems to be permanent, the $2,100 deferred tax liability 
is omitted, reducing the total reported expense to $60,840. 


Separate Tax Returns Illustrated 

A complete example best demonstrates the full accounting impact created by filing separate 
tax returns. As a basis for this illustration, assume that Lion Corporation reported the follow- 
ing data with its 60 percent owned subsidiary, Cub Company (a domestic corporation), for the 
current year: 
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Cub Company 
Lion (60% owned 
Corporation by Lion) 
Operating income ...... 00... eee $500,000 $200,000 
Unrealized intra-entity inventory gains 

(included in operating income) ............... 40,000 30,000 

Dividend income from Cub Company ........... 24,000 Not applicable 

Dividends paid ................0.000-000 000 Not applicable 40,000 
Applicable tax rate 26... ee 30% 30% 


Subsidiary’s Income Tax Expense Because the companies must file separate tax returns, 
they do not defer the unrealized gains but leave them in both companies’ operating incomes. 
Thus, Cub’s taxable income is $200,000, an amount that creates a current payable of $60,000 
($200,000 X 30%). The unrealized gain is a temporary difference for financial reporting pur- 
poses, creating a deferred income tax asset (payment of the tax comes before the income ac- 
tually is earned) of $9,000 ($30,000 X 30%). Therefore, the subsidiary recognizes only 
$51,000 as the period’s appropriate expense. 


Income Tax Expense—Cub 


Income currently taxable .. 2.0... 02. ee $200,000 
Tah ates ooh to Sees Ele d ee to ince Lee eee 30% $60,000 
Temporary difference (unrealized gain is taxed 
before being earned)... 2. ee $ (30,000) 
ME TM EY seen aiacocctlet. i decree a ey ata eaten de Site caste cisatteetetear cients eeetceens del 30% (9,000) 
Income tax expense—Cub 0... eee $51,000 


Consequently, Cub reports after-tax income of $119,000 ($200,000 operating income less 
$30,000 unrealized gain less $51,000 in income tax expense). This profit figure is the basis for 
recognizing $47,600 ($119,000 < 40% outside ownership) as the noncontrolling interest’s 
share of consolidated income. 

Parent’s Income Tax Expense On Lion’s separate return, its own unrealized gains remain 
within income. The taxable portion of the dividends received from Cub also must be included. 
Hence, the parent’s taxable earnings total $504,800, a balance that creates a $151,440 current 
tax liability for the company. 


Income Tax Currently Payable—Lion 
Operating income—Lion Corporation 


(includes $40,000 unrealized gains)................002005. $500,000 
Dividends received from Cub Company (60%) ............... $24,000 
Less: 80% dividends received deduction .................... (19,200) 4,800 
Taxable inCOMe@: ..< eo de bdr sae ehh d Gachuts eae beebaeeue ee $504,800 
TAX ARG tess cerysenele Mat, caplet dita ses ts dey GN cmmmeantsra Beste ee te Boe Ue ee th 30% 
Income tax payable—current (Lion) ............. 00.00.0005 $151,440 


Although we present Lion’s tax return information here, Lion determines its total tax ex- 
pense for the period only by accounting for the impact of the two temporary differences: the 
parent’s $40,000 in unrealized gains and the undistributed earnings of the subsidiary. The 
undistributed earnings amount to $47,400, computed as follows: 


After-tax income of Cub (above) ........ 00.00. eee $119,000 

Dividends Pald:iss. ccd 4 dans yeaa baqeaes oclacy & As nad Ade w ache qahdcn e @uenbva ws (40,000) 
Undistributed: Qarnings. sso. gos Sik pt cc adeew ded ale ches Gags dee wee de ade $ 79,000 

LION 'SsOWNETSHIDS, 2.24.42 coals whats Lamdw nies & i daa mgeies Ree a Aba e eh Aes 60% 
Lion's portion of undistributed earnings .............. 00022 eee $ 47,400 


Now the parent can derive its deferred income tax effects for financial reporting. 
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LO7 


Determine the deferred tax 
consequences for temporary 
differences generated when a 
business combination is 
created. 


Deferred Income Taxes—Lion Company 


Unrealized Gains 


Amount taxable now prior to being earned ... 0.2... eee $40,000 
VAXAATC® ca dovieceeedag tink Irae eietatin a tats dk eA Pde ped one ath oly ae RN ore ede 30% 
Deferred income tax asset 2.0... eect enna $12,000 


Undistributed Earnings of Subsidiary 
Undistributed earnings of Cub—to be taxed later 


(computed! above) is. cee wd deug ea acs ated 2G eae dca he eS ee ee $ 47,400 
Dividends received deduction upon distribution (80%) .................000. (37,920) 
Income eventually taxable 26... teens $ 9,480 
TaXiates ei. nee od achat ac deua 8 cancel ows Pea Bee cadieo oe e whe ahs ad 30% 

Deferred income tax liability... 0. een $ 2,844 


The two temporary differences exert opposite effects on Lion’s reported income taxes. Be- 
cause the firms file separate returns, the unrealized gains are taxable in the current period de- 
spite not actually having been earned. From an accounting perspective, paying the tax on these 
gains now creates a deferred income tax asset of $12,000 ($40,000 x 30%). In contrast, the 
parent currently recognizes the undistributed earnings (through consolidation of the invest- 
ment). However, this portion of the subsidiary’s income is not yet taxable to the parent. Be- 
cause the tax payment is not due until the parent receives the dividends, a $2,844 deferred 
income tax liability ($9,480 30%) occurs. 

The parent reports the deferred tax asset as a current asset because it relates to inventory 
whereas the deferred tax liability is long term because ownership of the investment created it. 
Lion’s reported income tax expense results from the creation of these three accounts: 


Lion’s Financial Records 


Deferred Income Tax Asset—Current ........0 200.0000. c cece eee eee 12,000 

I[nketo! galetal Rebel (oe (a ees ereina ces conse Helens cers jer amn eee neecreer ae aeoees 142,284 
Deferred Income Tax Liability—Long-Term .........-...-0--0005- 2,844 
IMnvetolnne) We CUI PENG cana su deanccaadpanncacosucdsncda 151,440 


To record current and deferred taxes of parent company. 


Temporary Differences Generated by Business Combinations 

Based on the transaction’s nature, the tax laws deem some purchase combinations to be tax- 
free (to the seller) but others to be taxable. In most tax-free purchases and in a few taxable pur- 
chases, the resulting book values of the acquired company’s assets and liabilities differ from 
their tax bases. Such differences result because the subsidiary’s cost is retained for tax pur- 
poses (in tax-free exchanges) or because the allocations for tax purposes vary from those used 
for financial reporting (a situation found in some taxable transactions). 

Thus, formation of a business combination can create temporary differences. Any deferred 
income tax assets and liabilities the subsidiary previously recorded are not at issue; the par- 
ent consolidates these accounts in the same manner as other subsidiary assets and liabilities. 
The question here concerns differences in book value and tax basis that stem from the 
takeover. 

As an illustration, assume that Son Company owns a single asset, a building that has a 
$150,000 tax basis (cost less accumulated depreciation) but presently has a $210,000 fair 
value. Pop Corporation conveys a total value of $300,000 to acquire this company. The ex- 
change is structured to be tax-free. After this transaction, the building continues to have a tax 
basis of only $150,000. However, its consolidated book value is $210,000, an amount $60,000 
more than the figure applicable for tax purposes. How does this $60,000 difference affect the 
consolidated statements? 


LO8 


Explain the impact that a net 
operating loss of an acquired 
affiliate has on consolidated 
figures. 
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GAAP provides extensive guidance on reporting deferred tax assets and deferred tax liabilities 
created in a business combination. According to the FASB ASC (para. 805-740-25-2): 


An acquirer shall recognize a deferred tax asset or deferred tax liability arising from the assets 
acquired and liabilities assumed in a business combination and shall account for the potential 
tax effects of temporary differences, carryforwards, and any income tax uncertainties of an 
acquiree that exist at the acquisition date. . . 


Thus, any temporary difference that is found in Pop’s acquisition of Son creates a deferred tax 
asset or liability. Because the asset’s tax basis is $150,000 but its recorded value within con- 
solidated statements is $210,000, a temporary difference of $60,000 exists. Assuming that a 
30 percent tax rate is appropriate, the newly formed business combination must recognize a 
deferred income tax liability of $18,000 ($60,000 x 30%). 

Consequently, in a consolidated balance sheet prepared immediately after Pop obtains con- 
trol over Son, the building is recorded at $210,000 fair value. In addition, Pop reports the new 
deferred tax liability of $18,000. Because the net value of these two accounts is $192,000, 
goodwill of $108,000 emerges as the figure remaining from the $300,000 acquisition value. 

This $18,000 liability systematically declines to zero over the building’s life. The consoli- 
dated entity must compute depreciation for tax purposes based on the $150,000 basis and is, 
therefore, less each year than the expense shown for financial reporting purposes (based on 
$210,000). With less expense, taxable income is more than book income for the remaining 
years of the asset’s life. However, the extra payment that results is not charged to expense but 
reduces the deferred tax liability (initially established at the acquisition date) the additional 
amount. To illustrate, assume that this building generates revenues of $40,000 per year. 
Assume also that it has a 10-year life and that the company uses the straight-line method of 
depreciation. 


Financial Income Tax 
Reporting Reporting 
Revenues ..........0 00 cee cece e eee $40,000 $40,000 
Depreciation expense: 
10% of $210,000 ................. 21,000 
10% of $150,000 ................. 15,000 
INC OMEC> nc s028 ens Rens Rise boo a aed § $19,000 $25,000 
TaxXtate® che etota ve duties ban ee deed etal 30% 30% 
TAaAXCOMOCE ... ota ace cee Gis hee wae $ 5,700 $ 7,500 


Although the combination must pay $7,500 to the government, currently reported in- 
come caused only $5,700 of that amount. The other $1,800 ($6,000 reversal of temporary 
difference X 30%) resulted because of the use of the previous basis for tax purposes. 
Therefore, the following entry is made: 


INcomesaxsEXMenseiye sameeren eon tcune pterre meatncnay next memeeee cee? 5,700 
Deferred Income Tax Liability (to remove part of balance created at acquisition 
CG FICS) reste Ne 5 Mn ati ons Rey ON ve nee elas As OE De acid mae el a oh cha Uh, Wel 1,800 
ne@onmley IEDs (CUirielmhy PEVEINS oon ac canncnscoauenanEsaneehuda4 7,500 


To accrue current income taxes as well as impact of temporary difference 
in asset of subsidiary. 


Business Combinations and Operating Loss Carryforwards 

Tax laws in the United States provide a measure of relief for companies incurring net operat- 
ing losses (NOLs) when they file current tax returns. They may carry such losses back for two 
years and apply them as a reduction to taxable income figures previously reported. This pro- 
cedure generates a cash refund of income taxes the company paid during these earlier periods. 
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If a loss still exists after the carryback (or if the taxpayer elects not to carry the loss back), 
a carryforward for the subsequent 20 years also is allowed.° Carrying the loss forward reduces 
subsequent taxable income levels until entirely eliminating the NOL or the time period ex- 
pires. Thus, NOL carryforwards can benefit the company only if taxable income can be gen- 
erated in the future. The immediate recognition of NOL carryforwards has always been 
controversial because it requires the company to anticipate making profits. 

Until recently, companies created some business combinations, at least in part, to take ad- 
vantage of tax carryforwards. If an acquired company had an unused NOL while the parent 
projected significant profitability, the combination used the carryforward on a consolidated re- 
turn to reduce income taxes after the acquisition. U.S. laws have now been changed so that 
only the company that reported the loss can use virtually all of an NOL carryforward. Hence, 
acquiring companies with an NOL carryforward has ceased to be a popular business strategy. 
However, because the practice has not disappeared, reporting rules for a subsidiary’s NOL car- 
ryforward are still needed. 

The FASB ASC Topic 740, Income Taxes, requires an acquiring firm to recognize a de- 
ferred income tax asset for any NOL carryforward. In addition, though, a valuation allowance 
also must be recognized 


if, based on the weight of available evidence, it is more likely than not (a likelihood of more than 
50 percent) that some portion or all of the deferred tax assets will not be realized. The valuation 
allowance should be sufficient to reduce the deferred tax asset to the amount that is more likely 
than not to be realized. [FASB ASC (para. 740-10-30-5)] 


As an example, assume that a company has one asset (a building) worth $500,000. Because 
of recent losses, this company has a $200,000 NOL carryforward. The assumed tax rate is 
30 percent so that the company will derive a $60,000 benefit ($200,000 x 30%) if it earns 
future taxable profits. 

Assume that the parent purchased this company for $640,000. In accounting for the acqui- 
sition, the parent must anticipate the likelihood that the new subsidiary will utilize some or all 
of the NOL carryforward. If it is more likely than not that the benefit will be realized, good- 
will of $80,000 results: 


Consideration paid .. 00.00. nee $640,000 
Subsidiary assets: 

BUI Gece fee aces ot cats wee na eens Sees aaseaae te $500,000 

Deferred income tax asset... 0.0... eee 60,000 560,000 
GOOG WALL cp cdo Sta. A, eae danced eh ota RIE Re A ae KON nee aa ae $ 80,000 


Conversely, if the chances that this subsidiary will use the NOL carryforward are 50 percent 
or less, the parent must recognize a valuation allowance and $140,000 of consolidated goodwill. 


Consideration paid .......... 000.0020 eee ee $640,000 
Subsidiary assets: 

Building... 0.0... eee $500,000 

Deferred income tax asset ...............0.00. $ 60,000 

Valuation allowance ................. 0220008 (60,000) —0- 500,000 
GOOdWI ss-cnds die eed sane pon he dee taba was $140,000 


In this second case, a question arises if this carryforward successfully reduces future taxes: 
How should the company remove the valuation allowance? Any changes in a valuation al- 
lowance for an acquired entity’s deferred tax asset must be reported as a reduction or increase 
to income tax expense.’ However, changes within the measurement period that result from 


© If a taxpayer believes that future tax rates will increase, choosing not to carry a loss back in favor of only a 
carryforward could be financially preferable. 

7 Alternatively, a postacquisition change in the valuation allowance may result in a direct adjustment to con- 
tributed capital if the original transaction was accounted for directly through other comprehensive income or 
other elements of stockholders’ equity. 
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new information about facts and circumstances that existed at the acquisition date are recog- 
nized through a corresponding adjustment to goodwill.® 


INCOME TAXES AND BUSINESS COMBINATIONS—COMPARISONS 
WITH INTERNATIONAL ACCOUNTING STANDARDS 


U.S. GAAP on accounting for income taxes and International Accounting Standard (IAS) 12 
each requires business combinations to recognize both current tax effects and anticipated future 
tax consequences using deferred tax assets and liabilities. For many financial reporting tax is- 
sues that arise from business combinations, the standards are the same. 

One area, however, where a difference remains concerns taxes on intra-entity asset trans- 
fers that remain within the consolidated group. U.S. GAAP prohibits the recognition of un- 
realized intra-entity profits and therefore the selling firm defers any related current tax effects 
until the asset is sold to a third party. In contrast, IFRS requires the taxes paid by the selling 
firm on intra-entity profits to be recognized as incurred. Further, although prohibited by U.S. 
GAAP, IFRS allows tax deferral on differences between the tax bases of assets transferred 
across entities (and tax jurisdictions) that remain within the consolidated group.’ 


8 However, once goodwill is reduced to zero, an acquirer recognizes any additional decrease in the valuation 
allowance as a bargain purchase. 


° Ernst & Young LLP, US GAAP vs. IFRS: The Basics, January 2009. 


Summary 


1. For consolidation purposes, a parent need not possess majority ownership of each of the component 
companies constituting a business combination. Often control is indirect: One subsidiary owns a ma- 
jority of an affiliated subsidiary’s shares. Although the parent might own stock in only one of these 
companies, control has been established over both. Such an arrangement often is referred to as a 
father-son-grandson configuration. 


2. The consolidation of financial information for a father-son-grandson business combination does not 
differ conceptually from a consolidation involving only direct ownership. All intra-entity, reciprocal 
balances are eliminated. Goodwill, other allocations, and amortization usually must be recognized if 
an acquisition has taken place. Because more than one investment is involved, the number of work- 
sheet entries increases, but that is more of a mechanical inconvenience than a conceptual concern. 


3. One aspect of a father-son-grandson consolidation that warrants attention is determining accrual- 
based income figures for each subsidiary. Any company within a business combination that holds 
both a parent and subsidiary position must determine the income accruing from ownership of its sub- 
sidiary before computing its own earnings. This procedure is important because income is the basis 
for each parent’s equity accruals and noncontrolling interest allocations. 

4. Ifa subsidiary possesses shares of its parent, a mutual affiliation exists. This investment is intra- 
entity in nature and must be eliminated for consolidation purposes. The treasury stock approach simply 
reclassifies the cost of these shares as treasury stock with no equity accrual recorded. 


5. Under present tax laws, an affiliated group of only domestic corporations can file a single consoli- 
dated income tax return. The parent must control 80 percent of the voting stock as well as 80 percent 
of the nonvoting stock (either directly or indirectly). A consolidated return allows the companies to 
defer recognition of intra-entity gains until realized. Furthermore, losses incurred by one member of 
the group reduce taxable income earned by the others. Intra-entity dividends are also nontaxable on 
a consolidated return, although such distributions are never taxable when paid between companies 
within an affiliated group. 

6. Separate tax returns apply to some members of a business combination. Foreign corporations and any 
company not meeting the 80 percent ownership rule, as examples, must report in this manner. In ad- 
dition, a company might simply elect to file in this manner if a consolidated return provides no ad- 
vantages. For financial reporting purposes, a separate return often necessitates recognition of 
deferred income taxes because temporary differences can result from unrealized transfer gains as well 
as intra-entity dividends (if 80 percent ownership is not held). 

7. When a business combination is created, the subsidiary’s assets and liabilities sometimes have a tax 
basis that differs from their assigned values. In such cases, the company must recognize a deferred 
tax asset or liability at the time of acquisition to reflect the tax impact of these differences. 
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Comprehensive 
Illustration 


PROBLEM 


(Estimated Time: 60 to 75 Minutes) On January 1, 2009, Gold Company acquired 90 percent of Silver 
Company. Details of the acquisition are as follows: 


Consickreaniom tramsiaimecl !o7 Gellel .oeccscsscscosceecadeuesebonueve $576,000 
Noncontrolling interest acquisition-date fair value .................... 64,000 
Silverstotalifallevial UCase mera tate tnt per eta enre es ante eh eo een me $640,000 
SIVERmDOOKeValUC metre esr teno nt oa enol: CURIS RAMEN dik: ol nu nse ORS Se Darn tent, 600,000 

Excess fair value over book value assigned to brand name (20-year life) .. $ 40,000 


Subsequently, on January 1, 2010, Silver purchased 10 percent of Gold for $150,000. This price equaled 
the book value of Gold’s underlying net assets and no allocation was made to either goodwill or any spe- 
cific accounts. 

On January 1, 2011, Gold and Silver each acquired 30 percent of the outstanding shares of Bronze 
for $105,000 apiece, which resulted in Gold obtaining control over Bronze. Details of this acquisition are 
as follows: 


Consideration transferred by Gold and Silver ($105,000 each) ........... $210,000 
Noncontrolling interest acquisition-date fair value .................... 140,000 
Bronzestotalifal eval UG ens ace esi une on rato rent ohet: cuvegus React wre van $350,000 
Biroinrselalole) AVES neces Gia Sa a Ben SA PR Se 6 Hn RA en RN RO ae eee 300,000 

Excess fair value over book value assigned to copyright (10-year life) .... $ 50,000 


After the formation of this business combination. Silver made significant intra-entity inventory sales 
to Gold. The volume of these transfers follows: 


Transfer Price to Markup on Inventory Retained at 
Year Gold Company Transfer Price Year-End (at transfer price) 
2009 $100,000 30% $ 60,000 
2010 160,000 25 90,000 
2011 200,000 28 120,000 


In addition, on July 1, 2011, Gold sold Bronze a tract of land for $25,000. This property cost $12,000 
when the parent acquired it several years ago. 

The initial value method is used to account for all investments. The individual firms recognize in- 
come from the investments when dividends are received. Because consolidated statements are prepared 
for the business combination, accounting for the investments affects internal reporting only. During 2009 
and 2010, Gold and Silver individually reported the following information: 


Gold Silver 
Company Company 
2009: 
O©peratiomalkimGOnnes wee... reece ref eee ray cote ee wars $180,000 $120,000 
Dividend income—Silver Company (90%) ............... 36,000 == 
Dividermclss Dalal eta ee accent eee aera ea ae 80,000 40,000 
2010: 
@©perationalliMGOMme:eny =. cer ot eter a te ee ean 240,000 150,000 
Dividend income—Gold Company (10%) ............... —0- 9,000 
Dividend income—Silver Company (90%) ............... 27,000 == 
Dividendsipaldivee etre erat comer rayecee te ett ener 90,000 30,000 


The 2011 financial statements for each of the three companies comprising this business combination 
are presented in Exhibit 7.3. These figures ignore income tax effects. 


Required 


a. Prepare worksheet entries to consolidate the 2011 financial statements for this combination. Assume 
that the mutual ownership between Gold and Silver is accounted for by means of the treasury stock 
approach. Compute the noncontrolling interests in Bronze’s income and in Silver’s income. 
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Soult tie F Gold Silver Bronze 
Individual Financial Gompan Compan Compan 
Statements—2011 Pany’ Ppeny pany 
Sales eye etrntcenra art sae owe Blpek eeepc eee ca $ (800,000) $ (600,000) $300,000) 
CORO GOCE Selle! ssccoebcvsouaaeseao 380,000 300,000 120,000 
OMehatinGlexWeiSCS aaa earners 193,000 100,000 90,000 
GainpontsalectoqlanGiasn nnn ene (13,000) =0= == 
Dividend income from 
GoldkGompanyarer ee er ere ere —0- (10,000) == 
Dividend income from 
SiMer GOMnNeEIM cosuessasuoanusuueuae (36,000) —0- == 
Dividend income from 
ON4eCOMPEMY sadceauncasaasobauuas (6,000) (6,000) =0= 
NEtINnGOMmeGmers ctee eee eee a eens $ (282,000) $ (216,000) $ (90,000) 
Retained earnings, 1/1/11 .............. $ (923,200) $ (609,000)  $ (200,000) 
Net income (above) ................... (282,000) (216,000) (90,000) 
DIMICEMCS ORIG] sos cccckbace beens sees 100,000 40,000 20,000 
Retained earnings, 12/31/11 .......... $(1,105,200) $ (785,000)  $ (270,000) 
ashrancirecelValolesmam manana enn nna $ 295,000 $ 190,000 $ 130,000 
IMVEMCORY Seercke nt cis naaeuan ist peuen rer ender ie 459,000 410,000 110,000 
Investment in Silver Company ........... 570,000 —0- —0- 
Investment in Gold Company............ =0= 150,000 —0- 
Investment in Bronze Company .......... 105,000 105,000 —0- 
Land, buildings, and equipment (net) ..... 980,000 670,000 380,000 
TOtalFaSSCtS< cer stern: ore. ok meeinies rman i a, $ 2,409,000 $ 1,525,000 $ 620,000 
lita bilities ee eee ere rae srr ee ene eer oe $ (603,800) $ (540,000) $ (250,000) 
GOMMOMEStOCl anne ene er rn (700,000) (200,000) (100,000) 
Retained earnings, 12/31/11 ............ (1,105,200) (785,000) (270,000) 
Total liabilities and equities............ $(2,409,000)  $(1,525,000)  $ (620,000) 


b. Assume that consolidated net income (before deducting any balance for the noncontrolling interests) 
amounts to $498,900. Assume also that the effective tax rate is 40 percent and that Gold and Silver 
file a consolidated tax return but Bronze files separately. Calculate the income tax expense recog- 
nized within the consolidated income statement for 2011. 


SOLUTION 


a. The 2011 consolidation entries for Gold, Silver, and Bronze follow. 


Entry *G 
The consolidation process begins with Entry *G, which recognizes the intra-entity gain (on transfers 


from Silver to Gold) created in the previous period. The unrealized gain within ending inventory is de- 
ferred from the previous period into the current period. 


Consolidation Entry *G 
Retained earnings, 1/1/11 (Silver Company) ................2-00-5 22,500 
@ostiofaqouds Soldiers ere nee ere ee ener nee ice 22,500 


To recognize gains on intra-entity sales made from Silver to Gold 
during the preceding year (25% markup x $90,000). 


Consolidation Entry *C (Gold) 
asinnetant iin) SIMEACCOMGEMNY cncocaceenaoanaegvoongesareenaes 164,250 
Retained Earnings, 1/1/11 (Gold Company) ............-....-. 164,250 


To convert Gold’s investment income figures for the two preceding 
years to equity income accruals computed as follows: 
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Increase in Silver's book value from 1/1/09 to 1/1/11 


(GUO HOlOO = OOOO) a tage uuame yuma ib amended er Aimee ak eae 
Excess fair-value amortization ($2,000 X 2 years) .............0.0 0000 
Deferral of 12/31/10 intra-entity profit (25% x $90,000) ............... 


Silver's increase in book value adjusted for accruals recognized 


IMEGOMNMOIMATIO Meare ee re cee re eee ere cer eae eee 
GoldisiowmensiipyPercemtac Cues wwe ier we ere ee 


Conversion from initial value method to equity method............... 


Consolidation Entry S1 


Connor Sword (SINE COMNSEIN)) 2s caaccaeucnaueaneasnesaaogdue 
Retained Earnings, 1/1/11 (Silver Company) ................+-00-. 
Investment in Silver Company (90%) ...............020 0c ee 
Noncontrolling Interest in Silver Company, 1/1/11 (10%)......... 


To eliminate the beginning stockholders’ equity accounts of Silver and 
to recognize a 10 percent noncontrolling interest in the subsidiary. 
Retained Earnings has been adjusted for Entry *G. 


Consolidation Entry S2 


Conmaneim Sto (ons COMO) xa cncccecoanoaneosnasencoans 
Retained Earnings, 1/1/11 (Bronze Company) ...............+.+--- 
Investment in Bronze Company (60%) ..............0.0 cee 
Noncontrolling Interest in Bronze Company, 1/1/11 (40%) ....... 


To eliminate Bronze’s beginning stockholders’ equity accounts and to 
recognize outside ownership of the company’s remaining shares. The 
investments of both Gold and Silver are accounted for concurrently 
through this one entry. 


Consolidation Entry TS 


(feasuinyi STOCK ee snes tera acmemecoe uae Pcl acme nen am a ae 
InvestmentainiGolcl messes errr a eres essere re map emer 
To reclassify Silver's investment in Gold as treasury stock. 


Consolidation Entry A 


[eM eeVao  NEETNateheat ervey cones te picts thine ce cua a ania esenn h Aap een Stee are coment ee tie, eee 
Gopynighit= secrcencce acu acrerce eee con sere See eoeecnan oA cena par iene cae 
InvestimemtaimeS Ve treaessaere tee aise ai crc aera ees reat ier 
Nemeomnirellling) InWeestii SINER so ccesesccuececcocensnceaes 
lInvestmentiniBlonZeier. wearin eater cy eee rnry syn are vegan 
NoncontrollingilmterestimiBronzersaen neta ere 


To recognize unamortized beginning-of-the-year balances from the 
excess fair value over book value acquisition-date allocations. 


Consolidation Entry I 


Dividend Income from Gold Company ..........-...-20+-20e+000- 
Dividendilncome: trons |Vets Gonna lyse wenn ns teen re eee errnee 
Dividend Income from Bronze Company ............--.--2+-00-- 
Divitclanels [Peltel (Gollel CemmPE) s2occcacesoucocgsvcucousaas 
Dividends Paid (Silver Company) ..............0 0000 eee e eee 
DividendsiPaidl(BromzexGomnpamy) mamaria tee ern nnn en wen 


To eliminate dividend payments made between the companies and 
recorded as income based on application of the initial value method. 


Consolidation Entry E 


AMOntzatlomiEXDENS@re (on aucemrmect cee a oa eco action 
BrameNalm cs: server esate eeers ooe creey ne eae reer SO 
GOMVRIGMte wcrc eRe eee ee Rue ene Oe 


To recognize current year amortizations of the acquisition-date excess 
fair-value allocations. 


tenon $209,000 
Paar syid (4,000) 
eee ee (22,500) 
Sree $182,500 
sehessayt 90% 
Sanne $164,250 
200,000 
586,500 
707,850 
78,650 
100,000 
200,000 
180,000 
120,000 
150,000 
150,000 
36,000 
50,000 
32,400 
3,600 
30,000 
20,000 
10,000 
36,000 
12,000 
10,000 
36,000 
12,000 
7,000 
2,000 
5,000 
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Consolidation Entry TI 


Sales) oa8 Ceres ee eed een eee ee ee eer eae eae 200,000 
GostonGoodsisoldiarss mee eee re eae ree eee Pane 200,000 


To eliminate the intra-entity transfer of inventory made in 2011 
by Silver. 


Consolidation Entry G 


GOSHOT GOods#Sold wea esrase ge sewer ets Oe Ree ert e So 33,600 
[MVENILO IVa ete nee eee een sieys Cee een tr rae ie ces eesaen mice eng ori a oN acer 33,600 


To eliminate intra-entity gains remaining in Gold’s December 31, 2011, 
inventory (28 percent gross profit rate x the parent's $120,000 ending 
inventory balance). 


Consolidation Entry GL 


GalnoniSaleonltanG mame tee cones oe hy Caren ene eer 13,000 
Wan Gleee ee arrears cere ee ere eee re ee eater earner rc ee 13,000 


To eliminate gain on intra-entity transfer of land from Gold to Bronze 
during the year. 


Noncontrolling Interest in Bronze Company’s Income 


As in all previous examples, the noncontrolling interest calculates its claim to a portion of consolidated 
income based on the subsidiary’s income after amortizations and intra-entity profit deferrals and recog- 
nitions. Because this subsidiary has no unrealized intra-entity gains, the $90,000 income figure reported 
in Exhibit 7.3 is applicable and is adjusted only for the $5,000 excess fair-value amortization. Thus, the 
noncontrolling interest in Bronze’s income is $34,000 [40% X ($90,000 — $5,000)]. 


Noncontrolling Interest in Silver Company’s Income 


Again, the noncontrolling interest calculates its claim to a portion of consolidated income based on the 
subsidiary’s income after amortizations and intra-entity profit deferrals and recognitions. For Silver 
Company the adjustments are as follows: 


SHINES [MNENIMENIY Lovin OUNCENO| VERE NEON cc cb cone ccs eocesuuagnsense $210,000 
Excess fair-value amortization ........... 0.0.0.0... cee eee eee (2,000) 
EC(UIGY lin) GELANIINGS Cir OMA (GOL) soc cascuscvecsudescvacodesouceesn 27,000 
Olan) MANIEHINNY (OMONTTE XCOSIMEC) oc se ode bacacueuapansas 22,500 
Enclimoninirece meluy so KOlitaCl Sie litc me emen a en eae a ete een an ra (33,600) 
Silver's income adjusted for combination accruals ..................00. $223,900 
Noncontrolling interest percentage ............ 0.0. e cece eee eee 10% 
Noncontrolling interest in Silver's net income ....................-. $ 22,390 


b. No differences exist between Bronze’s book values and tax basis. No computation of deferred income 
taxes is required; thus, this company’s separate tax return is relatively straightforward. The $90,000 
income figure creates a current tax liability of $36,000 (using the 40 percent tax rate). 

Tn contrast, the consolidated tax return filed for Gold and Silver must include the following financial 
information. When applicable, figures reported in Exhibit 7.3 have been combined for the two companies. 


Tax Return Information—Consolidated Return 


Sa lSS eestor coer eet rate eam mp reie eek Un eer ncrte Aer CONG N A ee enon nm ga $1,400,000 
[esse Innere SAIS ON) cascsencccccescenacecsoe (200,000) $1,200,000 
GOstORGOOdS:SOld i wterescr emt aeere eure ere $ 680,000 

Less: 2X01) Tae erindhiy (OWIREINESES 2 na con nenboeenensoose (200,000) 
Less: 2010 intra-entity gains recognized in 2011 

(IONOlCG) SE) pea cag oman oan GHEE Oe alae Ha he ome (22,500) 
Add: 2011 unrealized intra-entity gains 

ACWW KORO) nn Gane eeden a boeade cedar on ade came 33,600 491,100 
GrOSSiOrOtite wen eee etre ee ere ain awh dreary ear mera $ 708,900 
Operating expenses (including amortization) .............. 300,000 


(continued) 
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OPeratlnGimcOnnes we wae ee esis Cate Rae cee eae ee $ 408,900 
Other income (since Bronze is not part of affiliated group): 
Galin OM Sal CF [AINE] aoc ccdncccanacdsonaceancasunus 13,000 
Dividend income—Bronze Company .............--.-. $ 12,000 
Less: 80% dividends received deduction ............... (9,600) 2,400 
Taxa blevinGoOnmeGaee sone sates arity re cy Tete ne acer $ 424,300 
AV CUE HC) St tia at lee mieeclepr em ecioasen lag ch ca tee aU ete le UCR Garr ates 40% 
Income tax payable by Gold Company 
eine! Siler COmnceiny HO 2OU .o.conaecconausnanaodaus $ 169,720 


Members of this business combination must pay a total of $205,720 to the government in 2011 
($36,000 for Bronze and $169,720 in connection with the consolidated return of Gold and Silver). Any 
temporary differences that originate or reverse during the year necessitate accounting for deferred in- 
come tax assets and/or liabilities. In this illustration, only the dividend payments from Bronze and the un- 
realized gain on the sale of land to Bronze actually create such differences. For example, amortization of 
the intangible assets is the same for book and tax purposes. Other items encountered do not lead to de- 
ferred income taxes: 


° Because Gold and Silver file a consolidated return, they defer the unrealized inventory gains for both 
tax purposes and financial reporting so that no difference is created. 

¢ The dividends that Silver paid to Gold are not subject to taxation because these distributions were 
made between members of an affiliated group. 


However, recognition of a deferred tax liability is required because Bronze’s realized income 
($54,000 after income tax expense of $36,000) is higher than its $20,000 dividend distribution. Gold and 
Silver own 60 percent of Bronze, indicating that the consolidated income statement includes $32,400 
($54,000 X 60%) of its income. Because this figure is $20,400 more than the amount of dividends it paid 
Gold and Silver ($12,000, or 60% of $20,000), a deferred tax liability is required. The temporary differ- 
ence is actually $4,080 (20% of $20,400) because of the 80 percent dividends received deduction. The 
future tax effect on this difference is $1,632 based on the 40 percent tax rate applied. 

A deferred tax asset also is needed in connection with Gold’s intra-entity sale of land to Bronze. 
These companies file separate returns. Thus, the gain is taxed immediately, although this $13,000 is not 
realized for reporting purposes until a future resale occurs. From an accounting perspective, the tax of 
$5,200 ($13,000 X 40%) is being prepaid in 2011. 

Recognition of the current payable as well as the two deferrals leads to an income tax expense of 
$202,152: 


IMGOMEATaXTEXDENSE= arises lessee cums seme ctte cue swale: eunriony ys netrens cars aise AOR ANS 2 

Deferred) Inconeslax—-ASSet eye ee eee 5,200 
lInvelornnte’ IEDs IPE Wele CUI sco eucueuaacusevaueodeedene 205,720 
Deferred Income Tax—Liability ............. 0.0.0.0... 200 1,632 


Questions 


1. What is a father-son-grandson relationship? 


2. When an indirect ownership is present, why is a specific ordering necessary for determining the 
incomes of the component corporations? 


3. Able Company owns 70 percent of the outstanding voting stock of Baker Company, which, in turn, 
holds 80 percent of Carter Company. Carter possesses 60 percent of Dexter Company’s capital stock. 
How much income actually accrues to the consolidated entity from each of these companies after 
considering the various noncontrolling interests? 


4. How does the presence of an indirect ownership (such as a father-son-grandson relationship) affect 
the mechanical aspects of the consolidation process? 


. What is the difference between a connecting affiliation and a mutual ownership? 
. In accounting for mutual ownerships, what is the treasury stock approach? 
. For income tax purposes, how is affiliated group defined? 


onnn 


. What are the advantages to a business combination filing a consolidated tax return? Considering 
these advantages, why do some members of a business combination file separate tax returns? 

9. Why is the allocation of the income tax expense figure between the members of a business combi- 

nation important? By what methods can this allocation be made? 


Problems 
LO1 


LO3 


LO3 


LO4 


LO5 


LO4 


10. 


11. 


12. 


13. 
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If a parent and its subsidiary file separate income tax returns, why will the parent frequently have to 
recognize deferred income taxes? Why might the subsidiary have to recognize deferred income taxes? 
In a recent acquisition, the consolidated value of a subsidiary’s assets exceeded the basis appropri- 
ate for tax purposes. How does this difference affect the consolidated balance sheet? 


Jones acquires Wilson, in part because the new subsidiary has an unused net operating loss carry- 
forward for tax purposes. How does this carryforward affect the consolidated figures at the acquisi- 
tion date? 

A subsidiary that has a net operating loss carryforward is acquired. The related deferred income tax 
asset is $230,000. Because the parent believes that a portion of this carryforward likely will never 
be used, it also recognizes a valuation allowance of $150,000. At the end of the first year of owner- 
ship, the parent reassesses the situation and determines that the valuation allowance should be re- 
duced to $110,000. What effect does this change have on the business combination’s reporting? 


. Ina father-son-grandson business combination, which of the following is true? 


a. The father company always must have its realized income computed first. 

b. The computation of a company’s realized income has no effect on the realized income of other 
companies within a business combination. 

c. A father-son-grandson configuration does not require consolidation unless one company owns 
shares in all of the other companies. 

d. All companies solely in subsidiary positions must have their realized income computed first 
within the consolidation process. 


. A subsidiary owns shares of its parent company. Which of the following is true concerning the trea- 


sury stock approach? 


a. It is one of several options to account for mutual holdings available under current accounting 
standards. 


b. The original cost of the subsidiary’s investment is a reduction in consolidated stockholders’ equity. 
c. The subsidiary accrues income on its investment by using the equity method. 
d. The treasury stock approach eliminates these shares entirely within the consolidation process. 


. On January 1, a subsidiary buys 10 percent of the outstanding shares of its parent company. Although 


the total book value and fair value of the parent’s net assets were $4 million, the price paid for these 
shares was $420,000. An intangible asset is amortized in this business combination over a 40-year pe- 
riod. During the year, the parent reported $510,000 of operational income (no investment income was 
included) and paid dividends of $140,000. How are these shares reported at December 31? 

a. The investment is recorded as $457,000 and then eliminated for consolidation purposes. 

b. Consolidated stockholders’ equity is reduced by $457,000. 

c. The investment is recorded as $456,500 and then eliminated for consolidation purposes. 

d. Consolidated stockholders’ equity is reduced by $420,000. 


. Which of the following is correct for two companies that want to file a consolidated tax return as an 


affiliated group? 

a. One company must hold at least 51 percent of the other company’s voting stock. 

b. One company must hold at least 65 percent of the other company’s voting stock. 

c. One company must hold at least 80 percent of the other company’s voting stock. 

d. They cannot file one unless one company owns 100 percent of the other’s voting stock. 


. How does the amortization of tax-deductible goodwill affect the computation of a parent company’s 


income taxes? 

a. Itis a deductible expense only if the parent owns at least 80 percent of subsidiary’s voting stock. 
b. It is deductible only as impairments are recognized. 

c. Itis a deductible item over a 15-year period. 

d. Itis deductible only if a consolidated tax return is filed. 


. Which of the following is not a reason for two companies to file separate tax returns? 


a. The parent owns 68 percent of the subsidiary. 

b. They have no intra-entity transactions. 

c. Intra-entity dividends are tax free only on separate returns. 
d. Neither company historically has had an operating tax loss. 


324 Chapter 7 


LO1 


10. 


11. 


. Bassett Company owns 80 percent of Crimson and Crimson owns 90 percent of Damson, Inc. Op- 


erational income totals for the current year follow; they contain no investment income. None of 
these acquisitions required amortization expense. Included in Damson’s income is a $40,000 unre- 
alized gain on intra-entity transfers to Crimson. 


Bassett Crimson Damson 
Operational income ............... $300,000 $200,000 $200,000 


What is Bassett’s accrual-based income for the year? 
a. $575,200. 
b. $588,000. 
c. $596,400. 
d. $604,000. 


. Gardner Corporation holds 80 percent of Healthstone, which, in turn, owns 80 percent of Icede. Op- 


erational income figures (without investment income) as well as unrealized upstream gains included 
in the income for the current year follow: 


Gardner Healthstone Icede 
Operationallincomemer nie te $400,000 $300,000 $220,000 
Wirealizedigaln Smetana 50,000 30,000 60,000 


What balance does the consolidated income statement for the year report for the noncontrolling in- 
terest in the subsidiaries’ income? 


a. $86,000. 

b. $100,000. 
c. $111,600. 
d. $120,800. 


. Horton, Inc., owns 90 percent of Juvyn Corporation’s voting stock. The purchase price exceeded 


book value and fair value by $80,000. Juvyn holds 20 percent of Horton’s voting stock. That pur- 
chase price exceeded book value and fair value by $20,000. Any excess price is assigned to copy- 
rights to be amortized over a 20-year period. 

During the current year, Horton reported operational income of $160,000 and dividend income 
from Juvyn of $27,000. At the same time, Juvyn reported operational income of $50,000 and divi- 
dend income from Horton of $14,000. 

What is the Noncontrolling Interest in Juvyn’s Net Income under the treasury stock approach? 


$5,000. 
$5,400. 
$6,300. 
$6,400. 


Cremmins, Inc., owns 60 percent of Anderson. During the current year, Anderson reported net in- 
come of $200,000 but paid a total cash dividend of only $40,000. What deferred income tax liabil- 
ity must be recognized in the consolidated balance sheet? Assume the tax rate is 30 percent. 

a. $5,760. 

b. $9,600. 

c. $12,840. 

d. $28,800. 

Prybylos, Inc., owns 90 percent of Station Corporation. Both companies have been profitable for 
many years. During the current year, the parent sold for $100,000 merchandise costing $70,000 to 
the subsidiary, which still held 20 percent of this merchandise at the end of the year. Assume that 
the tax rate is 25 percent and that separate tax returns are filed. What deferred income tax asset is 
created? 


a. —0-. 
b. $300. 
c. $1,500. 
d. $7,500. 


Nage 
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LO7 


LO1 


LO3 
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What would be the answer to problem 11 if a consolidated tax return were filed? 

@, 0S 

b. $300. 

c. $1,500. 

d. $7,500. 

Hastoon Company purchases all of Zedner Company for $420,000 in cash. On that date, the sub- 
sidiary has net assets with a $400,000 fair value but a $300,000 book value and tax basis. The tax 


rate is 30 percent. Neither company has reported any deferred income tax assets or liabilities. What 
amount of goodwill should be recognized on the date of the acquisition? 
a. $20,000. 
b. $36,000. 
c. $50,000. 
d. $120,000. 
On January 1, 2009, Tree Company acquired 70 percent of Limb Company’s outstanding voting 
stock for $252,000. Limb reported a $300,000 book value and the fair value of the noncontrolling 
interest was $108,000 on that date. Subsequently, on January 1, 2010, Limb acquired 70 percent of 
Leaf Company for $91,000 when Leaf had a $100,000 book value and the 30 percent noncontrolling 
interest was valued at $39,000. In each acquisition, any excess acquisition-date fair value over book 
value was assigned to a trade name with a 30-year life. 

These companies report the following financial information. Investment income figures are not 
included. 


2009 2010 2011 

Sales: 

ImeeiGompanyenau te ee $400,000 $500,000 $650,000 

itm COMMON 2c coreecaeaseene 200,000 280,000 400,000 

LSeH COMMON cccusabeveseusoues Not available 160,000 210,000 
Expenses: 

InGerGOmPanVieeee ee ee ae $310,000 $420,000 $510,000 

[Linmlos COMNMORINY oo ccasencasaecens 160,000 220,000 335,000 

ee tF (COVMNORINY cnc no aoeunaeaedees Not available 150,000 180,000 
Dividends paid: 

IES COMPOENIY occnadecueaganueae $ 20,000 $ 40,000 $ 50,000 

[Liinmlo) COMMON ss nccueacasacenue 10,000 20,000 20,000 

ee tt (COVANORINY 2 no no don uonoaecees Not available 2,000 10,000 


Assume that each of the following questions is independent: 

a. Ifall companies use the equity method for internal reporting purposes, what is the December 31, 
2010, balance in Tree’s Investment in Limb Company account? 

b. If all companies use the initial value method to account for their investments, what adjustments 
must Limb and Tree make to their beginning Retained Earnings balances on the 2011 consoli- 
dation worksheet? 

c. What is the consolidated net income for this business combination for the year of 2011 prior to 
any reduction for the noncontrolling interests’ share of the subsidiaries’ net income? 

d. What is the noncontrolling interests’ share of the consolidated net income in 2011? 

e. Assume that Limb made intra-entity inventory transfers to Tree that have resulted in the follow- 
ing unrealized gains at the end of each year: 


Date Amount 
12/31/09 $10,000 
12/31/10 16,000 
12/31/11 25,000 


What is the realized income of Limb in 2010 and 2011, respectively? 


jf In assuming the same unrealized profits as presented in part (e), what worksheet adjustment 


must be made to Tree’s January 1, 2011, Retained Earnings account if that company has applied 
the initial value method to its investment? 
On January 1, 2009, Uncle Company purchased 80 percent of Nephew Company’s capital stock 
for $500,000 in cash and other assets. Nephew had a book value of $600,000 and the 20 percent 


326 Chapter 7 


16. 


life 


18. 


noncontrolling interest fair value was $125,000 on that date. On January 1, 2008, Nephew had ac- 
quired 30 percent of Uncle for $280,000. Uncle’s appropriately adjusted book value as of that date 
was $900,000. 

Operational income figures (including no investment income) for these two companies follow. 
In addition, Uncle pays $20,000 in dividends to shareholders each year and Nephew distributes 
$5,000 annually. Any excess fair-value allocations are amortized over a 10-year period. 


Uncle Nephew 
Year Company Company 
ZO OO RARER CN rary ee iy moe teers $ 90,000 $30,000 
PA OS NOW baer sets cohen ae ie teen Moe ao Rie Pps 120,000 40,000 
PAGS Wh WeSC natn direes tava! cad enya re sages 140,000 50,000 


a. Assume that Uncle applies the equity method to account for this investment in Nephew. What is 
the subsidiary’s income recognized by Uncle in 2011? 

b. What is the noncontrolling interest’s share of the subsidiary’s 2011 income? 

Mesa, Inc., obtained 80 percent of Butte Corporation on January 1, 2009. Annual amortization of 
$22,500 is to be recorded on the allocations of Butte’s acquisition-date business fair value. On 
January 1, 2010, Butte acquired 55 percent of Valley Company’s voting stock. Excess business fair- 
value amortization on this second acquisition amounted to $8,000 per year. For 2011, each of the 
three companies reported the following information accumulated by its separate accounting system. 
Operating income figures do not include any investment or dividend income. 


Operating Dividends 

Income Paid 
MES eo we ale suaeeenaeaeqage aaase $250,000 $150,000 
Butters apes tot tea wate ee 98,000 25,000 
WEE Giantess oacasaade saudades 140,000 30,000 


a. What is consolidated net income for 2011? 

b. How is consolidated net income distributed to the controlling and noncontrolling interests? 
Baxter, Inc., owns 90 percent of Wisconsin, Inc., and 20 percent of Cleveland Company. Wisconsin, 
in turn, holds 60 percent of Cleveland’s outstanding stock. No excess amortization resulted 
from these acquisitions. During the current year, Cleveland sold a variety of inventory items to 
Wisconsin for $40,000 although the original cost was $30,000. Of this total, Wisconsin still held 
$12,000 in inventory (at transfer price) at year-end. 

During this same period, Wisconsin sold merchandise to Baxter for $100,000 although the 
original cost was only $70,000. At year-end, $40,000 of these goods (at the transfer price) was still 
on hand. 

The initial value method was used to record each of these investments. None of the companies 
holds any other investments. 

Using the following separate income statements, determine the figures that would appear on a 
consolidated income statement: 


Baxter Wisconsin Cleveland 
Sal OSmsane aire a etmek maton anh en tind $(1,000,000) $ (450,000) $ (280,000) 
COST OH GOOCS SO] cc ccccessabeves 670,000 280,000 190,000 
EXOGMSCS ieee ene en ene gear? 110,000 60,000 30,000 
Dividend income: 
NAISCOTASIA 6s ecccch win cea Bie erave Mok Ses (36,000) =0= =0= 
Glevelandi oes ea ee ee ee (4,000) (12,000) —0- 
INUcieil acolann aaae seen een aoe aoe ee $ (260,000) $ (122,000) $ (60,000) 


Fontana Company developed a specialized banking application software program that it licenses 
to various financial institutions through multiple-year agreements. On January 1, 2011, these li- 
censing agreements have a fair value of $750,000 and represent Fontana’s sole asset. Although 
Fontana currently has no liabilities, because of recent operating losses, the company has a $120,000 
net operating loss (NOL) carryforward. 

On January 1, 2011, Catalan, Inc., acquired all of Fontana’s voting stock for $900,000. Catalan ex- 
pects to extract operating synergies by integrating Fontana’s software into its own products. Catalan 


LO6 


LO5, LO6 


LO5, LO6 
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20. 
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also hopes that Fontana will be able to receive a future tax reduction from its NOL. Assume an 

applicable federal income tax rate of 35 percent. 

a. If there is a greater than 50 percent chance that the subsidiary will be able to utilize the NOL 
carryforward, how much goodwill should Catalan recognize from the acquisition? 

b. If there is a less than 50 percent chance that the subsidiary will be able to utilize the NOL 
carryforward, how much goodwill should Catalan recognize from the acquisition? 

Up and its 80 percent owned subsidiary (Down) reported the following figures for the year ending 

December 31, 2011. Down paid dividends of $30,000 during this period. 


Up Down 
SalCS Hise ee aa rh are eee cas $(600,000) $(300,000) 
(COS CH COCKS Sle) scscussnones 300,000 140,000 
Operating expenses ........... 174,000 60,000 
DYWACNAG! IMEONNE soc cacaccseane (24,000) —0- 
NS IMNGOMMNE cock esau onuuava $(150,000) $(100,000) 


In 2010, unrealized gains of $30,000 on upstream transfers of $90,000 were deferred into 2011. 
In 2011, unrealized gains of $40,000 on upstream transfers of $110,000 were deferred into 2012. 
a. What figures appear in a consolidated income statement? 
b. What income tax expense should appear on the consolidated income statement if each company 
files a separate return? Assume that the tax rate is 30 percent. 
Clarke has a controlling interest in Rogers’ outstanding stock. At the current year-end, the following 
information has been accumulated for these two companies: 


Operating Income Dividends Paid 
Clarke $500,000 $90,000 
(includes a $90,000 net unrealized 
gain on intra-entity inventory 
transfers) 
Rogers 240,000 80,000 


Clarke uses the initial value method to account for the investment in Rogers. The operating 
income figures just presented include neither dividend nor other investment income. The effective 
tax rate for both companies is 40 percent. 

a. Assume that Clarke owns 100 percent of Rogers’s voting stock and is filing a consolidated tax 
return. What income tax amount does this affiliated group pay for the current period? 

b. Assume that Clarke owns 92 percent of Rogers’s voting stock and is filing a consolidated tax re- 
turn. What amount of income taxes does this affiliated group pay for the current period? 

c. Assume that Clarke owns 80 percent of Rogers’s voting stock, but the companies elect to file 
separate tax returns. What is the total amount of income taxes that these two companies pay for 
the current period? 

d. Assume that Clarke owns 70 percent of Rogers’s voting stock, requiring separate tax returns. 
What is the total amount of income tax expense to be recognized in the consolidated income 
statement for the current period? 

e. Assume that Clarke owns 70 percent of Rogers’s voting stock so that separate tax returns are re- 
quired. What amount of income taxes does Clarke have to pay for the current year? 

On January 1, 2010, Piranto acquires 90 percent of Slinton’s outstanding shares. Financial informa- 

tion for these two companies for the years of 2010 and 2011 follows: 


2010 2011 
Piranto Company: 
SEIS 4 ah ah Geist alee ld eee peal inher a Bem eon Aan ae Rin ae $(600,000) $(800,000) 
@JoeTeWONE G4 canceocacdocodsounegauaboss 400,000 500,000 
Unrealized gains as of end of year 
((invclluiclate! lin eloxowe THGWIES) yo conc aoeesecouaucusas (120,000) (150,000) 
Dividend income—Slinton Company ................ (18,000) (36,000) 
Slinton Company: 
Sell CSartteee ee niet cnt Mirena ea erate Agus uct tat Acer ra en ca aetaeeat eng (200,000) (250,000) 
@perationalkexpenSesmmesnwewe ewer ea ener 120,000 150,000 


Dividendsipaldivare ewe re ener Cone ene (20,000) (40,000) 
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Assume that a tax rate of 40 percent is applicable to both companies. 


a. On consolidated financial statements for 2011, what are the income tax expense and the income 
tax currently payable if Piranto and Slinton file a consolidated tax return as an affiliated group? 


b. On consolidated financial statements for 2011, what are the income tax expense and income tax 
currently payable for each company if they choose to file separate returns? 


Lake acquired a controlling interest in Boxwood several years ago. During the current fiscal period, 
the two companies individually reported the following income (exclusive of any investment 
income): 


Lal d2hs can ec eeeiace Hime aiei Baia Ele haw aan $300,000 
BOXWOOCipenns ore ee anes ean 100,000 


Lake paid a $90,000 cash dividend during the current year and Boxwood distributed $10,000. 
Boxwood sells inventory to Lake each period. Unrealized intra-entity gains of $18,000 were pre- 
sent in Lake’s beginning inventory for the current year, and its ending inventory carried $32,000 in 
unrealized profits. 
View each of the following questions as an independent situation. The effective tax rate for both 
companies is 40 percent. 
a. If Lake owns a 60 percent interest in Boxwood, what total income tax expense must be reported 
on a consolidated income statement for this period? 


b. If Lake owns a 60 percent interest in Boxwood, what total amount of income taxes must be paid 
by these two companies for the current year? 


c. If Lake owns a 90 percent interest in Boxwood and a consolidated tax return is filed, what 
amount of income tax expense would be reported on a consolidated income statement for the 
year? 

Garrison holds a controlling interest in Robertson’s outstanding stock. For the current year, the fol- 

lowing information has been gathered about these two companies: 


Garrison Robertson 
OCVRIEHING IMNGOMNE .1occcnoacancneaans $300,000 $200,000 
(includes a $50,000 net 
unrealized gain on an 
intra-entity transfer) 
DywiteleineS foie] sacussaoneuagonnuasoe 32,000 50,000 
MAXeNalern Watery eles nee Oren cua renen ie 40% 40% 


Garrison uses the cost method to account for the investment in Robertson. Garrison’s operating 

income figure does not include dividend income for the current year. 

a. Assume that Garrison owns 80 percent of Robertson’s voting stock. On a consolidated tax return, 
what amount of income tax is paid? 

b. Assume that Garrison owns 80 percent of Robertson’s voting stock. On separate tax returns, 
what total amount of income tax is paid? 

c. Assume that Garrison owns 70 percent of Robertson’s voting stock. What total amount of in- 
come tax expense does a consolidated income statement recognize? 

d. Assume that Garrison holds 60 percent of Robertson’s voting stock. On a separate income tax re- 
turn, what amount of income tax does Garrison have to pay? 

Leftwich recently purchased all of Kew Corporation’s stock and is now consolidating the financial 

data of this new subsidiary. Leftwich paid a total of $650,000 for the company, which has the fol- 

lowing accounts: 


Fair Value Tax Basis 
Accounts receivable .......... $110,000 $110,000 
[NnVentOlyse teu Aeris 130,000 130,000 
Ee] qo beste Sepehaen een nen en ROA Shes 100,000 100,000 
BuildingSmemeeere errr 180,000 140,000 
OUNCE .cboeuueseaneutus 200,000 150,000 
abiliticsa ery ace eee rae oe (220,000) (220,000) 


Assume that the effective tax rate is 30 percent. On a consolidated balance sheet prepared im- 
mediately after this takeover, what impact does the acquisition of Kew have on the individual asset 
and liability accounts reported by the business combination? 


LO2 


eXcel 
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25. House Corporation has been operating profitably since its creation in 1959. At the beginning of 
2009, House acquired a 70 percent ownership in Wilson Company. At the acquisition date, House 
prepared the following fair-value allocation schedule: 


Consideration transferred for 70 percent interest in Wilson ... $ 707,000 
Fair value of the 30% noncontrolling interest ............. 303,000 
Wilson loUSIMNESS Talir WAIVE 2c anccccannccescusvscscunnes $1,010,000 
WiHSOnIDOOK ValllGR acter meee eet nee eve te scene nw funn 790,000 
Excess fair value over book value....................... $ 220,000 
Assignments to adjust Wilson's assets to fair value: 

Te louillelings (OsVea0 INE) occ acceso ncseaeneevencues $ 60,000 

To Gouljomean: @ayeer li) cssccecucecececvavscdann (20,000) 

To haincnises (@=eelr lie) occas cacsoenauvoneocuaee 40,000 80,000 

T© Goochwilll Cinvcketiinite INE) aos cceckcecccecubcoeauan $ 140,000 


House regularly buys inventory from Wilson at a markup of 25 percent more than cost. House’s 
purchases during 2009 and 2010 and related ending inventory balances follow: 


Retained Intra-Entity 


Intra-Entity Inventory—End of Year 
Year Purchases (at transfer price) 
2009 $120,000 $40,000 
2010 150,000 60,000 


On January 1, 2011, House and Wilson acted together as co-acquirers of 80 percent of Cuddy 
Company’s outstanding common stock. The total price of these shares was $240,000, indicating nei- 
ther goodwill nor other specific fair-value allocations. Each company put up one-half of the consid- 
eration transferred. During 2011, House acquired additional inventory from Wilson at a price of 
$200,000. Of this merchandise, 45 percent is still held at year-end. 

Using the three companies’ following financial records for 2011, prepare a consolidation 
worksheet. The partial equity method based on operational earnings has been applied to each 


investment. 
House Wilson Cuddy 
Corporation Company Company 
Sales and other revenues ........... $ (900,000) $ (700,000) $(300,000) 
(COS OH GOCE SOG] .accsescaccaces 551,000 300,000 140,000 
Operating expenses ............... 219,000 270,000 90,000 
Income of Wilson Company ........ (91,000) -0- -0- 
Income of Cuddy Company ........ (28,000) (28,000) -0- 
NEHINGOMC] 2 news yikes ears $ (249,000) $ (158,000) $ (70,000) 
Retained earnings, 1/1/11 .......... $ (820,000) (590,000) $(150,000) 
Netincomes(abOVe) maaan (249,000) (158,000) (70,000) 
DINGS (O8ICl anc acacuesaacbeagas 100,000 96,000 50,000 
Retained earnings, 12/31/11 ...... $ (969,000) $ (652,000) $(1 70,000) 
Cash and receivables .............. $ 220,000 $ 334,000 $ 67,000 
IMVEMEOMV torent aren meee De tea me 390,200 320,000 103,000 
Investment in Wilson Company ...... 807,800 —0- —0- 
Investment in Cuddy Company ...... 128,000 128,000 —0- 
MUNGHINGS vsoekasneea dasasca@ages 385,000 320,000 144,000 
LO [UI OMNATelOit tera py co-aee ies ye pees oateee 310,000 130,000 88,000 
leicht esa poms Fee Aeae ae Booed 180,000 300,000 16,000 
lOtalkassetSaeew ae ese ee ee eee $ 2,421,000 $ 1,532,000 $ 418,000 
Hiab itleS terse ee newer op ew eee aye $ (632,000) $ (570,000 $ (98,000 


Retained earnings, 12/31/11 ........ (969,000 (652,000 (170,000 
Total liabilities and equities........ $(2,421,000)  $(1,532,000 $(418,000 


) ) ) 
(COMMANCIN SUCCES web ocscesoveeuvese (820,000) (310,000) (150,000) 
) ) ) 
) ) ) 
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LO3 


eXcel 


26. Mighty Company purchased a 60 percent interest in Lowly Company on January 1, 2010, for 


21s 


$420,000 in cash. Lowly’s book value at that date was reported as $600,000 and the fair value of the 
noncontrolling interest was assessed at $280,000. Any excess acquisition-date fair value over 
Lowly’s book value is assigned to trademarks to be amortized over 20 years. Subsequently, on Jan- 
uary 1, 2011, Lowly acquired a 20 percent interest in Mighty. The price of $240,000 was equivalent 
to 20 percent of Mighty’s book and fair value. 

Neither company has paid dividends since these acquisitions occurred. On January 1, 2011, 

Lowly’s book value was $800,000, a figure that rises to $840,000 (Common Stock of $300,000 and 
Retained Earnings of $540,000) by year-end. Mighty’s book value was $1.7 million at the beginning 
of 2011 and $1.8 million (Common Stock of $1 million and Retained Earnings of $800,000) at 
December 31, 2011. No intra-entity transactions have occurred and no additional stock has been 
sold. Each company applies the initial value method in accounting for the individual investments. 
What worksheet entries are required to consolidate these two companies for 2011? What is the non- 
controlling interest in the subsidiary’s net income for this year? 
On January 1, 2010, Travers Company acquired 90 percent of Yarrow Company’s outstanding stock 
for $720,000. The 10 percent noncontrolling interest had an assessed fair value of $80,000 on that 
date. Any acquisition-date excess fair value over book value was attributed to an unrecorded cus- 
tomer list developed by Yarrow with a remaining life of 15 years. 

On the same date, Yarrow acquired an 80 percent interest in Stookey Company for $344,000. At 
the acquisition date, the 20 percent noncontrolling interest fair value was $86,000. Any excess fair 
value was attributed to a fully amortized copyright that had a remaining life of 10 years. Although 
both investments are accounted for using the initial value method, neither Yarrow nor Stookey have 
distributed dividends since the acquisition date. Travers has a policy to pay cash dividends each year 
equal to 40 percent of operational earnings. Reported income totals for 2011 follow: 


TEENS COMPANY 2 aaacnacascanes $300,000 
YEIMONN COMMMOBMMY cocceescasuuaan 160,000 
SHOOMAY (COMBI aockcaoanencas 120,000 


Following are the 2011 financial statements for these three companies. Stookey has transferred 
numerous amounts of inventory to Yarrow since the takeover amounting to $80,000 (2010) and 
$100,000 (2011). These transactions include the same markup applicable to Stookey’s outside sales. 
In each year, Yarrow carried 20 percent of this inventory into the succeeding year before disposing 
of it. An effective tax rate of 45 percent is applicable to all companies. 


Travers Yarrow Stookey 

Company Company Company 

Sale ya ae ne emer ee oe ee ea $ (900,000) $ (600,000) $(500,000) 
Cosi or GoOcs SOlel ..cscuscvsuasse 480,000 320,000 260,000 
@Pelatingiexpensesw rs tran 100,000 80,000 140,000 
NARIMGONINE Se 4ee54 ace be omen ee (320,000) $ (200,000) $(100,000) 
Retained earnings, 1/1/11 .......... (700,000) $ (600,000) $(300,000) 
Net income (above) ............... (320,000) (200,000) (100,000) 
DIMICRNCIS OEIC! adc shoe eae aon 128,000 —0- —0- 
Retained earnings, 12/31/11 ...... $ (892,000) $ (800,000) $(400,000) 
(CUIMMEINE SESS nce a ecw sccscncvece § 444000 $ 380,000 $ 280,000 
Investment in Yarrow Company ...... 720,000 —0- —0- 
Investment in Stookey Company ..... —0- 344,000 —0- 
Land, buildings, and equipment (net) . 949,00 836,000 520,000 
lOtalkasSetSau = ww ee es $2,113,000 $1,560,000 $ 800,000 
Plo TS os oe oe eee een mie a Re $ (721,000) $ (460,000) $(200,000) 
(COMMAS SHOX acca dcnuavacnoseos (500,000) (300,000) (200,000) 
Retained earnings, 12/31/11 ........ (892,000) (800,000) (400,000) 
Total liabilities and equities........ $(2,113,000) $(1,560,000) $(800,000) 


Consolidated Financial Statements—Ownership Patterns and Income Taxes 331 


a. Prepare the business combination’s 2011 consolidation worksheet; ignore income tax effects. 


b. Determine the amount of income tax for Travers and Yarrow on a consolidated tax return 
for 2011. 


c. Determine the amount of Stookey’s income tax on a separate tax return for 2011. 


d. Based on the answers to requirements (5) and (c), what journal entry does this combination make 
to record 2011 income tax? 
28. Politan Company acquired an 80 percent interest in Soludan Company on January 1, 2010. Any 
portion of Soludan’s business fair value in excess of its corresponding book value was assigned to 
trademarks. This intangible asset has subsequently undergone annual amortization based on a 
15-year life. Over the past two years, regular intra-entity inventory sales transpired between the two 
companies. No payment has yet been made on the latest transfer. 
Following are the individual financial statements for the two companies as well as consolidated 


totals for 2011: 
Politan Soludan Consolidated 
Company Company Totals 
SaleSa crc eee ee har meee erate $ (800,000) $(600,000) $(1,280,000) 
COS OH GOOCS Soll] ascsucosnoans 500,000 400,000 784,000 
Operating expenses ............. 100,000 100,000 202,500 
linxcoyrne Cr? StollUtoleIn) «5 wana annnacs (80,000) —0- =0= 
Separate company net income ... $ (280,000) $(100,000) 
Consolidated net income ......... $ (293,500) 
Noncontrolling interest in 
Soludan Company's income ...... 18,700 
Controlling interest in 
consolidated netincome ...... $ (274,800) 
Retained earnings, 1/1/11......... $ (620,000) $(290,000) $ (611,600) 
Net income (above) ............. (280,000) (100,000) (274,800) 
DIMICEMOS [ORIG] cnc ccccusgeauasos 70,000 20,000 70,000 
Retained earnings, 12/31/11 ..... $ (830,000) $(370,000) $ (816,400) 
Cash and receivables ............ $ 290,000 $ 90,000 $ 360,000 
IMVENLOyseeeney ete ree ee rere 190,000 160,000 338,000 
Investment in Soludan Company ... 390,000 —0- -0- 
Land, buildings, and equipment ... . 380,000 260,000 640,000 
MAGE MMAnKStesereene renee cele —0- —0- 32,500 
iO taliaSSCLS ease een $ 1,250,000 $ 510,000 $ 1,370,500 
EVES Se OR aa eee Soa anes $ (270,000) $ (60,000) $ (310,000) 
Noncontrolling interest in 
Soludan Company ............. —0- -0- (94,100) 
(COMMMMNOIN SROGE . on cn cc aedenennon (120,000) (80,000) (120,000) 
Additional paid-in capital ......... (30,000) —0- (30,000) 
Retained earnings (above) ........ (830,000) (370,000) (816,400) 
Total liabilities and equities ...... $(1,250,000) $(510,000) $(1,370,500) 


a. What method does Politan use to account for its investment in Soludan? 

b. What is the balance of the unrealized inventory gain deferred at the end of the current 
period? 

What amount was originally allocated to the trademarks? 

What is the amount of the current year intra-entity inventory sales? 

Were the intra-entity inventory sales made upstream or downstream? 

What is the balance of the intra-entity liability at the end of the current year? 

What unrealized gain was deferred into the current year from the preceding period? 
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h. The beginning consolidated Retained Earnings account shows a balance of $611,600 rather than 
the $620,000 reported by the parent. What creates this difference? 

i. How was the ending Noncontrolling Interest in Soludan Company computed? 

j. With a tax rate of 40 percent, what income tax journal entry is recorded if the companies prepare 

a consolidated tax return? 

k, With a tax rate of 40 percent, what income tax journal entry is recorded if these two companies 
prepare separate tax returns? 

29. On January 1, 2009, Alpha acquired 80 percent of Delta. Of Delta’s total business fair value, 
$125,000 was allocated to copyrights with a 20-year remaining life. Subsequently, on January 1, 
2010, Delta obtained 70 percent of Omega’s outstanding voting shares. In this second acquisition, 
$120,000 of Omega’s total business fair value was assigned to copyrights that had a remaining life 
of 12 years. Delta’s book value was $490,000 on January 1, 2009, and Omega reported a book value 
of $140,000 on January 1, 2010. 

Delta has made numerous inventory transfers to Alpha since the business combination was 
formed. Unrealized gains of $15,000 were present in Alpha’s inventory as of January 1, 2011. Dur- 
ing the year, $200,000 in additional intra-entity sales were made with $22,000 in gains remaining 
unrealized at the end of the period. 

Both Alpha and Delta utilized the partial equity method to account for their investment balances. 

Following are the individual financial statements for the companies for 2011 with consolidated 
totals. Develop the worksheet entries necessary to derive these reported balances: 


Alpha Delta Omega Consolidated 
Company Company Company Totals 
SalOSi aoe nesta nthe arene Renn eS oe ye eee $ (900,000) $ (500,000) $(200,000) $(1,400,000) 
COS GH Gow Sollel .oonckencsuescesuouven 500,000 240,000 80,000 627,000 
OWSTEWING O(OANISES. oa nccancanenuocanaens 294,000 129,000 50,000 489,250 
COMMAS CH SULINICHEAY oo og cevessucovavesess (144,000) (49,000) =0- —0- 
Separate company net income............ $ (250,000) $ (180,000) $ (70,000) 
Consolidated net income.................. $ (283,750) 
Noncontrolling interest in income 
OH Delt COMMON 2acacenaacuauasccesss 31,950 
Noncontrolling interest in income 
OF OMMNSCE) COMMON voce nacoeucseatesean 18,000 
Controlling interest in consolidated 
IMEEM OM gay eon tee eee cere eee eee en re $ (233,800) 
Rewelinerl Gerialine[s, WW) san csoounesaaeeen $ (600,000) $ (400,000) $(100,000) $ (572,400) 
NEN finvctotnnt) (GlovOWE)) ss nas oh poseanosnudevas (250,000) (180,000) (70,000) (233,800) 
Dividendsipalc ewer es wc he wane 50,000 40,000 50,000 50,000 
Retained earnings, 12/31/11 ............. $ (800,000) $ (540,000) $(120,000) $ (756,200) 
@ashramcineGeiVal)| CSiamean arse een ne see nanan, $ 262,000 $ 206,000 $ 70,000 $ 538,000 
AMEN ccsdadeheeeobeuneses daceaaende 290,000 310,000 160,000 738,000 
Investment in Delta Company .............. 628,000 —0- —0- —0- 
Investment in Omega Company............. =0= 238,000 —0- —0- 
Property, plant, and equipment............. 420,000 316,000 270,000 1,006,000 
(CONC NSi apna so taneseeE esau eaves ean =0- =0= —0- 206,250 
lotal:assets agate ee ee neste a en $ 1,600,000 $ 1,070,000 $ 500,000 $ 2,488,250 
EINES ab adae ee dba ea apatausere eeeee $ (600,000) $ (410,000) $(280,000) $(1,290,000) 
CONIC HORS oe teeodtoueddoaunsuacedn ne (200,000) (120,000) (100,000) (200,000) 
Retained earnings, 12/31/11............... (800,000) (540,000) (120,000) (756,200) 
Noncontrolling interest 
lin Drei) Connon, IAW sacccacauaceas -0- —0- —0- (146,050) 
Noncontrolling interest 
in Omega Company, 12/31/11............. -0- —0- —0- (96,000) 


Total liabilities and equities... 00.2... 5 2. $(1,600,000) $(1,070,000) $(500,000) $(2,488,250) 
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Develop Your 
Skills 


EXCEL CASE: INDIRECT SUBSIDIARY CONTROL 


CPA Summit owns a 90 percent majority voting interest in Treeline. In turn, Treeline owns a 70 percent 
skills majority voting interest in Basecamp. In the current year, each firm reports the following income and 
dividends. Operating income figures do not include any investment or dividend income. 


Operating Income _ Dividends Paid 


Summit $345,000 $150,000 
Treeline 280,000 100,000 
Basecamp 175,000 40,000 


In addition, in computing its income on a full accrual basis, Treeline’s acquisition of Basecamp necessi- 
tates excess acquisition-date fair value over book value amortizations of $25,000 per year. Similarly, 
Summit’s acquisition of Treeline requires $20,000 of excess fair-value amortizations. 


Required 


Prepare an Excel spreadsheet that computes the following: 


Treeline’s income including its equity in Basecamp earnings. 
Summit’s income including its equity in Treeline’s total earnings. 
Total entity net income for the three companies. 

Total noncontrolling interest in the total entity’s net income. 


Rae pee ot 


Difference between these elements: 

¢ Summit’s net income. 

¢ Total entity net income for the three companies less noncontrolling interest in the total entity’s net 
income. 


(Hint: The difference between these two amounts should be zero.) 


RESEARCH CASE: CONSOLIDATED TAX EXPENSE 


CP, "A Using the Web, access Coca-Cola Company’s current financial statements (www.thecoca-colacompany.com). 
skills Identify and discuss the following aspects of consolidated tax expense disclosed in the financial statements: 


Loss carryforwards and carrybacks. 

Components of deferred tax assets and liabilities. 
Deferred tax impacts of stock sales by equity investees. 
Deferred tax impacts of sales of interests in investees. 
Valuation allowances on deferred taxes. 


Oy SENS eS 


Differences between statutory and effective tax rates. 


This page intentionally left blank 


Segment and 
Interim Reporting 


As one of the largest companies in the United States, The Walt Disney 
Company reported consolidated revenues of $37.8 billion in 2008. The 
Walt Disney Company is well known as a filmmaker and operator of theme 
parks, but it is perhaps less well known as the owner of the ESPN and ABC 
television networks. How much of the company’s consolidated revenues 
did these different lines of business generate? Knowing this could be very 
useful to potential investors as opportunities for future growth and prof- 
itability in these different industries could differ significantly. 

To comply with U.S. GAAP, Disney disaggregated its 2008 consolidated 
operating revenues and reported that the company’s revenues were gen- 
erated from these different ventures: approximately $16.1 billion came 
from Media Networks, $11.5 billion from Parks and Resorts, $7.3 billion 
from Studio Entertainment, and $2.9 billion from Consumer Products. 
Additional information disclosed by Disney indicated that $28.5 billion of 
the 2008 consolidated revenues were generated in the United States and 
Canada, $6.8 billion in Europe, $1.8 billion in Asia Pacific, and $0.7 billion 
in Latin America and other parts of the world. Such information, describ- 
ing the various components of Disney’s operations (both by line of busi- 
ness and by geographic area), can often be more useful to an analyst 
than the single sales figure reported in the consolidated income state- 
ment. “All investors like segment reporting—separate financials for each 
division—because it enables them to analyze how well each part of a cor- 
poration is doing.”' 

In its 2008 Annual Report, the Boeing Company reported earnings 
of $2,672 million for the year ended December 31, 2008. This infor- 
mation was not made available to the public until early in 2009 after 
the company had closed the books on 2008. To provide more timely 
information on which investors could base their decisions about the 
company, Boeing published separate interim reports for each of the 
first three quarters of 2008. Earnings were $1,211 million in the first 
quarter, $852 million in the second quarter, and $695 million in the 
third quarter, and then earnings dropped precipitously in the fourth 
quarter with a net loss of $86 million. Information about the results of 
operations for time intervals of less than one year can be very useful 
to an analyst. 


' Robert A. Parker, “How Do You Play the New Annual Report Game?” Communication 
World, September 1990, p. 26. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand how an enter- 
prise determines its oper- 
ating segments and the 
factors that influence this 
determination. 


LO2 Apply the three tests that 
are used to determine 
which operating segments 
are of significant size 
to warrant separate 
disclosure. 


LO3 List the basic disclosure 
requirements for operat- 
ing segments. 


LO4 Determine when and what 
types of information 
must be disclosed for 
geographic areas. 


LO5 = Apply the criterion for 
determining when disclo- 
sure of a major customer 
is required. 


LO6 Understand and apply 
procedures used in interim 
reports to treat an interim 
period as an integral part 
of the annual period. 


LO7 List the minimum disclo- 
sure requirements for 
interim financial reports. 


LO8 Recognize differences 
between U.S. GAAP and 
IFRS in segment and 
interim reporting. 
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The first part of this chapter examines the specific requirements for disaggregating 
financial statement information as required by authoritative accounting literature. 
Companies must disclose specific items of information for each reportable operating 
segment and provide additional enterprisewide disclosures. The second part of the 
chapter concentrates on the special rules required to be applied in preparing interim 
reports. All publicly traded companies in the United States are required to prepare 
interim reports on a quarterly basis. 


SEGMENT REPORTING 


To facilitate the analysis and evaluation of financial data, in the 1960s several groups began to 
push the accounting profession to require disclosure of segment information. Not surprisingly, 
the timing of this movement corresponded to a period of significant corporate merger and 
acquisition activity. As business organizations expanded through ever-widening diversifica- 
tion, financial statement analysis became increasingly difficult. The broadening of an enter- 
prise’s activities into different products, industries, or geographic areas complicates the 
analysis of conditions, trends, and ratios. The various industry segments or geographic areas 
of an enterprise’s operations can have different rates of profitability, degrees and types of risk, 
and opportunities for growth. 

Because of the increasingly diverse activities of many organizations, disclosure of addi- 
tional information was sought to help financial statement readers. The identity of the signifi- 
cant elements of an entity’s operations was viewed as an important complement to 
consolidated totals. Thus, organizations such as the Financial Analysts Federation, the Finan- 
cial Executives Institute, and the New York Stock Exchange supported the inclusion of data 
describing the major components (or segments) of an enterprise as a way to enhance the in- 
formational content of corporate financial statements. 

The move toward dissemination of disaggregated information culminated in December 
1976 with the FASB’s release of SEAS 1/4, “Financial Reporting for Segments of a Business 
Enterprise.” This pronouncement established guidelines for the presentation within corporate 
financial statements of information to describe the various segments that constitute each re- 
porting entity. It also prescribed disclosures related to foreign operations, major customers, 
and export sales. 

Over time, however, financial analysts deemed SFAS /4 to be inadequate and organizations 
such as the Association for Investment Management and Research (AIMR) and the AICPA 
recommended an overhaul of segment reporting rules. In response, the FASB approved FASB 
Statement 131, “Disclosures about Segments of an Enterprise and Related Information,” in 
1997. Effective for fiscal years beginning after December 15, 1997, this statement made sub- 
stantial changes to the segment disclosures required to be provided by U.S. companies. How 
reportable segments are determined, and amount and types of information to be provided sig- 
nificantly changed. SEAS /3/ was incorporated into the FASB Accounting Standards Codifi- 
cation (ASC) in 2009 under Topic 280, Segment Reporting. 


OPERATING SEGMENTS 


LO1 


Understand how an enterprise 
determines its operating 
segments and the factors that 
influence this determination. 


The objective of segment reporting is to provide information about the different business ac- 
tivities in which an enterprise engages and the different economic environments in which it 
operates to help users of financial statements: 


¢ Better understand the enterprise’s performance. 
¢ Better assess its prospects for future net cash flows. 
¢ Make more informed judgments about the enterprise as a whole. 
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The Management Approach 

To achieve this objective, U.S. GAAP follows a so-called management approach for deter- 
mining segments. The management approach is based on the way that management disaggre- 
gates the enterprise for making operating decisions. These disaggregated components are 
operating segments, which will be evident from the enterprise’s organization structure. More 
specifically, an operating segment is a component of an enterprise if: 


e Jt engages in business activities from which it earns revenues and incurs expenses. 


¢ The chief operating decision maker regularly reviews its operating results to assess perfor- 
mance and make resource allocation decisions. 


¢ Its discrete financial information is available. 


An organizational unit can be an operating segment even if all of its revenues or expenses 
result from transactions with other segments as might be the case in a vertically integrated 
company. However, not all parts of a company are necessarily included in an operating seg- 
ment. For example, a research and development unit that incurs expenses but does not earn 
revenues would not be an operating segment. Similarly, corporate headquarters might not earn 
revenues or might earn revenues that are only incidental to the enterprise’s activities and there- 
fore would not be considered an operating segment. 

For many companies, only one set of organizational units qualifies as operating segments. 
In some companies, however, business activities are disaggregated in more than one way and 
the chief operating decision maker uses multiple sets of reports. For example, a company 
might generate reports by geographic region and by product line. In those cases, two addi- 
tional criteria must be considered to identify operating segments: 


1. An operating segment has a segment manager who is directly accountable to the chief op- 
erating decision maker for its financial performance. If more than one set of organizational 
units exist but segment managers are held responsible for only one set, that set constitutes 
the operating segments. 

2. If segment managers exist for two or more overlapping sets of organizational units (as in a 
matrix form of organization), the nature of the business activities must be considered, and 
the organizational units based on products and services constitute the operating segments. 
For example, if certain managers are responsible for different product lines and other man- 
agers are responsible for different geographic areas, the enterprise components based on 
products would constitute the operating segments. 


DETERMINATION OF REPORTABLE OPERATING SEGMENTS 


Lo2 After a company has identified its operating segments based on its internal reporting sys- 
Apply the three tests that tem, management must decide which segments to report separately. Generally, information 
are used to determine which must be reported separately for each operating segment that meets one or more quantitative 
eatin annie thresholds. However, if two or more operating segments have essentially the same business 
separate disclosure. activities in essentially the same economic environments, information for those individual 


segments may be combined. For example, a retail chain may have five stores, each of which 
meets the definition of an operating segment, but each store is essentially the same 
as the others. In that case, the benefit to be derived from separately reporting each operat- 
ing segment would not justify the cost of disclosure. In determining whether business 
activities and environments are similar, management must consider these aggregation 
criteria: 


The nature of the products and services provided by each operating segment. 
The nature of the production process. 

The type or class of customer. 

The distribution methods. 

If applicable, the nature of the regulatory environment. 


SOM sete 8 
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Segments must be similar in each and every one of these areas to be combined. However, ag- 
gregation of similar segments is not required. 


Quantitative Thresholds 

After determining whether any segments are to be combined, management next must decide 
which of its operating segments are significant enough to justify separate disclosure. The FASB 
established three tests for identifying operating segments for which separate disclosure is required: 


e A revenue test. 
° A profit or loss test. 
e An asset test. 


An operating segment needs to satisfy only one of these tests to be considered of significant 
size to necessitate separate disclosure. 

To apply these three tests, a segment’s revenues, profit or loss, and assets must be determined. 
Authoritative literature does not stipulate a specific measure of profit or loss, such as operating 
profit or income before taxes, to be used in applying these tests. Instead, the profit measure used 
by the chief operating decision maker in evaluating operating segments is to be used. An oper- 
ating segment is considered to be significant if it meets any one of the following tests: 


1. Revenue test. Segment revenues, both external and intersegment, are 10 percent or more of 
the combined revenue, internal and external, of all reported operating segments. 

2. Profit or loss test. Segment profit or loss is 10 percent or more of the larger (in absolute 
terms) of the combined reported profit of all profitable segments or the combined reported 
loss of all segments incurring a loss. 

3. Asset test. Segment assets are 10 percent or more of the combined assets of all operating 
segments. 


Application of the revenue and asset tests appears to pose few problems. In contrast, the 
profit or loss test is more complicated and warrants illustration. For this purpose, assume that 
Durham Company has five separate operating segments with the following profits or losses: 


Durham Company Segments—Profits and Losses 


SOLGMMKS: carcass Ate. bake matin waceat, bebe 4 od $1,700,000 
WHINE: 2 sc:a<d oan Sache ative, aw caine tease Rw Ob ae A (600,000) 
Food products 3. ccs. 64 eae eek a de ee bk 240,000 
Paper packaging ............ 200 e eee eee eee 880,000 
Recreation parks .......... 0.0.00. 00 2c eee (130,000) 

Net operating profit ....................... $2,090,000 


Three of these industry segments (soft drinks, food products, and paper packaging) report 
profits that total $2,820,000. The two remaining segments have losses of $730,000 for the year. 


Profits Losses 
Soft drinks ............ $1,700,000 WIRE: «ce vane ong d dee ba $600,000 
Food products .......... 240,000 Recreation parks ......... 130,000 
Paper packaging ........ 880,000 
TOtal) erescsoacickes deat $2,820,000 TOtal i. d.agi44 nates cata: $730,000 


Consequently, $2,820,000 serves as the basis for the profit or loss test because that figure 
is larger in absolute terms than $730,000. Based on the 10 percent threshold, any operating 
segment with either a profit or Joss of more than $282,000 (10% X $2,820,000) is considered 
material and, thus, must be disclosed separately. According to this one test, the soft drink and 
paper packaging segments (with operating profits of $1.7 million and $880,000, respectively) 
are both judged to be reportable, as is the wine segment, despite having a loss of $600,000. 

Operating segments that do not meet any of the quantitative thresholds may be combined to 
produce a reportable segment if they share a majority of the aggregation criteria listed earlier. 
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Durham Company’s food products and recreation parks operating segments do not meet any of 
the aggregation criteria. Operating segments that are not individually significant and that can- 
not be aggregated with other segments are combined and disclosed in an all other category. The 
sources of the revenues included in the All Other category must be disclosed. 


TESTING PROCEDURES—COMPLETE ILLUSTRATION 


To provide a comprehensive example of all three of these testing procedures, assume that Atkinson 
Company is a large business combination comprising six operating segments: automotive, furni- 
ture, textbook, motion picture, appliance, and finance. Complete information about each of these 
segments, as reported internally to the chief operating decision maker, appears in Exhibit 8.1. 


The Revenue Test 
In applying the revenue test to Atkinson Company’s operating segments, the combined revenue 
of all segments must be determined: 


Operating Segment Total Revenues 

AUTOMOTIVE 24 She 2b ode Red hb eae eu Paes $41.6* 
PUTING. acs 8 at a, 0st arena an secures ata de eo ade ea 9.0 
TEXtDOOk sca heh Phe Rae pak ow aes dads 6.8 
Motion picture ... 2.0.0.2... 0. eee eee 22.8 
Appliances: tus Acadas coches achat ale sank ead 5.3 
FINANCE: so As Os doe wa ed He ae eae te ree BS 12.3 

Combined total .......... 2.0.0... .0 00 ee $97.8 


*All figures are in millions. 


Because these six segments have total revenues of $97.8 million, that figure is used in ap- 
plying the revenue test. Based on the 10 percent significance level, any segment with revenues 


EXHIBIT 8.1 Reportable Segment Testing 
ATKINSON COMPANY 


Motion 
Automotive —_ Furniture Textbook Picture Appliance _—_— Finance 
Revenues: 
Sales to outsiders ............. $32.6* $6.9 $ 6.6 $22.2 $3.1 -0- 
Intersegment transfers ......... 6.6 1.2 =0= —0- 1.9 —0- 
Interest revenue—outsiders ..... 2.4 0.9 0.2 0.6 0.3 $ 8.7 
Interest revenue— 
intersegment loans ........... =0= =0= =0= —0- == $ 3.6 
TOlallinevenUesmmeren maar $41.6 $9.0 $6.8 $22.8 ere) 12.3 
Expenses: 
Operating expenses— 
QUIESICENSumrern cena: nen erie ae: $17.1 $3.6 $ 7.3 $24.0 $3.6 $ 2.3 
Operating expenses— 
intersegment transfers ........ 4.8 10) == —0- 0.8 0.8 
MUTE OWIANE cocacoesaunens 2.1 1.0 ee) 46 —0- 6.1 
INEOMetaXCSaa mew eae eee 6.6 1.4 (5) (3.1) 0.4 0.1 
TOlalkexXpeMSCS eaten meen $30.6 $7.0 $ 8.0 $25.5 $4.8 $ 9.3 
Assets: 
TANG DICE ae era anteneenna ten eon foe $ 9.6 Sule $0.8 $10.9 $0.9 $ 9.2 
IntanG ib leyen eae e teeters: 1.8 0.2 0.7 3.6 0.1 —0- 
Intersegment loans ............ —0- =0- == —0- == 5.4 
lotalfassctsweti ee ea tee eee 11.4 $1.3 $1.5 $14.5 $1.0 14.6 


*All figures in millions. 
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of more than $9.78 million qualifies for required disclosure. Accordingly, the automotive, 
motion picture, and finance segments have satisfied this particular criterion. Atkinson must 
present appropriate disaggregated information for each of these three operating segments 
within its financial statements. 


The Profit or Loss Test 


Subtracting segment expenses from total segment revenues determines the profit or loss of 
each operating segment. Common costs are not required to be allocated to individual segments 
to determine segment profit or loss if this is not normally done for internal purposes. For exam- 
ple, an enterprise that accounts for pension expense only on a consolidated basis is not 
required to allocate pension expense to each operating segment. Any allocations that are made 
must be done on a reasonable basis. Moreover, segment profit or loss does not have to be 
calculated in accordance with generally accepted accounting principles if the measure 
reported internally is calculated on another basis. To assist the readers of financial statements 
in understanding segment disclosures, any differences in the basis of measurement between 
segment and consolidated amounts must be disclosed. 
Each operating segment’s profit or loss is calculated as follows: 


Total Total 
Operating Segment Revenues Expenses Profit Loss 
Automotive ............... $41.6* $30.6 $11.0 -0- 
FUPMIGUPE foo8 aot card og tec'n dues ears 9.0 7.0 2.0 —0- 
WEXtOOOK » she Gerdes 6.8 8.0 -0- $ 1.2 
Motion picture ............. 22.8 25.5 —0- 2.7 
Appliance ..............00- 5.3 4.8 0.5 —0- 
FINANCE fake ae bee ee om 12.3 9.3 3.0 —0- 
TOtAIS 3.4 x cee acter acids 4 $97.8 $85.2 $16.5 $ 3.9 


*All figures are in millions. 


The $16.5 million total (the four profit figures) is larger in an absolute sense than the 
$3.9 million in losses. Therefore, this larger balance is the basis for the second quantitative 
test. As a result of the 10 percent criterion, either a profit or loss of $1.65 million or more qual- 
ifies a segment for disaggregation. According to the income totals just calculated, Atkinson 
Company’s automotive, furniture, motion picture, and finance segments are large enough to 
warrant separate disclosure. 


The Asset Test 
The FASB’s final test is based on the operating segments’ combined total assets: 


Operating Segment Assets 
AULOMOTING a ei dcnce oh sb adees Sawa mtadanea $11.4* 
FURNITUIE! 220 ces techad potas edo es 1.3 
TEXtbOOK *. saree sc bode dom ead aoe Baan Bae d 1.5 
Motion picture ......... 0.0.0. ee eee eee 14.5 
Appliance: tic. done cee keene oe aed 1.0 
FIANCE’. cht hanks wa had eel aw dated athe 14.6 

Combined total ............0......000. $44.3 


“All figures are in millions. 


Because 10 percent of the combined total equals $4.43 million, any segment holding at least 
that amount of assets is viewed as a reportable segment. Consequently, according to this final 
significance test, the automotive, motion picture, and finance segments are all considered of 
sufficient size to require disaggregation. The three remaining segments do not have sufficient 
assets to pass this particular test. 
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Analysis of Test Results 
A summary of all three significance tests as applied to Atkinson Company follows: 


Operating Segments Revenue Test Profit or Loss Test Asset Test 
AULOMOLVE sje. c edie sseue seve be Vv Vv Vv 
FUPMITUPG 0 oe ke ne Vv 

Textbook ...........0 00000 e eee 

Motion picture ...............000. Vv Vv Vv 
Appliance ...............0000005. 

FINANCE. fas Qancanrtakotenk erad iene Vv Vv Vv 


Four of this company’s operating segments meet at least one of the quantitative thresholds 
(automotive, furniture, motion picture, and finance) and therefore are separately reportable. 
Because neither the appliance nor the textbook segment has met any of these three tests, dis- 
aggregated information describing their individual operations is not required. However, the 
financial data accumulated from these two nonsignificant segments still have to be presented. 
The figures can be combined and disclosed as aggregate amounts in an All Other category 
with appropriate disclosure of the source of revenues. 


OTHER GUIDELINES 


Additional guidelines apply to the disclosure of operating segment information. These rules 
are designed to ensure that the disaggregated data are consistent from year to year and relevant 
to the needs of financial statement users. For example, any operating segment that has been 
reportable in the past and is judged by management to be of continuing significance should be 
disclosed separately in the current statements regardless of the outcome of the testing process. 
This degree of flexibility is included within the rules to ensure the ongoing usefulness of the 
disaggregated information, especially for comparison purposes. 

In a similar manner, if an operating segment newly qualifies for disclosure in the current 
year, prior period segment data presented for comparative purposes must be restated to reflect 
the newly reportable segment as a separate segment. Again, the comparability of information 
has high priority in setting the standards for disclosure. 

Another issue concerns the number of operating segments that should be disclosed. To 
enhance the value of the disaggregated information, a substantial portion of a company’s 
operations should be presented individually. A sufficient number of segments are presumed to 
be included only if their combined sales to unaffiliated customers are at least 75 percent of 
total company sales made to outsiders. If this lower limit is not achieved, additional segments 
must be disclosed separately despite their failure to satisfy even one of the three quantitative 
thresholds. 

As an illustration, assume that Brendan Corporation identified seven operating segments 
that generated revenues as follows (in millions): 


Sales to 
Unaffiliated  Intersegment Segment Revenues 

Operating Segments Customers Transfers (and percentage of total) 
Housewares .............. $5.5 $ 1.6 $ 7.1 9.3% 
TOYS sah dne wneveere aed tiaesih a Bac 6.2 —0- 6.2 8.1 
POUOHY inv dices waa dd aoe ean 3.4 7.9 11.3 148v 
Lumber ...............-. 6.6 10.4 17.0 22.30 
Lawn mowers............. FZ —0- 7.2 9.4 
Appliances ............... 2.1 6.2 8.3 10.94 
Construction ............. 19.2 —O- 19.2 25.2o 


TOtalS: oc.24...36eeuan eed $50.2 $26.1 $76.3 100% 
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Based on the 10 percent revenue test, four of these segments are reportable (because each 
has total revenues of more than $7.63 million): pottery, lumber, appliances, and construction. 
Assuming that none of the other segments qualifies as significant in either of the two remain- 
ing tests, disclosure of disaggregated data is required for only these four segments. However, 
the 75 percent rule has not been met; the reportable segments generate just 62.4 percent of the 
company’s total sales to unrelated parties (in millions): 


Sales to 

Reportable Segments Unaffiliated Customers 
POTEN) .n nccac cera ce tee mdibag bobs omg $ 34 
LUMBER svat bang eae Bae ae gh ae tie Peas Races 6.6 
Appliances 0.0.0.0... 000: c eee 2A 
CONStIUICLION: «site spb bs begin ee rewa a 19.2 
WOtal Yee ise ct msg ture alien ene hare ees a ok $31.3 


Information being disaggregated:$31.3 million/$50.2 million = 62.4% 


To satisfy the 75 percent requirement, Brendan Corporation must also include the lawn 
mower segment within the disaggregated data. With the addition of this nonsignificant seg- 
ment, sales of $38.5 million ($31.3 + $7.2) to outside parties now are disclosed. This figure 
amounts to 76.7 percent of the company total ($38.5 million/$50.2 million). The two remain- 
ing segments—housewares and toys—could still be included separately within the disaggre- 
gated data; disclosure is not prohibited. However, information for these two segments probably 
would be combined and reported as aggregate amounts in an “all other” category. 

One final aspect of these reporting requirements should be mentioned. Some companies 
might be organized in such a fashion that a relatively large number of operating segments 
exist. The authoritative guidance suggests that there could be a practical limit to the number of 
operating segments that should be reported separately. Beyond that limit, the information 
becomes too detailed to be useful. Although a maximum number is not prescribed, authorita- 
tive literature suggests that 10 separately reported segments might be the practical limit. 


INFORMATION TO BE DISCLOSED BY REPORTABLE OPERATING SEGMENT 


LO3 


List the basic disclosure 
requirements for operating 
segments. 


Consistent with requests from the financial analyst community, a significant amount of infor- 
mation is required to be disclosed for each operating segment: 
1. General information about the operating segment: 

¢ Factors used to identify reportable operating segments. 


¢ Types of products and services from which each operating segment reported derives its 
revenues. 


2. Segment profit or loss and the following revenues and expenses included in segment profit 
or loss: 


e Revenues from external customers. 
e Revenues from transactions with other operating segments. 


e Interest revenue and interest expense (reported separately); net interest revenue may be 
reported for finance segments if this measure is used internally for evaluation. 


¢ Depreciation, depletion, and amortization expenses. 
¢ Other significant noncash items included in segment profit or loss. 
¢ Unusual items (discontinued operations and extraordinary items). 
e Income tax expense or benefit. 
3. Total segment assets and the following related items: 
¢ Investment in equity method affiliates. 
¢ Expenditures for additions to long-lived assets. 
Authoritative guidance does not specifically require cash flow information to be reported 


for each operating segment because this information often is not generated by segment for 
internal reporting purposes. The requirement to disclose significant noncash items other than 
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EXHIBIT 8.2 Operating Segment Disclosures 


ATKINSON COMPANY 
Operating Segment 


Revenues from external customers .......... 
Intersegment revemUes! (25). -se ee ses 
SSM OUROMTIE(IOSS) a conn cvccocewnoncens 
IMtEKeSTINEVEMUC Mercosur een cee ete erp tener 
I MUGKESTECXOCMSC irene cue ier asian sense a eeaemrnes 
NEW MMENESETEMENUE ooo ccc u ed cdtboeenucees 
Depreciation and amortization ............. 
Other significant noncash items: 
Cost in excess of billings 

OMMOMG=tenmicOntiaGtsisa va eere enn: 
Income tax expense (benefit) .............. 
SegmenteaSSets | sya: Siu nee eee Ae 
Expenditures for segment assets............ 


Motion 
Automotive Furniture Picture Finance All Other 

$32.6* $6.9 $22.2 —0- $ 9.7 
6.6 12 —0- —0- 1.9 
11.0 2.0 (2.7) $ 3.0 (0.7) 
2.4 0.9 0.6 —0- 0.5 
2.1 1.0 4.6 —0- 2) 
—0- —0- —0- 6. —0- 
Dol 5) 2.4 0.9 0.4 
0.8 —0- —0- —0- —0- 
6.6 1.4 (3.1) 0.1 (1.1) 
11.4 1.3 14.5 14.6 25) 
3.5) 0.4 3.7/ Any 1.3 


*All figures in millions. 


depreciation is an attempt to provide information that might enhance users’ ability to estimate 
cash flow from operations. 

Immaterial items need not be disclosed. For example, some segments do not have material 
amounts of interest revenue and expense, and therefore disclosure of these items of information is 
not necessary. In addition, if the internal financial reporting system does not generate information 
for an item on a segment basis, that item need not be disclosed. This is consistent with the ratio- 
nale that segment reporting should create as little additional cost to an enterprise as possible. 

To demonstrate how the operating segment information might be disclosed, we return to the 
Atkinson Company example earlier in this chapter. Application of the quantitative threshold 
tests resulted in four separately reportable segments (automotive, furniture, motion picture, 
and finance). The nonsignificant operating segments (textbook and appliance) are combined 
in an All Other category. Exhibit 8.2 shows the operating segment disclosures included in 
Atkinson’s financial statements. 

In addition to the information in Exhibit 8.1, data on depreciation and amortization, other 
significant noncash items, and expenditures for long-lived segment assets were gathered for 
each operating segment to comply with the disclosure requirements. Only the automotive seg- 
ment has other significant noncash items, and none of the segments has equity method invest- 
ments. Atkinson had no unusual items during the year. 

To determine whether a sufficient number of segments is included, the ratio of combined 
sales to unaffiliated customers for the separately reported operating segments must be com- 
pared with total company sales made to outsiders. The combined amount of revenues from ex- 
ternal customers disclosed for the automotive, furniture, motion picture, and finance segments 
is $61.7 million. Total revenues from external customers are $71.4 million: 


$61.7 million/$71.4 million = 86.4% 


Because 86.4 percent exceeds the FASB’s lower limit of 75 percent, Atkinson’s level of disag- 
gregation is adequate. 


Reconciliations to Consolidated Totals 

As noted earlier, information is to be provided as the company’s internal reporting system 
prepares it even if not based on GAAP. Preparing segment information in accordance with au- 
thoritative accounting literature used at the consolidated level would be difficult because some 
GAAP is not intended to apply at the segment level. Examples are accounting for (1) inven- 
tory on a LIFO basis when inventory pools include items in more than one segment, (2) com- 
panywide pension plans, and (3) purchased goodwill. Accordingly, allocation of these items to 
individual operating segments is not required. 
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EXHIBIT 8.3 
Reconciliation of Segment 
Results to Consolidated 
Totals 


However, the total of the reportable segments’ revenues must be reconciled to consolidated 
revenues, and the total of reportable segments’ profit or loss must be reconciled to income 
before tax for the company as a whole. Adjustments and eliminations that have been made to 
develop enterprise financial statements in compliance with generally accepted accounting 
principles must be identified. Examples are the elimination of intersegment revenues and an 
adjustment for companywide pension expense. The same is true for reconciliation of total seg- 
ments’ assets to the enterprise’s total assets. 

In addition, in reconciling the total of segments’ revenues, profit or loss, and assets to the 
enterprise totals, the aggregate amount of revenues, profit or loss, and assets from immaterial 
operating segments must be disclosed. The company also must disclose assets, revenues, ex- 
penses, gains, losses, interest expense, and depreciation, depletion, and amortization expense 
for components of the enterprise that are not operating segments. This includes, for example, 
assets and expenses associated with corporate headquarters. See Exhibit 8.3 for an example of 
how Atkinson might present these reconciliations. 

Atkinson Company must make three adjustments in reconciling segment results with con- 
solidated totals. The first adjustment is to eliminate intra-entity revenues, profit or loss, and as- 
sets that are not included in consolidated totals. The elimination of intersegment revenues 
includes intersegment transfers amounting to $9.7 million plus $3.6 million of intersegment in- 
terest revenue generated by the finance segment (total $13.3 million). The second adjustment 
relates to corporate items that have not been allocated to the operating segments including pur- 
chased goodwill, a litigation settlement received by the company, and corporate headquarters 
expenses and assets. The third adjustment reconciles differences in segment accounting prac- 
tices from accounting practices used in the consolidated financial statements. The only adjust- 
ment of this nature that Atkinson made relates to the accounting for pension expense. Individual 
operating segments measure pension expense based on cash payments made to the pension 
plan. Because GAAP requires measuring pension expense on an accrual basis, an adjustment 
for the amount of pension expense to be recognized in the consolidated statements is necessary. 


Explanation of Measurement 


In addition to the operating segment disclosures and reconciliation of segment results to con- 
solidated totals, companies also must explain the measurement of segment profit or loss and 
segment assets including a description of any differences in measuring (1) segment profit or 


ATKINSON COMPANY 


Revenues: 

Movwl] Seo (invelnt WEAVEMWES onus oe nn ononooouuanendcons $ 97.8% 

Elimination of intersegment revenues ................ (13.3) 
lotaliconsolidatedineVvemUGsmea asain enenenar aren $ 84.5 
Profit or loss: 

Toul] SESPAMEATE [OLOUTNE OP OSS on oon nconunaeucosenaenss $ 12.6 

Vowel SEOIANEI WMEOMNEWEES .o5 bon uncsenuaboaasees 3.9 
Total segment profit before income taxes ............... $ 16.5 
Elimination of intersegment profits .................... (5.9) 
Unallocated amounts: 

LitigatlomEsettle ine michel VCC amma manna inne rnrarrn 3.6 

UME COMONENS SMOENSES .cacnnaanendasucasonaaves QQ) 
Adjustment to pension expense in consolidation.......... (0.8) 

Consolidated income before income taxes ............ $ 10.7 
Assets: 

lotaltiomnreporntediseqmentSmeee tena ie Tria tna $ 44.3 

Elimination of intersegment loans ................... (5.4) 

Goodwill not allocated to segments ................. 3.2 

@themUnallocatedtamOUmisieese see ere nese anna 2.6 
lotaliconsolicatedtasselSmss aerate n a nar aren $ 44.7 


* All figures in millions. 


Segment and Interim Reporting 345 


loss and consolidated income before tax, (2) segment assets and consolidated assets, and 
(3) segment profit or loss and segment assets. An example of this last item is the allocation 
of depreciation expense to segments but not of the related depreciable assets. The basis of 
accounting for intersegment transactions also must be described. 


EXAMPLES OF OPERATING SEGMENT DISCLOSURES 


A majority of companies are organized along product and/or service lines. Exhibit 8.4 shows 
operating segment disclosures for Pfizer Inc. Pfizer does not disclose interest revenue and in- 
terest expense by operating segment because these relate only to the corporate/other category. 


EXHIBIT 8.4 Operating Segment Disclosures in Pfizer’s 2008 Annual Report 


20. Segment, Geographic and Revenue Information 
Business Segments 

We operate in the following business segments: 

e Pharmaceutical 


The Pharmaceutical segment includes products that prevent and treat cardiovascular and metabolic diseases, central nervous system disorders, 
arthritis and pain, infectious and respiratory diseases, urogenital conditions, cancer, eye diseases, and endocrine disorders, among others. 
e Animal Health 
The Animal Health segment includes products that prevent and treat diseases in livestock and companion animals. 
For our reportable operating segments (i.e., Pharmaceutical and Animal Health), segment profit/(loss) is measured based on income from con- 
tinuing operations before provision for taxes on income and minority interests. Certain costs, such as significant impacts of purchase account- 
ing for acquisitions, acquisition-related costs and costs related to our cost-reduction initiatives and transition activity associated with our former 
Consumer Healthcare business, are included in Corporate/Other only. This methodology is utilized by management to evaluate our businesses. 


Segment (in $ millions) 


For/As of the Year Ended December 31, 


2008 2007 2006 

Revenues 

Pinve la abeleCet UT Mere) lee cures 2 rire: a rnaies irs bene Sie bmmie nsounea. cua nara earersea em uarauneoe $ 44,174 $ 44,424 $ 45,083 

Animealiit@alttitieemme access et eee pasrccte cr aane Micir tie (entree arntnens 2,825 2,639 2B 

Corporates O ine meee eae rere ee re ne ge rere 1,297 1,255 977 
TO LAILEVETN IGS ee at earn RURR ho eae Scere cettin, a NOAP ET Rin oe MANTEL Re Be $ 48,296 $ 48,418 $ 48,371 
Segment Profit/(Loss) 

Pharmaceutical” xee sees cy Seaver meerran cue syeuns sey estar eeacre mete $ 21,786 $ 20,740 $ 21,615 

Aminmalylt@a ltinmasea sta are sien sie ec rear rate re ya Por rae rc 772 620 455 

Gonporate/Oimen eavscce cose ieee rece CA emir nae cmccerreae Mame enee (12,864) (12,082) (9,042) 
TOtallOnOtit/(|OSs) Ueeeeeencreary ee aeeeee er ag seune Ree area AER Ce pn ec en ee ne $ 9,694 $ 9,278 $ 13,028 
Identifiable Assets 

Biya lina Ge Ut Gallina pase eer a eee ge wc aca anette eer We arene enn $ 60,591 $ 67,431 $ 72,497 

Animalihi@dlthitemconeamscoa cee ee eect cea eee ere een 2,075 2,043 1,951 

Discontinuediopefations/keldiojsalcmewnir ernie een 148 114 62 

Onporate/OmMen-scicce cen nec pce heu ne eA Pens parma See emue cia tanmcene gs 48,334 45,680 41,036 
lOtaltidemtifiablerassetse= sewer mastery wee asrnn an ee Caner Ay suet a oe $111,148 $115,268 $115,546 
Property, Plant and Equipment Additions 

Phannmaceuti Gall) evan eos eve ante gaya arise snus at ee ntfe ace Nisee en $ 1,351 $ 1,608 $ 1,681 

Animalthtealtiny :svae seer wece oe eeemeencraks coe cueunes meuaasvar eae untees 183 70 51 

Discontinued operations/Held for sale... 0.00.0... 00 cee eee eee — — 162 

Gonporate/@then savers eee cs ween ce ving e fervent erage ene oan eae 167 202 156 
Total property, plant and equipment additions .....................00. $1,701 $1,880 S050) 
Depreciation and Amortization 

Bhiannma Ge Uti Gali: ges verre mereu rye eget maw nena ory ie arin weer Varnes eee $ 2,223 $ 1,886 $ 1,765 

Atnitmaliti@aliti @ecncrue sacs secs saecn deco merenya cm epeneeene wee tecateretonee anaes 61 52 49 

Discontinued operations/Held forsale ............-.2020e eee eeeee — — al 

GOrMOnate/Ouneheere eters new ee eee on ee meas oe eres me ae att gee 2,806 3,262 3,408 


Total depreciation and amortization ............................. $ 5,090 $ 5,200 $ 5,293 
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Nor does it report income tax expense or benefit by segment because the company evaluates 
the performance of its operating segments based on income before taxes. 

Some companies, such as McDonald’s, Coca-Cola, and Nike, are organized geographi- 
cally and define operating segments as regions of the world. McDonald’s has four operating 
segments: United States; Europe; Asia, Pacific, Middle East, Africa (APMEA); and Other 
Countries and Corporate. Some companies report a combination of products or services and 
international segments. Walmart has four operating segments: Walmart Stores, Sam’s Club, 
International, and Other. PepsiCo has six reportable segments: Frito-Lay North America 
(FLNA); Quaker Foods North America (QFNA); Latin America Foods (LAF); PepsiCo 
Americas Beverages (PAB); PepsiCo International—United Kingdom and Europe (UKEU); 
and PepsiCo International—Middle East, Africa, and Asia (MEAA). The nature of these 
companies’ segmentation provides considerable insight into the way upper management 
views and evaluates the various parts of the consolidated enterprise. 


ENTITY-WIDE INFORMATION 


Information about Products and Services 
The authoritative literature recognizes that some enterprises are not organized along product 
or service lines. For example, some enterprises organize by geographic areas. Moreover, some 
enterprises may have only one operating segment yet provide a range of different products and 
services. To provide some comparability between enterprises, the authoritative literature 
requires disclosure of revenues derived from transactions with external customers from each 
product or service if operating segments have not been determined based on differences in 
products or services. An enterprise with only one operating segment also must disclose rev- 
enues from external customers on the basis of product or service. However, providing this in- 
formation is not required if impracticable; that is, the information is not available and the cost 
to develop it would be excessive. 

Lowe’s Companies, Inc., operates in only one segment; nevertheless, it reported “sales by 
product category,” as required in its 2008 annual report. See Exhibit 8.5 for that information. 


EXHIBIT 8.5 Sales by Product Category in Lowe’s Companies, Inc., 2008 Annual Report 


Sales by Product Category (in $ millions) 


2008 2007 2006 
Product Category Total Sales % Total Sales % Total Sales % 
NO DIaMCOST emery ewe ern hae $ 4,405 9% $ 4,324 9% $ 4,139 9% 
HU Tanl ellen een nos A am mena 3,595 8 3,638 8 3,672 8 
PET teca eh asec Attar Sn Ann aa REL 3,387 7 3,256 7 3,077 7 
FIGOnING) setae eee ee: 3,323} 7 3,292 iy 3,229 i 
Building materials ............... 2,971 6 2,749 6 2,880 6 
MIIIWWOWNK co 0006cucnesoenascwene 2,965 6 3,238 7 3,262 7 
Lawn & landscape products ....... 2,581 5) 2,446 5 2,263 5 
FESO) UIAMONNG) sao ensnccsaaeos DSWD 5 2,762 6 Zn685 6 
HandWarCieece et eee arr ane nne 2,514 5 2,434 5 2,283 5 
(Eo [avafoimmcv mee het ant rg te ae 2,508 5 2,705 6 2,574 5 
TOOlSe een oie eyes ee 2,492 5) 2,598 5) DISS) 5) 
SEONG INNING) oo esc oansauacasas 26 5 2,107 4 DOD 4 
ROUG|M (ONUITMONAG) o.oo eneeeauases 1,983 4 1,867 4 1,663 4 
Outdoor power equipment ........ 1,963 4 1,838 4 1,805 4 
Cabinets & countertops .......... 1,934 4 2,180 4 2,162 5 
INUISGRY gros ieee heen santea teaayaaree 1,808 4 1,687 3 1,569 3 
ROUGMEelCGtiIGa lNnerann tne ener 1,446 3) 1,490 3 1,486 3 
FOMMeEehIVINO Mii Chita asst naan 1,235 iS) 1,218 2 1,200 3 
Home organization .............. 1,062 2 1,075 2 1,063 D 
WMITNCIONS GIWAMIS 24 0ccec0eenee0 1,054 2 1,090 D 1,103 D 
Otherto ee ener Ma 296 1 289 1 235 - 
NotalSe tee cee ere $48,230 100% $48,283 100% $46,927 100% 


LO4 


Determine when and what types 
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EXHIBIT 8.6 
IBM’s Geographic Area 
Disclosures 
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Information about Geographic Areas 


Two items of information—revenues from external customers and long-lived assets—must be 
reported (1) for the domestic country and (2) for all foreign countries in total in which the 
enterprise derives revenues or holds assets. In addition, if revenues from external customers at- 
tributed to an individual foreign country are material, the specific country and amount of rev- 
enues must be disclosed separately as must a material amount of long-lived assets located in an 
individual foreign country. Even if the company has only one operating segment and therefore 
does not otherwise provide segment information, it must report geographic area information. 

Thus, U.S.-based companies are required to disclose the amount of revenues generated and 
long-lived assets held in (1) the United States, (2) all other countries in total, and (3) each ma- 
terial foreign country. Requiring disclosure at the individual country level is a significant 
change from previous accounting standards, which required disclosures according to groups 
of countries in the same geographic area. Current U.S. GAAP does not preclude companies 
from continuing to provide this information and for consistency purposes, many companies 
continue to do so even if they determine no single foreign country to be material. The report- 
ing requirement was changed from geographic regions to individual countries because report- 
ing information about individual countries has two benefits. First, it reduces the burden on 
financial statement preparers because most companies likely have material operations in only 
a few countries, perhaps only their country of domicile. Second, and more important, country- 
specific information is easier to interpret and therefore more useful. Individual countries 
within a geographic area often experience very different rates of economic growth and eco- 
nomic conditions. Disclosures by individual country rather than broad geographic area provide 
investors and other financial statement readers better information for assessing the risk level 
associated with a company’s foreign operations. 

Although a 10 percent threshold was considered for determining when a country is mater- 
ial, ultimately it was decided to leave this to management’s judgment. In determining materi- 
ality, management should apply the concept that an item is material if its omission could 
change a user’s decision about the enterprise as a whole. U.S. GAAP does not provide more 
specific guidance on this issue. 

Considerable variation exists with respect to how companies apply the materiality rule for 
determining separately reportable countries. For example, International Business Machines 
Corporation (IBM) provides disclosures only for those countries with 10 percent or more of 
revenues or net plant, property, and equipment. Exhibit 8.6 contains the geographic area 


INTERNATIONAL BUSINESS MACHINES CORPORATION 


GEOGRAPHIC INFORMATION 
The following provides information for those countries that are 10 percent or more of the specific category. 


Revenue* 

($ IN MILLIONS) 

For the year ended December 31: 2008 2007 2006 

WnitediStatesma aces econ ee ease $ 36,686 $36,511 $35,917 

NEYO TAN aire: - in iayer derhnsaceen cart eyeacuoicl nec ees eaten eeune 10,403 9,632 9,638 

OTHeRCOUMIES? acy oe ea 56,541 52,643 45,869 
TOtalle sy ee oe rer ee eae $103,630 $98,786 $91,424 


Net Plant, Property and Equipment 
($ IN MILLIONS) 


At December 31: 2008 2007 2006 
WititeGEStatespeaeeew a ee eke en perenne nn et $ 6,469 $ 6,592 $ 6,708 
JAPAN se accu eints res eee ences a ranean ee eye 1,055 890 844 
OtheRcouniiicse =e ener 4,797 5,365 4,849 

TO tall een eee eee re ne ane ee ee $ 12,321 $12,847 $12,401 


* Revenues are attributed to countries based on location of client. 
** Dollars in millions. 
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EXHIBIT 8.7  DuPont’s Geographic Area Disclosures 


E. |. DU PONT DE NEMOURS AND COMPANY 


Geographic Information 


2008 2007 2006 
Net Net Net Net Net Net 
($ in millions) Sales* Property Sales* Property Sales* Property 
Wnited:States citer se acnre $11,091 $ 7,784 $11,277 $ 7,687 $11,123 $ 7,449 
Europe 
Belgiuinnieencemr te eee aco $ 350 $ 157 $ 346 $ 166 $ 218 $ 176 
GEMISIEIA, cee onmcs pan cen ae 2,220 309 2,045 319 1,826 319 
EfanG@n, sana aeons tees 1,072 115 1,039 121 992 120 
tall eee ae eee eer er ee 912 28 864 27 832 26 
LUIIMOOWING) aca ccsaccencavs 88 247 79 232 60 200 
lines Netherlancsu se 240 229 187 275 213 283 
SPalttiees crest eo ey ey ee 521 297 466 184 455 162 
Winlivevel ISIMCION o occ cue douece 605 138 641 142 617 147 
UTC rae eek aie etn tenement 3,478 332 Slow 288 2,708 303 
lOtalEULOpCE Mee rene $ 9,486 $ 1,852 $ 8,829 $ 1,754 $ 7,921 $ 1,736 
Asia Pacific 
China/Hong Kong............ $ 1,656 $ 309 $ 1,594 $ 270 $ 1,415 $ 210 
INGA eA tote timanoh ini pee tae 485 60 424 Bal 345 30 
Ape] Oke] Alinemeccrten et epee tecrtetatian ch nna tiered 1,302 102 1,187 105 1,103 114 
Tall We ieee se ameter yer enaen an amen 420 132 427 128 447 116 
KOA ac ea ee 534 78 boil 80 569 78 
SIMGADONCirg eee ent ere ara 153 42 ioe 44 150 38 
One eee oe ey ere ee 933 39 842 5h) 730 37 
Total Asia Pacific ........... $ 5,483 $ 762 $ 5,177 $ 693 $ 4,759 $ 623 
Canada & Latin America 
Brazile eieetce n,n are tee cake $ 1,775 $ 300 $ 1,485 $ 282 $ 1,191 $ 275 
Ganadacenee te ee eee 907 157 963 161 921 146 
NIEXIGOnpeterecn a ere eer tne 843 225 801 211 810 205 
PATGEMUIM a We rsetrere eee ese tee 335 28 325 30 271 30 
OLNChaee eee ere tere 609 46 521 42 425 34 
Total Canada & Latin America . $ 4,469 $ 756 $ 4,095 $ 726 $ 3,618 $ 690 
NOtaliee ee eee ee nee $30,529 $11,154 $29,378 $10,860 $27,421 $ 10,498 


* Net sales are attributed to countries based on the location of the customer. 
+ Includes property, plant and equipment less accumulated depreciation. 
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mining when disclosure of a 
major customer is required. 


information included in IBM’s 2008 Annual Report. Only the United States and Japan meet 
the company’s materiality threshold of 10 percent. As a result, the location of more than 50 per- 
cent of IBM’s revenues is not disclosed. In contrast, Exhibit 8.7 provides the geographic area 
disclosures made by E.I. du Pont de Nemours and Company in its 2008 Annual Report. 
DuPont defines materiality at a very low amount. For example, Singapore generated only one- 
half of one percent (0.5%) of net sales. DuPont provides disclosures for 19 individual countries 
that comprise 84 percent of the company’s net sales. 


Information about Major Customers 


Authoritative accounting literature requires one final but important disclosure. A reporting en- 
tity must indicate its reliance on any major external customer. Presentation of this information 
is required whenever 10 percent or more of a company ss consolidated revenues is derived from 
a single external customer. The existence of all major customers must be disclosed along with 
the related amount of revenues and the identity of the operating segment generating the 
revenues. Interestingly enough, the company need not reveal the customer’s identity. 


Discussion Question 


HOW DOES A COMPANY DETERMINE WHETHER A FOREIGN COUNTRY IS MATERIAL? 


Segment reporting can provide useful information for investors and competitors. Segment 
disclosures could result in competitive harm for the company making the disclosures. By 
analyzing segment information, potential competitors can identify and concentrate on 
the more successful areas of a disclosing company’s business. Indeed, the FASB recognized 
competitive harm as an issue of concern for companies disclosing segment information. In 
developing the current segment reporting guidelines, the FASB considered but ultimately 
decided not to provide companies an exemption from providing segment information if 
they believed that doing so would result in competitive harm. The FASB believed that 
such an exemption would be inappropriate because it would provide a means for broad 
noncompliance with the new standard. 

The previous segment reporting standard required geographic segments with 10 per- 
cent or more of total firm revenues, operating profit, or identifiable assets to be reported 
separately. In contrast, the current guidelines require disclosures to be provided by coun- 
try when revenues or long-lived assets in an individual country are material. However, U.S. 
GAAP does not specify what is material for this purpose but leaves this to management 
judgment. Some commentators have expressed a concern that firms might use high materi- 
ality thresholds to avoid making individual country disclosures, perhaps to avoid potential 
competitive harm. Anecdotally, the very different levels of disclosure provided in 2008 by 
IBM and DuPont shown in Exhibits 8.6 and 8.7, respectively, suggest that companies de- 
fine materiality differently. 

What factors might a company consider in determining whether an individual foreign 
country is material to its operations? Should U.S. GAAP require a percentage test to deter- 
mine when an individual country is material? 


The 2008 Annual Report of toy manufacturer Hasbro, Inc., provides an example of how 
this information is disclosed. In Note 16, Segment Reporting, Hasbro discloses: “Sales to 
the Company’s three largest customers, Wal-Mart Stores, Inc., Target Corporation, and Toys 
‘R’ Us, Inc., amounted to 25 percent, 12 percent and 10 percent, respectively, of consolidated 
net revenues during 2008, 24 percent, 12 percent and 11 percent during 2007, and 24 percent, 
13 percent and 11 percent during 2006. These net revenues were primarily related to the US. 
and Canada Segment.” Of 600 companies surveyed in Accounting Trends & Techniques, 
144 indicated the existence of a major customer in their 2006 annual reports.? 

The authoritative literature requires major customer disclosures even if a company operates 
in only one segment and therefore does not provide segment information. Also, to avoid any 
confusion, a group of entities under common control is considered to be a single customer, and 
federal, state, local, and foreign governments are each considered to be a single customer. 

In addition to requiring information about major customers, previous accounting standards 
also required information about export sales. Providing information on export sales, however, 
is no longer necessary. Accounting Trends & Techniques indicates that the number of compa- 
nies reporting export sales dropped from 168 in 1997 to only 28 in 2006.3 


IFRS—SEGMENT REPORTING 
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Recognize differences between 
U.S. GAAP and IFRS in segment 
and interim reporting. 


IFRS 8, “Operating Segments,” became effective for annual periods beginning on or after Jan- 
uary 1, 2009, and substantially converges IFRS with U.S. GAAP. /FRS 8 requires disclosures 
to be provided for separately reportable operating segments as well as certain enterprisewide 
disclosures. Paragraph | establishes the “core principle” of JFRS 8 to be: 


An entity shall disclose information to enable users of its financial statements to evaluate the 
nature and financial effects of the business activities in which it engages and the economic 
environments in which it operates. 


2 AICPA, Accounting Trends & Techniques, 2007, p. 28. 
3 Ibid., p. 28. 
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The major differences between /FRS 8 and U.S. GAAP are: 


1. JFRS 8 requires disclosure of total assets and total liabilities by operating segment, but only 
if such information is provided to the chief operating decision maker. U.S. GAAP requires 
disclosure of segment assets in general, and is silent with respect to the disclosure of lia- 
bilities, even if this information is provided to the chief operating decision maker. 

2. IFRS 8 indicates that intangible assets are to be included in providing disclosure of long- 
lived assets attributable to geographic segments. In contrast, U.S. GAAP does not define 
what is intended to be included in long-lived assets. However, FASB ASC (para. 280-10- 
55-23) indicates long-lived assets “implies hard assets that cannot be readily removed, 
which would exclude intangibles.” Many U.S. companies define long-lived assets as prop- 
erty, plant, and equipment only, which is inconsistent with JFRS 8. 

3. When a company has a matrix form of organization, JFRS 8 indicates operating segments 
are to be determined based on the core principle of the Standard. As a result, operating seg- 
ments can be based on either products and services or geographic areas. U.S. GAAP stipu- 
lates that in a matrix form of organization, segments must be based on products and 
services, not geographic areas. 


INTERIM REPORTING 
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Understand and apply procedures 
used in interim reports to treat an 
interim period as an integral part 
of the annual period. 


To give investors and creditors more timely information than an annual report provides, com- 
panies show financial information for periods of less than one year. The SEC requires publicly 
traded companies in the United States to provide financial statements on a quarterly basis. 
Unlike annual financial statements, financial statements included in quarterly reports filed 
with the SEC need not be audited. This allows companies to disseminate the information to 
investors and creditors as quickly as possible. 

APB Opinion No. 28 issued in 1973 provides guidance to companies as to how to prepare 
interim statements. That opinion has stood the test of time with only two subsequent authori- 
tative pronouncements related to interim reporting. The FASB’s SFAS 3 amended APB Opin- 
ion No. 28 with regard to reporting accounting changes in interim statements, and FASB 
Interpretation No. 18 clarifies the application of APB Opinion No. 28 with regard to income 
taxes. Each of these pronouncements was incorporated into the FASB ASC in 2009 under 
Topic 270, Interim Reporting. 

Some inherent problems are associated with determining the results of operations for 
time periods of less than one year, especially with regard to expenses that do not occur 
evenly throughout the year. Two approaches can be followed in preparing interim reports: 
(1) treat the interim period as a discrete accounting period, standing on its own, or (2) treat 
it as an integral portion of a longer period. Considering the annual bonus a company pays 
to key employees in December of each year illustrates the distinction between these two ap- 
proaches. Under the discrete period approach, the company reports the entire bonus as an 
expense in December, reducing fourth quarter income only. Under the integral part of an annual 
period approach, a company accrues a portion of the bonus to be paid in December as an 
expense in each of the first three quarters of the year. Obviously, application of the integral 
approach requires estimating the annual bonus early in the year and developing a method for 
allocating the bonus to the four quarters of the year. The advantage of this approach is that 
there is less volatility in quarterly earnings as irregularly occurring costs are spread over the 
entire year. 

Current accounting guidelines require companies to treat interim periods as integral parts 
of an annual period rather than as discrete accounting periods in their own right. Generally 
speaking, companies should prepare interim financial statements following the same account- 
ing principles and practices they use in preparing annual statements. However, deviation from 
this general rule is necessary for several items so that the interim statements better reflect the 
expected annual amounts. Special rules related to revenues, inventory and cost of goods sold, 
other costs and expenses, extraordinary items, income taxes, accounting changes, and seasonal 
items are discussed in turn in the following sections. 
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Revenues 

Companies should recognize revenues in interim periods in the same way they recognize rev- 
enues on an annual basis. For example, a company that accounts for revenue from long-term 
construction projects under the percentage of completion method for annual purposes should 
also recognize revenue in interim statements on a percentage of completion basis. Moreover, 
a company should recognize projected losses on long-term contracts to their full extent in the 
interim period in which it becomes apparent that a loss will arise. 


Inventory and Cost of Goods Sold 


Interim period accounting for inventory and cost of goods sold requires several modifications 
to procedures used on an annual basis. The modifications relate to (1) a LIFO liquidation, 
(2) application of the lower-of-cost-or-market rule, and (3) standard costing. 


1. LIFO liquidation: Companies using the last-in, first-out (LIFO) cost-flow assumption 
to value inventory experience a LIFO liquidation at the end of an interim period when the 
number of units of inventory sold exceeds the number of units added to inventory during the 
period. When prices are rising, matching beginning inventory cost (carried at low LIFO 
amounts) against the current period sales revenue results in an unusually high amount of gross 
profit. If, by year-end, the company expects to replace the units of beginning inventory sold, 
there is no LIFO liquidation on an annual basis. In that case, gross profit for the interim pe- 
riod should not reflect the temporary LIFO liquidation, and inventory reported on the interim 
balance sheet should include the expected cost to replace the beginning inventory sold. 

To illustrate, assume that Liquid Products Company began the first quarter with 100 units 
of inventory that cost $10 per unit. During the first quarter, it purchased 200 units at a cost of 
$15 per unit, and sold 240 units at $20 per unit. During the first quarter, the company experi- 
enced a liquidation of 40 units of beginning inventory. It calculates gross profit as follows: 


Sales (240 units @ $20) ... 0... ee $4,800 
Cost of goods sold: 

ZOO UNITS: ©9153 wick on -Se eR eed bad od eed Be eee $3,000 

AO units @ $10 (LIFO historical cost) ..............00.0. 400 3,400 
GIOSS:DNOTIt as: pte Lote gee dice hngdati eo caceine odes $1,400 


However, during the second quarter, the company expects to replace the units of beginning 
inventory sold at a cost of $17 per unit and that inventory at year-end will be at least 100 units. 
Therefore, it calculates gross profit for the first quarter as follows: 


Sales (240 units @ $20) ... 0.0.0.0... ee $4,800 
Cost of goods sold: 

200 UnitS@S155.. ohn Sack hd eb bl a Be Od a Gam Ge aR as $3,000 

40 units @ $17 (replacement cost) ...............005. 680 3,680 
GrOSSPIONE: 25.2002 Se ot nae Pack doe eg hee wean 24 $1,120 


The journal entry to record cost of goods sold in the first quarter is as follows: 


Gestiol Goods'Sold Uemprcges soe nee ewe G ee net pee one 3,680 
IMMENILORVi ye ceere ibaa rhe ete sy eae es a ee ees ye eee mute temas cena 3,400 
Excess of Replacement Cost over Historical Cost of LIFO Liquidation . . . 280 


To record cost of goods sold with a historical cost of $3,400 and an excess 
of replacement cost over historical cost for beginning inventory liquidated 
of $280 [($17 — $10) X 40 units]. 


2. Lower-of-cost-or-market rule: If at the end of an interim period, the fair value of 
inventory is less than its cost, the company should write down inventory and recognize a loss 
so long as it deems the fair value decline to be permanent. However, if it expects the fair value 
to recover above the inventory’s original cost by year-end, it should not write down inventory 
at the interim balance sheet date. Instead, it should continue to carry inventory at cost. 
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3. Standard costing: A company should not reflect in interim financial statements planned 
price, volume, or capacity variances arising from the use of a standard cost system that are ex- 
pected to be absorbed by the end of the annual period. However, it should report unplanned 
variances at the end of the interim period in the same fashion as it would in the annual finan- 
cial statements. 


Other Costs and Expenses 


A company should charge costs and expenses not directly matched with revenues to income in 
the interim period in which they occur unless they can be identified with activities or benefits 
of other interim periods. In that case, the cost should be allocated among interim periods on a 
reasonable basis through the use of accruals and deferrals. For example, assume that a com- 
pany required to prepare quarterly financial statements pays annual property taxes of $100,000 
on April 10. One-fourth of the estimated property tax should be accrued as expense in the first 
quarter of the year. When it makes the payment, it should apply one-fourth against the accrued 
property tax payable from the previous quarter and charge one-fourth to second-quarter in- 
come. The company should defer one-half of the payment as a prepaid expense to be allocated 
to the third and fourth quarters of the year. The following journal entries demonstrate the pro- 
cedures for ensuring that the company recognizes one-fourth of the annual payment as ex- 
pense in each quarter of the year. 


March 31 


PropentyilaxdExPemSemaangncee eure eerie anes erent eye Seana an 25,000 
AGGiuediRropentyalax:PaVablenmenremier erates tered ene ee 25,000 


To accrue one-fourth of the estimated annual property tax as expense 
for the quarter ended March 31. 


April 10 
AGciuediRropenty lax Payable we cantas scents e tee rere ry eine tees 25,000 
RropentyilaxaEXPemSey serves ery cr a coe teerae ee in a eue cee Brera Ar urea var veg ete 25,000 
Prepaid Rropentyalax(@UrremtyASset) ie eesreen sense rer reese eeee earns 50,000 
(GEIS ON aeeikt aun encauehmmbewche crit oi sctgarsa core au cuearu nas tensiouttra couaeaech memeHa s aneiee cimaain es 100,000 


To record the payment of the annual property tax, recognize one-fourth 
as property tax expense for the quarter ending June 30, and defer 
one-half as a prepaid expense. 


September 30 


BrOpenty TaxtEXDeMSe merece otc omen at tense atuer yee me tancyenuca ne ene can aia 25,000 
BrepaldiProwentyslaxtie wre. ee caer egret rea ine urge era ari aren 25,000 
To record property tax expense for the quarter ended September 30. 


December 31 


(rgo) OYeTA WY ie). |e OVSLANAe1?  eteraen entered Memrameucrees iene airantntes aanUaeencunvonen conteue ate e Grn 25,000 
BrepaidiPropentylaxa at veut cce o eee emcee senate ea 25,000 
To record property tax expense for the quarter ended December 31. 


Other items requiring similar treatment include annual major repairs and advertising. In ad- 
dition, a number of adjustments such as bad debt expense, executive bonuses, and quantity dis- 
counts based on annual sales volume that are normally made at year-end actually relate to the 
entire year. To the extent that the company can estimate annual amounts, it should make 
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adjustments at the end of each interim period so that the interim periods bear a reasonable 
portion of the expected annual amount. 


Extraordinary Items 


Companies should report extraordinary gains and losses separately and in full in the interim 
period in which they occur. Companies should deem gains and losses extraordinary if they are 
(1) unusual in nature, (2) infrequent in occurrence, and (3) material in amount. The material- 
ity of extraordinary items should be determined by comparing the amount of the gain or loss 
to the expected income for the full year. Companies should separately disclose unusual and in- 
frequent gains and losses material to the interim period even if not material to the year as a 
whole. Likewise, they should separately disclose gains and losses on the disposal of a business 
segment in the interim period in which the disposal occurs. 

For example, assume that Charleston Company incurred a hurricane loss of $100,000 in the 
first quarter that it deems to be both unusual and infrequent. First-quarter income before sub- 
tracting the hurricane loss is $800,000, and annual income is expected to be $10 million. The 
loss is clearly material with respect to first-quarter income (12.5 percent) but is not material 
for the year as a whole (1 percent). Charleston should not label this loss an extraordinary item 
on its first-quarter income statement but nevertheless should separately disclose the loss 
(either as a separate line item on the income statement or in the notes). 

Companies should disclose contingencies in interim reports the same way they disclose 
them in annual reports. The contingency should continue to be reported in subsequent interim 
and annual reports until it is resolved or becomes immaterial. Materiality should be judged 
with respect to the year as a whole. 


Income Taxes 


Companies should compute income tax related to ordinary income at an estimated annual ef- 
fective tax rate. At the end of each interim period, a company makes its best estimate of the 
effective tax rate for the entire year. The effective tax rate reflects anticipated tax credits, 
foreign tax rates, and tax planning activities for the year. It then applies this rate to the pretax 
ordinary income earned to date during the year, resulting in the cumulative income tax 
expense to recognize to date. The difference between the cumulative income tax recognized to 
date and income tax recognized in earlier interim periods is the amount of income tax expense 
recognized in the current interim period. 

Assume that Viertel Company estimated its effective annual tax rate at 42 percent in the 
first quarter of 2011. Pretax income for the first quarter was $500,000. At the end of the 
second quarter of 2011, the company expects its effective annual tax rate will be only 40 percent 
because of the planned usage of foreign tax credits. Pretax income in the second quarter of 
2011 is also $500,000. No items require net-of-tax presentation in either quarter. The income 
tax expense recognized in each of the first two quarters of 2011 is determined as follows: 


First Quarter 


Pretax income for first quarter of 2011 ............... $500,000 
Estimated annual income tax rate ..............220.. 42% 
Income tax expense .. 6... eee $210,000 


Second Quarter 


Pretax income for first quarter of 2011 ............... $500,000 

Pretax income for second quarter of 2011............. 500,000 

Year-to-date income statement ..................... $1,000,000 
Estimated annual income tax rate ...............00.. 40% 
Year-to-date income tax expense .................0.4. $ 400,000 
Income tax expense recognized in first quarter ......... 210,000 


Income tax expense recognized in second quarter ..... $ 190,000 
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The same process is followed for the third and fourth quarters of the year. 

Companies should compute income tax related to those special items reported net of tax 
(extraordinary items and discontinued operations) and recognize them when the item occurs. 
The income tax on an interim period special item is calculated at the margin as the difference 
between income tax on income including this item and income tax on income excluding 
this item. 


Change in Accounting Principle 

Current accounting guidelines require retrospective application of a new accounting princi- 
ple to prior periods’ financial statements. Retrospective application means that comparative 
financial statements will be restated as if the new accounting principle had always been 
used. Whether an accounting change occurs in the first or in a subsequent interim period has 
no bearing on the manner in which the change is reflected in the interim financial state- 
ments. Changes in accounting principle, regardless of when the accounting change is made, 
are handled as follows (according to the FASB ASC 250-10-45-5): 


a. The cumulative effect of the change to the new accounting principle on periods prior to those 
presented are reflected in the carrying amounts of assets and liabilities as of the beginning of 
the first period presented. 

b. An offsetting adjustment, if any, is made to the opening balance of retained earnings (or other 
appropriate components of equity or net assets in the statement of financial position) for 
that period. 

c. Financial statements for each individual prior period are adjusted to reflect the period-specific 
effects of applying the new accounting principle. 


When the accounting change takes place in other than the first interim period, current 
guidelines require information for the interim periods prior to the change to be reported by ret- 
rospectively applying the new accounting principle to those prechange interim periods. If 
retrospective application is impracticable, the accounting change is not allowed to be made in 
an interim period but may be made at the beginning of the next fiscal year. Situations in which 
the retrospective application of a new accounting principle to prechange interim periods is not 
feasible should be rare. 


Illustration of Accounting Change Made in Other Than First Interim Period 


Modal Company began operations on January 1, 2010. The company’s interim income state- 
ments as originally reported under the LIFO inventory valuation method follow: 


2010 2011 

1stQ 2ndQ 3rdQ AthQ 1stQ 
alsin teltanata et asica weiss senna hale ie eas as $2,000 $2,000 $2,000 $2,000 $2,200 
Cost of goods sold (LIFO) ............. 900 950 1,000 1,000 1,050 
Operating expenses ...............-. 500 500 500 500 600 
Income before income taxes .......... $ 600 $ 550 $ 500 $ 500 $ 550 
Income taxes (40%) ................. 240 220 200 200 220 
N@PINCOME:.. icc ga. weo ren Bead. $ 360 $ 330 $ 300 $ 300 $ 330 


Modal has 500 shares of common stock outstanding. The company’s interim report for the first 
quarter of 2011 included the following information: 


Three Months Ended 
March 31 


2010 2011 


NET INCOME: is peed ees la Aen ebbead doeer e¥eagahaawad $ 360 $ 330 
Net income per common share ..............-...20205- $0.72 $0.66 
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In June 2011, Modal adopts the FIFO method of inventory valuation for both financial re- 
porting and tax purposes. Retrospective application of the FIFO method to previous quarters 
results in the following amounts of cost of goods sold: 


2010 2011 
1stQ 2ndQ = 3rdQ 4thQ 1stQ 
Cost of goods sold (FIFO). ............ $800 $850 $1,000 $900 $950 


Retrospective application of the FIFO method results in the following restatements of income: 


2010 2011 

1stQ 2ndQ 3rdQ AthQ 1stQ 
SdlQS® sdb dinncos. ear cada Bb au bdo ee aos $2,000 $2,000 $2,000 $2,000 $2,200 
Cost of goods sold (FIFO) ............. 800 850 1,000 900 950 
Operating expenses ...............-. 500 500 500 500 600 
Income before income taxes .......... $ 700 $ 650 $ 500 $ 600 $ 650 
Income taxes (40%) ................. 280 260 200 240 260 
Net income ...............0.000. $ 420 $ 390 $ 300 $ 360 $ 390 


Sales for the second quarter of 2011 are $2,400, cost of goods sold under the FIFO method is 
$1,000, and operating expenses are $600. Income before income taxes in the second quarter 
of 2011 is $800, income taxes are $320, and net income is $480. 

To prepare interim statements for the second quarter of 2011 in accordance with U.S. GAAP, 
net income as originally reported in the first and second quarters of 2010, as well as in the first 
quarter of 2011, is restated to reflect the change to FIFO. The manner in which the accounting 
change is reflected in the second quarter of 2011, with year-to-date information, and compara- 
tive information for similar periods in 2010 follow: 


Three Months Ended Six Months Ended 


June 30 June 30 
2010 2011 2010 2011 
NE@CiINCOMEG 223 .e.cads cada sane ad $ 390 $ 480 $ 810 $ 870 
Net income per common share ........ $0.78 $0.96 $1.62 $1.74 


Seasonal Items 


The sales volume of some companies experiences significant seasonal variation. Summer sports 
equipment manufacturers, for example, are likely to have a significant upward spike in sales dur- 
ing the second quarter of the year. To avoid the risk that investors and creditors will be misled 
into believing that second-quarter earnings indicate earnings for the entire year, FASB ASC 
(para. 270-10-45) requires companies to disclose the seasonal nature of their business operations. 
In addition, such companies should consider supplementing their interim reports with reports on 
the 12-month period ended at the interim date for both the current and preceding years. 


MINIMUM DISCLOSURES IN INTERIM REPORTS 


LO7 


List the minimum disclosure 
requirements for interim 
financial reports. 


Many companies provide summary financial statements and notes in their interim reports that 
contain less information than is included in the annual financial statements. Authoritative ac- 
counting literature requires companies to provide the following minimum information in their 
interim reports: 


e Sales or gross revenues, provision for income taxes, extraordinary items, and net income. 
e Earnings per share. 
e Seasonal revenues and expenses. 
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EXHIBIT 8.8 

Quarterly Financial Data 
from Southwest Airlines 
Co.’s 2008 Annual Report 


QUARTERLY FINANCIAL DATA (Unaudited) (GAAP) 
Three Months Ended 


(in millions, except per share amounts) March 31 June 30 September 30 December 31 
2008 
Operating revenues ..... $2,530 $2,869 $2,891 $2,734 
Operating income....... 88 205 86 70 
Income (loss) before 

iNGOMmMestaXcs saan 37 529 (205) (83) 
Net income (loss) ....... 34 321 (120) (56) 
Net income (loss) per 

SMEG, OBIE oc ck aavaue 05 44 (.16) (.08) 
Net income (loss) per 

share, diluted ......... 05 44 (.16) (.08) 


¢ Significant changes in estimates or provisions for income taxes. 

¢ Disposal of a segment of a business and unusual or infrequently occurring items. 
¢ Contingent items. 

e Changes in accounting principles or estimates. 

¢ Significant changes in financial position. 


Authoritative guidelines also encourage, but do not require, companies to publish balance 
sheet and cash flow information in interim reports. If they do not include this information, 
companies must disclose significant changes since the last period in cash and cash equiva- 
lents, net working capital, long-term liabilities, and stockholders’ equity. 

Companies that provide interim reports on a quarterly basis are not required to publish a 
fourth-quarter report because this coincides with the end of the annual period. When they do 
not provide separate fourth-quarter financial statements, they should disclose special ac- 
counting items occurring in the fourth quarter in the notes to the annual financial statements. 
These items include extraordinary or unusual and infrequently occurring items, disposals of a 
segment of the business, and the aggregate effect of year-end adjustments that are material to 
the results of the fourth quarter. 

The SEC requires companies to include selected quarterly financial data in their annual re- 
port to shareholders. Southwest Airlines Co. provided quarterly data in its 2008 annual report 
as shown in Exhibit 8.8. 


SEGMENT INFORMATION IN INTERIM REPORTS 


The management approach to determining operating segments should result in less costly disclo- 
sure because, by definition, management already collects this information. Because the informa- 
tion is readily available, segment disclosures also must be included in interim reports. This was 
one of AIMR’s major recommendations for improving segment reporting. U.S. GAAP requires 
that the following information be included in interim reports for each operating segment: 

¢ Revenues from external customers. 

¢ Intersegment revenues. 

¢ Segment profit or loss. 

¢ Total assets, if there has been a material change from the last annual report. 

In addition, an enterprise must reconcile total segments’ profit or loss to the company’s to- 
tal income before taxes and disclose any change from the last annual report in the basis for 
measuring segment profit or loss. Requiring only a few items of information in interim reports 
is a compromise between users’ desire to have the same information as is provided in annual 
financial statements and preparers’ cost in reporting the information. There is no requirement 
to provide information about geographic areas or major customers in interim reports. 
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IFRS—INTERIM REPORTING 


LO8 


Recognize differences between 
U.S. GAAP and IFRS in segment 
and interim reporting. 


TAS 34, “Interim Financial Reporting,” provides guidance with respect to the form and content 
of interim financial statements, and the recognition and measurement principles to be followed 
in preparing them.‘ JAS 34 requires the following minimum components in an interim report: 


A condensed statement of financial position (balance sheet). 

A condensed statement of comprehensive income, presented as: 

a. A condensed single statement of net income and comprehensive income, or 
b. Separate condensed statements of net income and comprehensive income. 
A condensed statement of changes in equity. 

A condensed statement of cash flows. 

Selected explanatory notes. 


Unlike U.S. GAAP, JAS 34 requires each interim period to be treated as a discrete period in 


determining the amounts to be recognized. Thus, expenses that are incurred in one quarter are 
recognized in full in that quarter, even though the expenditure benefits the entire year. In ad- 
dition, there is no accrual in earlier quarters for expenses expected to be incurred in a later 
quarter of the year. The only exception to this rule is the accrual of income tax expense at the 
end of each interim period. 


4 Note that the IASB has no jurisdictional authority to require the preparation of interim reports; it simply 
provides requirements (through /AS 34) for how those reports should be prepared. /AS 34 must be followed 
in those jurisdictions that require the use of IFRS and require the preparation of interim reports. 


Summary 


. The consolidation of information from many, varied companies into a set of consolidated financial 


statements tends to camouflage the characteristics of the individual components. Consequently, dur- 
ing the 1960s, several groups made a strong push to require that disaggregated information be in- 
cluded as an integral part of financial reporting to provide a means for analyzing the components of 
a business combination. The FASB responded by issuing SFAS /4, “Financial Reporting for Seg- 
ments of a Business Enterprise” in 1976. 


. Over the years after SEAS 14 was introduced, financial analysts consistently requested that financial 


statements be disaggregated to a much greater degree than was done in practice. In direct response 
to the financial analyst community’s criticisms and suggestions, the FASB issued a new standard for 
segment reporting in 1997—SFAS 131. This standard was incorporated into the FASB’s Accounting 
Standards Codification in 2009. 


. The so-called management approach bases operating segments on a company’s organization struc- 


ture and internal reporting system. The management approach should enhance the usefulness of seg- 
ment information because it highlights the risks and opportunities that management believes are 
important and allows the analyst to see the company through management’s eyes. This approach also 
has the advantage of reducing the cost of providing segment information because that information 
already is being produced for internal use. 


. Once operating segments have been identified, a company must determine which segments are of 


significant magnitude to warrant separate disclosure. Three quantitative threshold tests (revenue, 
profit or loss, and asset) are used to identify reportable segments. A segment need satisfy only one 
of these tests to be considered of sufficient size to necessitate disclosure. Each test is based on iden- 
tifying segments that meet a 10 percent minimum of the related combined total. The profit and loss 
test has a 10 percent criterion based on the higher (in an absolute sense) of the total profit from all 
segments with profits or the total loss from all segments with losses. 


. Companies must report several information types for each reportable operating segment, including 


selected revenues, profit or loss, selected expenses, assets, capital expenditures, and equity method 
investment and income. Companies must report revenues from external customers separately from 
intersegment revenues. In addition, the types of products and services from which each segment de- 
rives its revenues must be disclosed. 


. A set of parameters determines the number of segments an enterprise reports. As a minimum, the 


separately disclosed units must generate at least 75 percent of the total sales made to unaffiliated 
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10. 


11. 


12. 


13. 


14. 


15: 


16. 


17. 


18. 


19. 


parties. For an upper limit, authoritative literature suggests that the disclosure of more than 10 oper- 
ating segments reduces the usefulness of the information. 


. Companies must reconcile the total of all segments’ revenues, profit or loss, and assets to the 


consolidated totals. The major reconciliation adjustments relate to intra-entity revenues, profit or 
loss, and assets eliminated in consolidation; revenues, profit or loss, and assets that have not been 
allocated to individual operating segments; and differences in accounting methods used by segments 
and in preparing consolidated financial statements. 


. U.S. GAAP requires several entity-wide disclosures. If an enterprise does not define operating seg- 


ments internally on a product line basis or has only one operating segment, disclosure of revenues 
derived from each product or service is required. 


. In addition, companies must report revenues from external customers and long-lived assets for the 


domestic country, for each foreign country that generates a material amount of revenues or holds as- 
sets, and for all foreign countries in total. Current guidelines do not provide any threshold tests for 
determining when operations in a foreign country are material. 


Authoritative accounting literature requires disclosure of one other type of information. The 
reporting entity must indicate the existence of major customers when 10 percent or more of con- 
solidated revenues are derived from a single unaffiliated party. 


To converge with U.S. GAAP, the IASB issued JFRS 8, “Operating Segments,” which became 
effective in 2009. The major differences between IFRS and U.S. GAAP are that JFRS 8 (1) requires 
the disclosure of liabilities by operating segment if this information is reported to the chief operat- 
ing decision maker, (2) requires the inclusion of intangible assets in the disclosure of long-lived 
assets by geographic area, and (3) allows companies with matrix organizations to define operating 
segments on the basis of either products and services or geographic areas. 


For interim reporting purposes, U.S. GAAP requires time intervals of less than one year to be treated 
as an integral part of the annual period. 


Costs and expenses not directly matched with revenues should be charged to income in the interim 
period in which they occur unless they can be identified with activities or benefits of other interim 
periods. In that case, the cost should be allocated among interim periods on a reasonable basis by us- 
ing accruals and deferrals. Items related to the whole year but recorded as an adjustment only at 
year-end should be estimated and accrued in each interim period of the year. 


Companies must report extraordinary gains and losses separately and in full in the interim period 
in which they occur. The materiality of extraordinary items should be determined by comparing the 
amount of the gain or loss to the expected income for the full year. Unusual and infrequent gains 
and losses that are material to the interim period but not to the year as a whole should be disclosed 
separately. 


Companies determine interim period income tax expense by applying the estimated annual effective 
income tax rate to year-to-date pretax ordinary income, resulting in the cumulative income tax ex- 
pense to be recognized to date. The cumulative income tax to be recognized to date less income tax 
recognized in earlier interim periods is the amount of income tax expense recognized in the current 
interim period. 

When an accounting change is made in other than the first interim period, information for the 
prechange interim periods should be reported based on retrospective application of the new ac- 
counting principle to those periods. An accounting change may be made only at the beginning of a 
fiscal year if retrospective application of the new accounting principle to prechange interim periods 
is not practicable. 


The minimum information to disclose in interim reports includes sales, income taxes, extraordi- 
nary items, net income, earnings per share, seasonal revenues and expenses, and significant 
changes in financial position. Publication of balance sheet and cash flow information in interim 
reports is not required. If this information is not included, significant changes since the last period 
in cash and cash equivalents, net working capital, long-term liabilities, and stockholders’ equity 
must be disclosed. 


Certain segment information items need to be disclosed in interim reports. Specifically, companies 
must disclose revenues from outside customers, intersegment revenues, and segment profit or loss 
in interim reports for each operating segment. In addition, companies must report total assets by 
segment if a material change occurred since the last annual report. 


Unlike U.S. GAAP, the IASB’s JAS 34, “Interim Financial Reporting,” requires that each interim pe- 


riod be treated as a discrete period in determining amounts to be recognized. The exception to this 
rule is the accrual of income tax expense to determine net income for each interim period. 
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Com prehensive (Estimated Time: 25 to 40 Minutes) Battey Corporation manufactures several products: natural 
lu stra ti on fibers, synthetic fibers, leather, plastics, and wood. It is organized into five operating divisions based 
on these different products. The company has a number of subsidiaries that perform operations 
throughout the world. At the end of 2011 as part of the internal reporting process, Battey reported the 
PROBLEM revenues, profits, and assets (in millions) to the chief operating decision maker: 
Revenues by United 
Operating Segment States Canada Mexico France Italy Brazil 
Natural fibers: 
Sales to external customers ........... $1,739 —0- $342 $606 =(= $1,171 
Intersegment sales ................. —0- —0- =0= —0- —0- 146 
Synthetic fibers: 
Sales to external customers ........... 290 $116 —0- -0- —0- 37 
Intersegment sales ................. 12 5) —0- —0- —0- —0- 
Leather: 
Sales to external customers ........... 230 —0- By -0- $278 55) 
Intersegment sales ................. 22 =0= 9 —-0- 34 9 
Plastics: 
Sales to external customers ........... 748 286 —0- 83 92 528 
Intersegment sales ................. 21 12 =0= —0- —0- 72 
Wood: 
Sales to external customers ........... 116 22. —0- —0- —0- 149 
Intersegment sales ................. 17 3 =0= —0- —0- 28 
Operating Profit or Loss United 
by Operating Segment States Canada Mexico France Italy Brazil 
Naituiralifibersie eee rtcem ance yeoman cee $ 526 —0- $ 92 $146 -0- $ 404 
SHMUMGHIC TOES .cnceoaaenengersounnes 22 $ 8 —0- -0- -0- 10 
Gather secret re oie cane recs mae 70 —0- 27 -0- $ 94 24 
PlasticSatan wieiane hater nes, ame vrl recente 182 74 —0- 18 24 68 
VV OOC Fetes eer eet carat eon 18 5 -0- -0- -0- 37 
United 
Assets by Operating Segment States Canada Mexico France Italy Brazil 
Natunalifibersivtes sesitat ss wse eae caren $1,005 —0- $223 $296 =0)= $ 817 
Symthetietibens ew. aetey een ye eer 163 $ 50 -0- -0- -0- 74 
WEN cn aceaeoeviade ssa ncobaeane 4 146 —0- 41 —0- $150 38 
Plates mien nese asaya neta tnron te? 425 7s —0- 54 58 By27/ 
WS0otcl aise au pW SOARES CARE SE REA S 66 19 -0- -0- -0- 143 
Required 


a. Determine the operating segments that should be reported separately in Battey’s 2011 financial 
statements. 

b. Determine the geographic areas for which Battey should report revenues separately in its 2011 financial 
statements. Assume that Battey has elected to define a material country as one in which sales to external 
customers are 10 percent or more of consolidated sales. 

c. Determine the volume of revenues that a single customer must generate to necessitate disclosure of a 
major customer. 


SOLUTION 


a. Battey Corporation determines its reportable operating segments by following a three-step process. 
First, it identifies operating segments. Second, it examines aggregation criteria to determine whether 
any operating segments may be combined. Third, it determines reportable operating segments by ap- 
plying the three quantitative threshold tests. 
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Identification of Operating Segments Battey’s internal reporting system provides information to the 
chief operating decision maker by operating division and by country. Either of these components con- 
ceivably could be identified as operating segments for segment reporting purposes. However, U.S. 
GAAP stipulates that, in this situation, the components based on products and services constitute the 
operating segments. Thus, the five operating divisions are identified as Battey’s operating segments. 

Aggregation Criteria Aggregation criteria are examined next to determine whether any operating seg- 
ments can be combined. Management determines that the economic characteristics of the natural fibers 
and synthetic fibers operating divisions are very similar. In addition, they are considerably similar with re- 
gard to the nature of the product, production process, customers, and distribution methods. Because each 
aggregation criterion is met, Battey elects to combine these two segments into a single fibers category. 

Quantitative Threshold Tests Determining Battey’s reportable operating segments depends on the 
three materiality tests described in this chapter. The revenue test can be performed directly from the 
information provided. Any operating segment with total revenues (including intersegment sales) 
equal to 10 percent or more of combined revenue (internal and external) must be reported separately: 


Revenue Test (in millions) 


Total Revenues 


Operating Segments (including intersegment) 
FIDENS ARS er een ecien pee tere ew ree tna a deny oem Crh are $4,464 60.8% 
[Keath eipetr em ereteetn ene atet tan nennny se Garant eh Angee tn at 694 9.5 
PLASTICS re Meare, cath reins ah ttes batd, Noe rems, teks ek es re hae 1,842 25.1 
NAY (YoYo | etn ceaeee ert tech os ROVE eal Reda BURA Lee HRC Ha eee 335 4.6 
Weve) Covnnloviaveve! REMEIMNUIES 4 oo sn ee noc uanantennnnue $7,335 100.0% 


Reportable segments are fibers and plastics. 


The profit or loss test is performed next. Battey must separately report any operating segment with 
profit or loss equal to 10 percent or more of the larger, in absolute amount, of combined segment 
profit (for those segments with a profit) or combined segment loss (for those segments with a loss). 
Because each of Battey’s operating segments generated a profit in 2011, this test can be applied by 
determining the total combined profit: 


Profit or Loss Test (in millions) 


Operating Segments Total Profit or Loss 
FID GhSiee cress poe ce ene ere eae ds unter n munueU RON CRRA $1,207 65.3% 
Garth eipatete we etece anew ere ere Wr tein eer eI ern ee ae 25 11.6 
PIAStIGS is ewer enca ete etry a cer wee ote en at ed 366 19.8 
WOO Clie onee rete canta) cineca Oly Sua Sen otter Werner erie mnie 60 3,3} 
Total combined segment profit .................. $ 1,848 100.0% 


Reportable segments are fibers, leather, and plastics. 


Finally, Battey performs the asset test: 


Asset Test (in millions) 


Operating Segments Total Assets 
lee] Gey acca shy Seabee kB cacao cca soe Sis ete Goatees tan Gs $2,628 61.6% 
evel gle] fess qactacene pom sceeenatnee tare On eiens Geo eam Aeon eens 375 8.8 
PlaStI GS each seae oe tes Se cha en) Se iin Om Roee attr HOG ae 1,037 24.3 
NAVIofo{0 lark rae eprgetanaped er tae ary ea amon aen na Nae ne Seen 228 5,3) 
Total combined segment assets .................. $ 4,268 100.0% 


Reportable segments are fibers and plastics. 
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Based on these three tests, data about the fibers, leather, and plastics operating segments must be 
reported separately. Information on the immaterial wood segment need not be reported. However, the 
revenues, profit, and assets of this segment are included in reconciliations to consolidated totals. 


Battey must report revenues from U.S. external customers, for all foreign countries, and for each for- 
eign country in which the company generates a material amount of revenues. Authoritative account- 
ing literature does not provide quantitative tests for determining when a foreign country is material 
but leave this to management’s judgment. Battey has decided to define materiality as sales to exter- 
nal customers equal to 10 percent or more of consolidated revenues. 


Revenue Test (in millions) 


Sales to 
Country External Customers 
WiMitGGES tates cea enc an ete Mee Sree Re Sean $ 3,123 45.0% 
(GEIRGICE} 's a arate n-ne wet acy Rum mence oe atm ARE Bees Wn nd ones 424 6.1 
NIGXICOsereere te eee rae gure een o Oemm ater ese want er 399 5.8 
GING sans deena Reg RAROR ER GaSe oe SE a obo SOS S 689 99 
Italy, Paces wera reat Mere nre Ae Ona eae ace 370 5.3 
Bley are 8 Soe ee cetbrn auto plier ita wisi enintne et RAG a tain Alten 1,940 27.9 
Total consolidated revenues ..................... $ 6,945 100.0% 


Using this criterion, Battey reports results for the United States and Brazil separately and com- 
bines the remaining countries into an All Other category. Alternatively, if Battey had established a 
materiality threshold of 5 percent, it would report separately each of the foreign countries in which it 
generates revenues. Again, determination of materiality is left to management’s judgment. 

The significance test for disclosure of a major customer is 10 percent of consolidated revenues. 
Battey must report the existence of any major customer from which it generated $694.5 million or 
more in revenues during 2011. 


Questions 


. How does the consolidation process tend to disguise information needed to analyze the financial 


operations of a diversified organization? 


2. What is disaggregated financial information? 


According to the FASB, what is the major objective of segment reporting? 


. The management approach requires a firm to define segments on the basis of its internal organiza- 


tion structure. What are the advantages in defining segments on this basis? 
What is an operating segment? 


. How should a company determine operating segments when it disaggregates business activities in 


more than one way and the chief operating decision maker uses multiple sets of reports? 


7. Describe the three tests to identify reportable operating segments. 


8. What information must an enterprise report for each of its material operating segments? 


9. Under what conditions must an enterprise provide information about products and services? 


10. 
11. 
12. 


13. 
14. 


Ss 


16. 
U7, 


18. 


Under what conditions must an enterprise provide information about geographic areas? 
What information must an enterprise report by geographic area? 


To satisfy geographic area disclosure requirements, what are the minimum and maximum numbers 
of countries for which information should be reported separately? 


Under what conditions should a company disclose the amount of sales from a major customer? 


What are the major differences between U.S. GAAP and /FRS 8 with respect to the disclosures that 
are required to be provided for each separately reportable operating segment? 


Why are publicly traded companies in the United States required to prepare interim reports on a 
quarterly basis? 


What approach are companies required to follow in preparing interim financial statements? 


How should a company handle LIFO liquidation in an interim period when the liquidated inventory 
is expected to be replaced by year-end? 


How does a company determine the amount of income tax expense to report in an interim period? 


362 Chapter 8 


. What procedures must companies follow to account for a change in accounting principle made in 


other than the first interim period of the year? 


. What minimum information must an enterprise provide in an interim report? 
. What type of segment information must companies provide in interim financial statements? 
. How would an annual bonus paid at year-end be treated under JAS 34 and how does this treatment 


differ from what is required under U.S. GAAP? 


Problems 


LO1, LO3, LO4 


. Which of the following does the U.S. GAAP not consider to be an objective of segment reporting? 


a. It helps users better understand the enterprise’s performance. 

b. It helps users better assess the enterprise’s prospects for future cash flows. 

c. It helps users make more informed judgments about the enterprise as a whole. 
d 


It helps users make comparisons between a segment of one enterprise and a similar segment of 
another enterprise. 


. Under current U.S. accounting guidelines, which of the following items of information is Most 


Company not required to disclose, even if it were material in amount? 

a. Revenues generated from sales of its consumer products line of goods. 
b. Revenues generated by its Japanese subsidiary. 

c. Revenues generated from export sales. 

d. Revenues generated from sales to Walmart. 


. Which of the following operating segment disclosures is not required under current U.S. accounting 


guidelines? 

a. Liabilities. 

b. Interest expense. 

c. Intersegment sales. 

d. Unusual items (extraordinary items and discontinued operations). 


. In determining whether a particular operating segment is of significant size to warrant disclosure, 


which of the following is true? 

a. Three tests are applied, and all three must be met. 
b. Four tests are applied, and only one must be met. 
c. Three tests are applied, and only one must be met. 
d. Four tests are applied, and all four must be met. 


. Which of the following statements is not true under U.S. GAAP? 


a. Operating segments can be determined by looking at a company’s organization chart. 

b. Companies must combine individual foreign countries into geographic areas to comply with the 
geographic area disclosure requirements. 

c. Companies that define their operating segments by product lines must provide revenue and as- 
set information for the domestic country, for all foreign countries in total, and for each material 
foreign country. 

d. Companies must disclose total assets, investment in equity method affiliates, and total expendi- 
tures for long-lived assets by operating segment. 


. Which of the following is not necessarily true for an operating segment? 


a. An operating segment earns revenues and incurs expenses. 


b. The chief operating decision maker regularly reviews an operating segment to assess perfor- 
mance and make resource allocation decisions. 


c. Discrete financial information generated by the internal accounting system is available for an op- 
erating segment. 
d. An operating segment regularly generates a profit from its normal, ongoing operations. 


. Which of the following is a criterion for determining whether an operating segment is separately 


reportable? 

a. Segment liabilities are 10 percent or more of consolidated liabilities. 

b. Segment profit or loss is 10 percent or more of consolidated net income. 
c. Segment assets are 10 percent or more of combined segment assets. 
d 


Segment revenues from external sales are 5 percent or more of combined segment revenues from 
external sales. 
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. Which of the following statements concerning U.S. GAAP is true? 


a. Does not require segment information to be reported in accordance with generally accepted 
accounting principles. 


b. Does not require a reconciliation of segment assets to consolidated assets. 
c. Requires geographic area information to be disclosed in interim financial statements. 
d. Requires disclosure of a major customer’s identity. 


. Plume Company has a paper products operating segment. Which of the following items does it not 


have to report for this segment? 

a. Interest expense. 

b. Research and development expense. 

c. Depreciation and amortization expense. 

d. Interest income. 

Which of the following items is required to be disclosed by geographic area? 

a. Total assets. 

b. Revenues from external customers. 

c. Profit or loss. 

d. Capital expenditures. 

According to U.S. GAAP, which of the following is an acceptable grouping of countries for provid- 
ing information by geographic area? 

a. United States, Mexico, Japan, Spain, All Other Countries. 

b. United States, Canada and Mexico, Germany, Italy. 

c. Europe, Asia, Africa. 

d. Canada, Germany, France, All Other Countries. 

What information about revenues by geographic area should a company present? 


a. Disclose separately the amount of sales to unaffiliated customers and the amount of intra-entity 
sales between geographic areas. 


b. Disclose as a combined amount sales to unaffiliated customers and intra-entity sales between 
geographic areas. 


c. Disclose separately the amount of sales to unaffiliated customers but not the amount of intra-entity 
sales between geographic areas. 


d. No disclosure of revenues from foreign operations need be reported. 

Which of the following information items with regard to a major customer must be disclosed? 

a. The identity of the customer. 

b. The percentage of total sales derived from the major customer. 

c. The operating segment making the sale. 

d. The geographic area from which the sale was made. 

Which of the following statements is true for a company that has managers responsible for prod- 
uct and service lines of business and managers responsible for geographic areas (matrix form of 
organization)? 

a. Under U.S. GAAP, the company must base operating segments on geographic areas. 

b. Under IFRS, the company must base operating segments on product and service lines of business. 


c. Under U.S. GAAP, the company may choose to define operating segments on the basis of either 
products and services or geographic areas. 


d. Under IFRS, the company must refer to the core principle of JFRS 8 to determine operating segments. 


In considering interim financial reporting, how does current U.S. GAAP require that such reporting 
be viewed? 


a. Asa special type of reporting that need not follow generally accepted accounting principles. 
b. As useful only if activity is evenly spread throughout the year making estimates unnecessary. 
c. As reporting for a basic accounting period. 

d. As reporting for an integral part of an annual period. 

How should material seasonal variations in revenue be reflected in interim financial statements? 


a. The seasonal nature should be disclosed, and the interim report should be supplemented with a 
report on the 12-month period ended at the interim date for both the current and preceding years. 
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b. The seasonal nature should be disclosed, but no attempt should be made to reflect the effect of 
past seasonality on financial statements. 


c. The seasonal nature should be reflected by providing pro forma financial statements for the cur- 
rent interim period. 


d. No attempt should be made to reflect seasonality in interim financial statements. 

For interim financial reporting, an extraordinary gain occurring in the second quarter should be 

a. Recognized ratably over the last three quarters. 

b. Recognized ratably over all four quarters, with the first quarter being restated. 

c. Recognized in the second quarter. 

d. Disclosed by footnote only in the second quarter. 

Which of the following items must be disclosed in interim reports? 

a. Total assets. 

b. Total liabilities. 

c. Cash flow from operating activities. 

d. Gross revenues. 

Which of the following items is not required to be reported in interim financial statements for each 
material operating segment? 

a. Revenues from external customers. 

b. Intersegment revenues. 

c. Segment assets. 

d. Segment profit or loss. 

Niceville Company pays property taxes of $100,000 in the second quarter of the year. Which of 
the following statements is true with respect to the recognition of property tax expense in interim 
financial statements? 

a. Under U.S. GAAP, the company would report property tax expense of $100,000 in the second 
uarter of the year. 


> 
ca 


nder IFRS, the company would report property tax expense of $100,000 in the second quarter 
f the year. 


ony 
aro 


nder U.S. GAAP, the company would report property tax expense of $33,333 in each of the 

econd, third, and fourth quarters of the year. 

d. Under IFRS, the company would report property tax expense of $25,000 in the first quarter of 
the year. 


n 


Estilo Company has three operating segments with the following information: 


Paper Pencils Hats 
Sales to outsiders ............. $8,000 $4,000 $6,000 
Intersegment transfers ......... 600 1,000 1,400 


In addition, corporate headquarters generates revenues of $1,000. 
What is the minimum amount of revenue that each of these segments must generate to be con- 
sidered separately reportable? 


a. $1,800. 
b. $1,900. 
c. $2,000. 
d. $2,100. 
Carson Company has four separate operating segments: 
Apples Oranges Pears Peaches 
Sales to outsiders ............. $123,000 $81,000 $95,000 $77,000 
Intersegment transfers ......... 31,000 26,000 13,000 18,000 


What revenue amount must one customer generate before it must be identified as a major customer? 
a. $37,600. 
b. $41,200. 
c. $46,400. 
d. $56,400. 
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Jarvis Corporation has six different operating segments reporting the following operating profit and 
loss figures: 


K $ 80,000 loss N $440,000 profit 
L 140,000 profit O 90,000 profit 
M 940,000 loss P 100,000 profit 


With respect to the profit or loss test, which of the following statements is not true? 
a. K is nota reportable segment based on this one test. 

b. Lisareportable segment based on this one test. 

c. O is nota reportable segment based on this one test. 

d. P is areportable segment based on this one test. 


Quatro Corp. engages solely in manufacturing operations. The following data pertain to the operat- 
ing segments for the current year: 
Operating Total 
Segment Revenues Profit Assets at 12/31 

TNE ere Or ete ee ere Reels ta $10,000,000 $1,750,000 $20,000,000 
Bye eee eta Peete eres eae 8,000,000 1,400,000 17,500,000 
aa tana ers Cereals Caco 6,000,000 1,200,000 12,500,000 
BP a aap er a ee 3,000,000 550,000 7,500,000 
Ee es orn oy ee ee or ote 4,250,000 675,000 7,000,000 
Boyes Sie eo rae eamear giants a 1,500,000 225,000 3,000,000 

WWovwell con aad ores eae $32,750,000 $5,800,000 $67,500,000 


In its segment information for the current year, how many reportable segments does Quatro have? 
a. Three. 

b. Four. 

c. Five. 

d. Six. 

What is the minimum number of operating segments that must be separately reported? 

Ten. 


SS 


Segments with at least 75 percent of revenues as measured by the revenue test. 
At least 75 percent of the segments must be separately reported. 


a9 


. Segments with at least 75 percent of the revenues generated from outside parties. 


Medford Company has seven operating segments but only four (G, H, I, and J) are of significant 
size to warrant separate disclosure. As a whole, the segments generated revenues of $710,000 
($520,000 + $190,000) from outside parties. In addition, the segments had $260,000 in inter- 
segment transfers ($220,000 + $40,000). 


Outside Sales Intersegment Sales 

Ge eee ence eco $120,000 $ 80,000 
Ilha aie eect erate vowrarian 150,000 50,000 
eee ee ener 160,000 20,000 
tater era ats een. Seeman she 90,000 70,000 

lOtalss eee ee $520,000 $220,000 
une neeiee ate eae er $ 60,000 -0- 
Lg.gaa ai as dogs bo 64 70,000 $ 20,000 
eee ale eee tcl ate 60,000 20,000 

IGIGIS yeadion dese ke $190,000 $ 40,000 


Which of the following statements is true? 

a. A sufficient number of segments are being reported because those segments have $740,000 in 
revenues of a total of $970,000 for the company as a whole. 

b. Not enough segments are being reported because those segments have $520,000 in outside sales 
of a total of $710,000 for the company as a whole. 

c. Not enough segments are being reported because those segments have $740,000 in revenues of 
a total of $970,000 for the company as a whole. 
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d. A sufficient number of segments are being reported because those segments have $520,000 in 
outside sales of a total of $710,000 for the company as a whole. 


Philo Company estimates that the amounts for total depreciation expense for the year ending 
December 31 will be $60,000 and for year-end bonuses to employees will be $120,000. What total 
amount of expense relating to these two items should Philo report in its quarterly income statement 
for the three months ended June 30? 


a. $15,000. 
b. $30,000. 
c. $45,000. 
d. $90,000. 


Ming Company’s $100,000 income for the quarter ended September 30 included the following 
after-tax items: 


* $20,000 of a $40,000 extraordinary loss, realized on August 15; the other $20,000 was allocated 
to the fourth quarter of the year. 


¢ A $16,000 cumulative effect loss resulting from a change in inventory valuation method made on 
September 1. 


* $12,000 of the $48,000 annual property taxes paid on February 1. 

For the quarter ended September 30, the correct amount of net income that Ming should report is 
a. $80,000. 

b. $88,000. 

c. $96,000. 

d. $116,000. 


In March 2011, Archibald Company estimated its year-end executive bonuses to be $1,000,000. The 
executive bonus paid in 2010 was $950,000. What amount of bonus expense, if any, should 
Archibald recognize in determining net income for the first quarter of 2011? 


a. -0-. 

b. $237,500. 
c. $250,000. 
d. $1,000,000. 


Use the following information for problems 30 and 31. 


On March 15, Calloway, Inc., paid property taxes of $480,000 for the calendar year. 


30. How much of this expense should Calloway’s income statement reflect for the quarter ending 


31. 


March 31? 

a. —0-. 

b. $40,000. 
c. $120,000. 
d. $480,000. 


The journal entry at March 15 to record the payment of property taxes would include which of the 
following? 


a. A debit to Property Tax Expense of $480,000. 
b. A credit to Cash of $120,000. 

c. A debit to Prepaid Property Taxes of $360,000. 
d. A credit to Prepaid Property Taxes of $40,000. 


Use the following information for problems 32 and 33. 

Lifetime Sports, Inc., uses the LIFO cost-flow assumption to value inventory. It began the current year 
with 1,000 units of inventory carried at LIFO cost of $50 per unit. During the first quarter, it purchased 
5,000 units at an average cost of $80 per unit and sold 5,300 units at $100 per unit. 


32. The company does not expect to replace the units of beginning inventory sold; it plans to reduce 


inventory by year-end to 500 units. What amount of cost of goods sold is to be recorded for the quar- 
ter ended March 31? 


a. $415,000. 
b. $424,000. 
c. $424,600. 
d. $434,600. 
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33. The company expects to replace the units of beginning inventory sold in April at a cost of $82 per 
unit and expects inventory at year-end to be between 1,500 and 2,000 units. What amount of cost of 
goods sold is to be recorded for the quarter ended March 31? 


34. 


35% 


36. 


a. $415,000. 
b. $424,000. 
c. $424,600. 
d. $434,600. 


Fireside Corporation is organized into four operating segments. The internal reporting system gen- 


erated the following segment information: 


Revenues from 


Outsiders 
Gals nee eee a $1,200,000 
Gdlendars@aretaee eee 900,000 
GlOthimG eer een eee ee 1,000,000 
BOOkSeeeer ee re or ee me 800,000 


Intersegment Operating 
Transfers Expenses 
$100,000 $ 900,000 

200,000 1,350,000 
-0- 700,000 
50,000 770,000 


The company incurred additional operating expenses (of a general nature) of $700,000. 
What is the profit or loss of each of these segments? Perform the profit or loss test to determine 


which of these segments is separately reportable. 


Ecru Company has identified five industry segments: plastics, metals, lumber, paper, and finance. 
It appropriately consolidated each of these segments in producing its annual financial statements. 
Information describing each segment (in thousands) follows: 


Plastics Metals Lumber Paper Finance 

Sales to outside parties ....... $6,319 $2,144 $636 $347 —0- 
Intersegment transfers........ 106 131 96 108 —0- 
Interest income from 

outside parties............. —0- 19 6 -0- § 27 
Interest income from 

intersegment loans ......... 0 0. 0. 0: 159 
Operating expenses.......... 3,914 1,612 916 579 16 
WEES OORMNGS on cc ccucescs 61 16 Sl 31 87 
Tangible assets ............. 1,291 2,986 314 561 104 
Intangible assets ............ 2 361 -0- 48 -0- 
Intersegment loans .......... 0 0: 0 0: 664 


Ecru does not allocate its $1,250,000 in common expenses to the various segments. 
Perform testing procedures to determine Ecru’s reportable operating segments. 


Following is financial information describing the six operating segments that make up Fairfield, Inc. 


(in thousands): 


Red Blue 
Sales to outside parties...... $1,811 $812 
Intersegment revenues ...... 16 91 
Salary expense ............ 614 379 
INGIME OMENS cocoa 5 eeog os 139 166 
Interestiexpense 45s. sae. 65 59 
Income tax expense (savings) . 141 87 


Segments 
Green Pink Black White 
$514 $309 $121 $ 99 
109 —0- 16 302 
402 312 Bla 62 
81 92 42 31 
82 49 14 5) 
61 (86) (64) -0- 


Consider the following questions independently. None of the six segments has a primarily financial 


nature. 


a. What minimum revenue amount must any one segment generate to be of significant size to 


require disaggregated disclosure? 


b. If only Red, Blue, and Green necessitate separate disclosure, is Fairfield disclosing disaggre- 


gated data for enough segments? 


c. What volume of revenues must a single client generate to necessitate disclosing the existence of 


a major customer? 
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d. If each of these six segments has a profit or loss (in thousands) as follows, which warrants sep- 
arate disclosure? 


NGIe) a a ails gee oe $1,074 Bitikgereesre eras $ (94) 
Blue a eee ae 449 Black Gey (222) 
Gye essuceesse 140 WAS shaven awe 308 


37. Mason Company has prepared consolidated financial statements for the current year and is now 
gathering information in connection with the following five operating segments it has identified. 
Determine the reportable segments by performing each applicable test. Also describe the proce- 
dure utilized to ensure that a sufficient number of segments are being separately disclosed. (Figures 
are in thousands.) 


Company 
Total Books Computers Maps_ Travel Finance 

Sales to outside parties ... $1,547 $121 $ 696 $416 $314 —0- 
Intersegment sales ...... 421 24 240 39 118 -0- 
Interest income— 

extelinaly a eee 97 60 0 0: 0 $ 37 
Interest income— 

intersegment loans ..... 147 —0- 0 0 0 147 
ASSES stmtnn iene a netuny ae: 3,398 06 1,378 248 326 1,240 
Operating expenses ..... 1,460 1715 818 304 190 33 
Expenses— 

intersegment sales ..... 198 70 51 31 46 -0- 
Interest expense— 

extenmalie sews seers 107 —0- 0 0. 0 107 
Interest expense— 

intersegment loans ..... 177 21 71 38 47 -0- 
Income tax expense 

GAMINGS) 2 accccueneeus 21 12 (41) 27 31 (8) 
General corporate 

GMOS. cqeaescoea aus 3) 
Unallocated 

operating costs ........ 80 


38. Slatter Corporation operates primarily in the United States. However, a few years ago, it opened a 
plant in Spain to produce merchandise to sell there. This foreign operation has been so successful 
that during the past 24 months the company started a manufacturing plant in Italy and another in 
Greece. Financial information for each of these facilities follows: 


Spain Italy Greece 
SalGS gee era oe ee ec ree eee erate $395,000 $272,000 $463,000 
Intersegment transfers ................ —0- —0- 62,000 
Operating expenses .................. 172,000 206,000 190,000 
InteneSt:exO@MSe@! aa ac. ave tasahe ie ences aeuers 16,000 29,000 19,000 
ImGOMmegtaxes ea spe ni hee re eee eg 67,000 19,000 34,000 
WOM HIMACLEBSNS ,cncueceeteuenanvens 191,000 106,000 72,000 


The company’s domestic (U.S.) operations reported the following information for the current year: 


Sales to unaffiliated customers ............... $4,610,000 
IMWEASLOVAMEIME WEINISIEIS. 2c coon easanevessueces 427,000 
@peratingiexpenses: vars a weehe ee eee 2,410,000 
[mterestiexOeMSec es cicy sete nececeeeey yess cnatceeresnengeeees 136,000 
INGOMestaXeSieter ye wtew ee one re enue ee eee ae 819,000 
LongslivVedraSSets nee. eae ant nen eres 1,894,000 


Slatter has adopted the following criteria for determining the materiality of an individual foreign 

country: (1) sales to unaffiliated customers within a country are 10 percent or more of consolidated 

sales or (2) long-lived assets within a country are 10 percent or more of consolidated long-lived assets. 
Apply Slatter’s materiality tests to identify the countries to report separately. 
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LO6 39. Noventis Corporation prepared the following estimates for the four quarters of the current year: 
First Second Third Fourth 
Quarter Quarter Quarter Quarter 
SaleState erate te ere eres $1,000,000 $1,200,000 $1,400,000 $1,600,000 
Cost of goods sold ......... 400,000 480,000 550,000 600,000 
Administrative costs ........ 250,000 155,000 160,000 170,000 
Advertising costs ........... —0- 100,000 == == 
Executive bonuses.......... —0- —0- —0- 80,000 
Provision for bad debts ...... -0- —0- —0- 52,000 
Annual maintenance costs ... 60,000 —0- —0- —0- 


Additional Information 
¢ First-quarter administrative costs include the $100,000 annual insurance premium. 
¢ Advertising costs paid in the second quarter relate to television advertisements that will be broadcast 
throughout the entire year. 
¢ No special items affect income during the year. 
e Noventis estimates an effective income tax rate for the year of 40 percent. 
a. Assuming that actual results do not vary from the estimates provided, determine the amount of 
income to be reported each quarter of the current year. 
b. Assume that actual results do not vary from the estimates provided except for that in the third 
quarter, the estimated annual effective income tax rate is revised downward to 38 percent. De- 
termine the amount of income to be reported each quarter of the current year. 


LO6 40. Cambi Company began operations on January 1, 2010. In the second quarter of 2011, it adopted the 
FIFO method of inventory valuation. In the past, it used the LIFO method. The company’s interim 
income statements as originally reported under the LIFO method follow: 


2010 2011 

1stQ 2ndQ 3rdQ 4thQ 1stQ 
SAlCS Mis are eee Oe eahe Colts $10,000 $12,000 $14,000 $16,000 $18,000 
Cost of goods sold (LIFO) ..... 4,000 5,000 5,800 7,000 8,500 
Operating expenses ......... 2,000 2,200 2,600 3,000 3,200 
Income before income taxes... $4,000 $ 4,800 $ 5,600 $6,000 $ 6,300 
Income taxes (40%) ......... 1,600 1,920 2,240 2,400 2,520 
INTAGOMMIE scans enuadont $ 2,400 $ 2,880 $ 3,360 $ 3,600 $ 3,780 


If the FIFO method had been used since the company began operations, cost of goods sold in each 
of the previous quarters would have been as follows: 


2010 2011 
1stQ 2ndQ 3rdQ AthQ 1stQ 
Cost of goods sold (FIFO) .......... $3,800 $4600 $5,200 $6,000 $7,400 


Sales for the second quarter of 2011 are $20,000, cost of goods sold under the FIFO method is 
$9,000, and operating expenses are $3,400. The effective tax rate remains 40 percent. Cambi Com- 
pany has 1,000 shares of common stock outstanding. 

Prepare a schedule showing the calculation of net income and earnings per share that Cambi 
reports for the three-month period and the six-month period ended June 30, 2011. 


LO6 41. The following information for Quadrado Corporation relates to the three-month period ending 
September 30, 2011. 


Units Price per Unit 
SVIESS Row nd Be orn es Pe Be 110,000 $20 
Beginning inventory .......... 20,000 12 
PUIKGIERES: sna Anon wean a ede ad 100,000 14 


ACHMG| MMMENMWON ooo caccacecas 10,000 —0- 
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Quadrado expects to purchase 150,000 units of inventory in the fourth quarter of 2011 at a cost 
of $15 per unit, and to have on hand 30,000 units of inventory at year-end. Quadrado uses the last- 
in, first-out (LIFO) method to account for inventory costs. 

Determine the cost of goods sold and gross profit amounts to record for the three months ending 
September 30, 2011. Prepare journal entries to reflect these amounts. 


Develop Your 
Skills 


RESEARCH CASE 1—SEGMENT REPORTING 


Ore 


Many companies make annual reports available on their corporate Internet home page. Annual reports 
also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, search for 
10-K). Access the most recent annual report for a company with which you are familiar to complete the 
following requirements. 


Required 
Prepare a one-page report describing your findings for the following: 


1. The company’s reported operating segments and whether they are based on product lines, geographic 
areas, or some other basis. 


2. The importance of each operating segment for the company as a whole in terms of revenues, income, 
and assets. 


3. Whether the company provides any enterprisewide disclosures in addition to disclosures related to its 
operating segments. 


4. Whether the company provides disclosures about major customers. 


RESEARCH CASE 2—INTERIM REPORTING 


Ore 


Many companies make quarterly reports available on their corporate Internet home page. Quarterly 
reports also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, 
search for 10-Q). Access the most recent quarterly report for a company with which you are familiar to 
complete the following requirements. 


Required 

Prepare a one-page report describing your findings for the following: 

1. Whether the company provides the minimum disclosures required for interim reports. 
2. Any disclosures the company provides that exceed the minimum disclosures required. 


3. The various year-to-year comparisons that can be made using the disclosures provided in the quar- 
terly report. 


RESEARCH CASE 3—OPERATING SEGMENTS 


Ore 


Many companies make annual reports available on their corporate Internet home page. Annual reports 
also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, search for 
10-K). Access the most recent annual report for each of the following companies: 


Abbott Laboratories 
Eaton 

General Electric 
United Technologies 


Required 

Prepare a one-page report summarizing your findings for the following: 

1. The two most important operating segments in terms of percentage of total revenues. 
2. The two operating segments with the largest growth in revenues. 

3. The two most profitable operating segments in terms of profit margin. 
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RESEARCH CASE 4—COMPARABILITY OF GEOGRAPHIC AREA INFORMATION 


CPA Many companies make annual reports available on their corporate Internet home page. Annual reports 
skills also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, search for 
10-K). Access the most recent annual report for each of the following companies: 
Bristol Myers Squibb 
Eli Lilly 
Merck 
Pfizer 


Required 


Prepare a one-page report describing the comparability of the geographic area information provided by 
these companies. 


RESEARCH CASE 5—WITHIN INDUSTRY COMPARISON OF SEGMENT INFORMATION 


CPA Many companies make annual reports available on their corporate Internet home page. Annual reports 
skills also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, search for 
10-K). Access the most recent annual report for two companies generally considered to be competitors. 
Possible companies include these: 
Beverages: Coca-Cola, PepsiCo 
Chemical: Dow Chemical, DuPont, Monsanto, Union Carbide 
Computer: Apple Computer, Dell, Hewlett-Packard, IBM 
Food products: Campbell Soup, Heinz, Sara Lee 
Petroleum: Chevron, ExxonMobil 
Pharmaceutical: Eli Lilly, Merck, Pfizer 
Toys: Hasbro, Mattel 


Required 


Based solely on the segment information provided, prepare a one-page report describing and comparing 
the two companies. 


ACCOUNTING STANDARDS CASE 1—SEGMENT REPORTING 


CPA Nuland International Corporation recently acquired 40 percent of Scott Trading Company and appropri- 

skills ately accounts for this investment under the equity method. Nuland’s corporate controller is in the 
process of determining the company’s operating segments for purposes of preparing financial statements 
for the current year. He has determined that the investment in Scott meets the definition of an operating 
segment (i.e., Scott earns revenues and incurs expenses, Nuland’s chief operating officer regularly re- 
views Scott’s operating results, and Scott provides Nuland with a complete set of financial statements). 
However, because Nuland does not control Scott, the controller is not sure whether the investment in 
Scott can be considered a separate operating segment. 


Required 


Search current U.S. authoritative accounting literature to determine whether an equity method investment 
can be treated as an operating segment for financial reporting purposes. If so, explain the conditions un- 
der which this would be possible. Identify the source of guidance for answering this question. 


ACCOUNTING STANDARDS CASE 2—INTERIM REPORTING 


CP "A Caplan Pharma, Inc., recently was sued by a competitor for possible infringement of the competitor’s patent 
skills on a top-selling flu vaccine. The plaintiff is suing for damages of $15 million. Caplan’s CFO has discussed 
the case with legal counsel, who believes it is possible that Caplan will not be able to successfully defend 

the lawsuit. The CFO knows that current U.S. accounting guidelines require that contingencies (such as law- 

suits) must be disclosed in the annual report when a loss is possible. However, she is unsure whether this 

rule must be applied in the preparation of interim financial statements. She also knows that disclosure is 
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necessary only if the amount is material, but she is unsure whether materiality should be assessed in rela- 
tion to results for the interim period or for the entire year. 
Required 


Search current U.S. accounting standards to determine whether contingencies are required to be dis- 
closed in interim reports, and, if so, how materiality is to be determined. Identify the source of guidance 
for answering these questions. 


ANALYSIS CASE—WALMART INTERIM AND SEGMENT REPORTING 


CPA The following information was extracted from quarterly reports for Walmart Stores, Inc. (amounts 
Skills in millions): 
Three Months Three Months Three Months 
Ended April 30, Ended July 31, Ended October 31, 
Operating Income 2008 2007 2008 2007 2008 2007 
Walmart Stores ......... $4,362 $3,979 $4,715 $4,256 $4,286 $3,995 
Internationa lane: 1,044 903 1,202 1,032 1,182 1,069 
Sams: Glubieeessreari erect: 386 370 432 445 365 359 


The following information was extracted from the notes to the financial statements in the Walmart 
Stores, Inc., Annual Report (for the fiscal year ended January 31, 2009, amounts in millions): 


11 Segments 
Fiscal Year Ended January 31, 2009 


Walmart 
Stores International Sam’s Club Other Consolidated 
Revenues from 
external customers ..... $255,745 $98,645 $46,854 — $401,244 
Operating income (loss) .. . 18,763 4,940 1,610 $(2,515) 22,798 
Total assets of continuing 
operations .......... 84,361 59,903 2389) 6,631 163,234 


12 Quarterly Financial Data (Unaudited) 
(amounts in millions except per share data) 


Quarters Ended 


Fiscal 2009 April 30 July 31 October 31 January 31 
Netésaless ices ner ien tee $94,070 $101,544 $97,634 $107,996 
Gostolisalesumen steer ren ter ae: 71,845 77,599 74,114 82,601 
NetiinGomMme seein e-eunemeen Lente 3,022 3,449 3,138 3,792 
Net income per common share ...... $ 0.76 $ 0.87 $ 0.80 $ 0.96 
Required 


1. Assess the seasonal nature of Walmart’s sales and income for the company as a whole and by oper- 
ating segment. 


2. Assess Walmart’s profitability by quarter and by operating segment. 


EXCEL CASE—COCA-COLA GEOGRAPHIC SEGMENT INFORMATION 


CPA The Coca-Cola Company is organized geographically and defines reportable operating segments as 
skills regions of the world. The following information was extracted from Note 21 (Operating Segments) in the 
Coca-Cola Company 2008 Annual Report: 


Information about our Company's operations by operating segment for the years ended December 31, 2008, 2007, and 2006, is as follows (in millions): 


Eurasia Latin North Bottling 
and Africa Europe America America Pacific Investments Corporate Eliminations Consolidated 
2008 
Net operating revenues: 
UIMUCHORWIN cndc ce os a sedacone $2,135 $4,785 $3,623 $ 8,205 $4,358 $8,731 $ 107 $ — $31,944 
IMtenSeQniemit esrccn eens ene eee 192 1,016 212 75 337 200 _ (2,032) _ 
Total net revenues ............ 2,327 5,801 3,835 8,280 4,695 8,931 107 (2,032) 31,944 
Operating income (loss) .......... 834 3,175 2,099 1,584 1,858 264 (1,368) _— 8,446 
Interest income ................ — _ _— _ — —_— 333 —_ 333 
[MESON coruandednsgone _ _ _ _ _— _— 438 _ 438 
Depreciation and amortization .... . 26 169 42 376 78 409 128 — 1,228 
Equity income (loss)—net ........ (14) (4) 6 (2) (19) (844) 3 _— (874) 
Income (loss) before income taxes . . 811 3,182 2,082 1,587 1,836 (625) (1,434) _— 7,439 
Identifiable operating assets ...... 956 3,012 1,849 10,845 1,444 7,935 8,699 — 34,740 
InvestmentSaacm sn ee eases 395 179 199 4 72 4,873 57 _— 5,779 
Capital expenditures ............ 67 76 58 493 177 818 279 _— 1,968 
2007 
Net operating revenues: 
Mhindpanty cere ec oe cree $1,941 $4,447 $3,069 $ 7,761 $3,997 $7,570 $ 72 $ — $28,857 
Imtensegment.... 4.45. .2e one 168 845 7/5 Ws 409 ss) —_— (1,797) —_— 
Total net revenues ............ 2,109 5292) 3,244 7,836 4,406 7,695 V2 (1,797) 28,857 
Operating income (loss) .......... 667 Og 5 1,749 1,696 1,699 153 (1,487) — 7,252 
Interest income ................ —_ _— —_ _— —_— —_ 236 — 236 
MEMES CMOS so ccenenganeces = — = = — — 456 — 456 
Depreciation and amortization ..... 28 141 41 359 82 388 129 — 1,163 
Equity income (loss)—net ........ 37 11 1 4 (14) 630 (1) — 668 
Income (loss) before income taxes . . 696 2,796 1,752 1,700 1,665 761 (1,497) = 7,873 
Identifiable operating assets ...... 1,023 2,997 1,989 10,510 1,468 8,962 8,543 — 35,492 
IMVESTNTG IES emanation mee eeu eas 386 iii 245 18 23} 6,949 45 —_— UCT 
Capital expenditures ............ 74 79 47 344 191 645 268 —_ 1,648 
2006 
Net operating revenues: 
UMC ORIN oo onc oe cdeaa moans $1,680 $3,874 $2,484 $ 7,013 $3,990 $4,954 $ 93 $ — $24,088 
Intenseqnieniteesssetrst eres 124 703 132 16 128 89 —_— (1,192) — 
Total net revenues ............ 1,804 4,577 2,616 7,029 4,118 5,043 93 (1,192) 24,088 
Operating income (loss) .......... 592 2,361 1,438 1,683 1,650 18 (1,434) — 6,308 
Interest income ................ —_— _— —_— _— —_ —_— 193 — 193 
IntereswexDensem eee ete ae = = = = = = 220 _— 220 
Depreciation and amortization .... . DB 101 25) 361 60 278 90 — 938 
Equity income (loss)—net ........ 38 11 (2) 9 (10) 56 — — 102 
Income (loss) before income taxes . . 619 2,380 1,433 1,690 1,633 67 (1,244) = 6,578 
Identifiable operating assets ...... 853 2,590 1,516 4,778 1,120 5,953 6,370 — 23,180 
AWESHMUENIES: bo ted Soweto weebonue 328 97 il WZ 16 6,302 DD — 6,783 
SI Capital expenditures ............ 42 94 44 421 133 418 255 — 1,407 
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Required 
1. Use an electronic spreadsheet to calculate the following measures for each of Coca-Cola’s reportable 
operating segments (excluding Bottling Investments and Corporate): 
Percentage of total net revenues, 2007 and 2008. 
Percentage change in total net revenues, 2006 to 2007 and 2007 to 2008. 
Operating income as a percentage of total net revenues (profit margin), 2007 and 2008. 


2. Determine whether you believe Coca-Cola should attempt to expand its operations in a particular 
region of the world to increase operating revenues and operating income. 


3. List any additional information you would like to have to conduct your analysis. 


Foreign Currency 
Transactions and 
Hedging Foreign 
Exchange Risk 


Today, international business transactions are a regular occurrence. In 
its 2008 annual report, Lockheed Martin Corporation reported export 
sales of $5.9 billion, representing 14 percent of total sales. Even small 
businesses are significantly involved in transactions occurring 
throughout the world as evidenced by this excerpt from Cirrus Logic, 
Inc.'s 2008 Annual Report: “Export sales, principally to Asia, include 
sales to U.S.-based customers with manufacturing plants overseas and 
represented 62 percent, 62 percent, and 66 percent of our net sales in 
fiscal years 2008, 2007, and 2006, respectively.” Collections from ex- 
port sales or payments for imported items may be made not in U.S. 
dollars but in pesos, pounds, yen, and the like depending on the ne- 
gotiated terms of the transaction. As the foreign currency exchange 
rates fluctuate, so does the U.S. dollar value of these export sales and 
import purchases. Companies often find it necessary to engage in 
some form of hedging activity to reduce losses arising from fluctuat- 
ing exchange rates. At the end of fiscal year 2008 as part of its foreign 
currency hedging activities, Textron, Inc., reported having outstanding 
foreign currency forward contracts and options with a notional value 
of $1.0 billion. 

This chapter covers accounting issues related to foreign currency 
transactions and foreign currency hedging activities. To provide back- 
ground for subsequent discussions of the accounting issues, the chapter 
begins by describing foreign exchange markets. The chapter then dis- 
cusses accounting for import and export transactions, followed by cov- 
erage of various hedging techniques. Because they are most popular, 
the discussion concentrates on forward contracts and options. Under- 
standing how to account for these items is important for any company 
engaged in international transactions. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand concepts 
related to foreign 
currency, exchange rates, 
and foreign exchange risk. 


LO2 Account for foreign 
currency transactions 
using the two-transaction 
perspective, accrual 
approach. 


LO3 Understand how foreign 
currency forward contracts 
and foreign currency 
options can be used 
to hedge foreign 
exchange risk. 


LO4 = Account for forward 
contracts and options 
used as hedges of foreign 
currency denominated 
assets and liabilities. 


LO5 Account for forward 
contracts and options 
used as hedges of 
foreign currency firm 
commitments. 


LO6 Account for forward 
contracts and options used 
as hedges of forecasted 
foreign currency 
transactions. 


LO7 ‘Prepare journal entries 
to account for foreign 
currency borrowings. 
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FOREIGN EXCHANGE MARKETS 


LO1 


Understand concepts related 
to foreign currency, exchange 
rates, and foreign exchange risk. 


Each country uses its own currency as the unit of value for the purchase and sale of goods 
and services. The currency used in the United States is the U.S. dollar, the currency used in 
Mexico is the Mexican peso, and so on. If a U.S. citizen travels to Mexico and wishes to pur- 
chase local goods, Mexican merchants require payment to be made in Mexican pesos. To make 
a purchase, a U.S. citizen has to acquire pesos using U.S. dollars. The foreign exchange rate is 
the price at which the foreign currency can be acquired. A variety of factors determine the ex- 
change rate between two currencies; unfortunately for those engaged in international business, 
the exchange rate can fluctuate over time.! 


Exchange Rate Mechanisms 


Exchange rates have not always fluctuated. During the period 1945-1973, countries fixed the 
par value of their currency in terms of the U.S. dollar, and the value of the U.S. dollar was 
fixed in terms of gold. Countries agreed to maintain the value of their currency within | per- 
cent of the par value. If the exchange rate for a particular currency began to move outside this 
1 percent range, the country’s central bank was required to intervene by buying or selling its 
currency in the foreign exchange market. Because of the law of supply and demand, a central 
bank’s purchase of currency would cause the price of the currency to stop falling, and its sale 
of currency would cause the price to stop rising. 

The integrity of the system hinged on the U.S. dollar maintaining its value in gold and the 
ability of foreign countries to convert their U.S. dollar holdings into gold at the fixed rate of 
$35 per ounce. As the United States began to incur balance of payment deficits in the 1960s, 
a glut of U.S. dollars arose worldwide, and foreign countries began converting their U.S. dol- 
lars into gold. This resulted in a decline in the U.S. government’s gold reserve from a high of 
$24.6 billion in 1949 to a low of $10.2 billion in 1971. In that year, the United States sus- 
pended the convertibility of the U.S. dollar into gold, signaling the beginning of the end for the 
fixed exchange rate system. In March 1973, most currencies were allowed to float in value. 

Today, several different currency arrangements exist. Some of the more important ones and 
the countries affected follow: 


1. Independent float: The value of the currency is allowed to fluctuate freely according to 
market forces with little or no intervention from the central bank (Canada, Japan, Sweden, 
Switzerland, United States). 

2. Pegged to another currency: The value of the currency is fixed (pegged) in terms of a partic- 
ular foreign currency and the central bank intervenes as necessary to maintain the fixed value. 
For example, the Bahamas, Panama, and Saudi Arabia peg their currency to the U.S. dollar. 

3. European Monetary System (euro): In 1998, the countries comprising the European 
Monetary System adopted a common currency called the euro and established a European 
Central Bank.? Until 2002, local currencies such as the German mark and French franc 
continued to exist but were fixed in value in terms of the euro. On January 1, 2002, local 
currencies disappeared, and the euro became the currency in 12 European countries. Today, 
16 countries are part of the euro area. The value of the euro floats against other currencies 
such as the U.S. dollar. 


Foreign Exchange Rates 


Exchange rates between the U.S. dollar and many foreign currencies are published on a daily 
basis in The Wall Street Journal and major U.S. newspapers. Exchange rates also are available 
on the Internet at www.oanda.com and www.x-rates.com. To better illustrate exchange rates 


1 Several theories attempt to explain exchange rate fluctuations but with little success, at least in the short 
term. An understanding of the causes of exchange rate changes is not necessary to comprehend the con- 
cepts underlying the accounting for changes in exchange rates. 

2 Most longtime members of the European Union (EU) are “euro zone” countries. The major exception is the 
United Kingdom, which elected not to participate. Switzerland is another important European country not 
part of the euro zone because it is not a member of the EU. 


Foreign Currency Transactions and Hedging Foreign Exchange Risk 377 


EXHIBIT 9.1 The Wall Street Journal Foreign Exchange Quotes, Tuesday, March 31, 2009 


US$ vs, US$ vs, 
Tues YTD chg Tues: YTD chg 
Country/currency inUS$ perUS$ (%) Country/currency inUS$ perUS$ (%) 
Americas Europe 
Argentina peso*...... .2694 3.7120 7.5 Czech Rep. koruna** .. 04855 20.597 7.2 
Brazil real ........... 4310 2.3202 0.3 Denmark krone ....... .1784 5.6054 5.2 
Canada dollar ........ 7931 1.2609 3.6 Euro areaeuro ....... 1.3286 7527 5.1 
1-mos forward ...... 7932 1.2607 3.6 Hungary forint ....... .004314 231.80 21.9 
3-mos forward ...... 7941 P2593 3.5 Norway krone........ 1488 6.7204 -3.4 
6-mos forward ...... J S)53) 1.2574 3.5 Poland zloty ......... .2875 3.4783 17.1 
Chile peso ........... .001716 582.75 —8.7 Russia ruble* ......... .02949 33.910 11.1 
Colombia peso ....... .0003938 2539.36 12.9 Sweden krona........ MANY 8.2169 5.0 
Ecuador US dollar ..... 1 i unch Switzerland franc ..... 8785 1.1383 6.7 
Mexico peso* ........ .0706 14.1623 3.2 1-mos forward ...... .8790 fleeSi/a 6.6 
Perunewsol ......... PSAEAO 3.1155 0.6 3-mos forward ...... .8803 1.1360 6.6 
Uruguay pesot:----- .04150 24.10 —1.2 6-mos forward ...... .8824 (RISss 6.6 
Venezuela b. fuerte ... 465701 2.1473 unch Turkey lira” ......... .6014 1.6627 7.9 
Asia-Pacific UK pound........... 1.4347 .6970 1.7 
1-mos forward ...... 1.4348 .6970 1.6 
Australian dollar ...... .6952 1.4384 2.3 3-mos forward ...... 1.4352 6968 1.5 
China Well .coesacun ee .1463 6.8334 0.2 6-mos forward ...... 1.4359 6964 1.4 
Hong Kong dollar ..... A228 7.7504 unch : i 
India rupee .......... 01977 50.582 4.0 Middle East/Africa 
Indonesia rupiah...... .0000865 11561 6.0 Bahrain dinar ........ 2.6526 .3770 unch 
Japan yen ........... .010106 CF3}.0)5) 9.1 Egypt pound* ........ all 75 5.6329 2.4 
1-mos forward ...... .010110 98.91 9.1 Israel shekel ......... .2369 4.2212 11.7 
3-mos forward ...... .010121 98.80 9.1 Jordan dinar ......... 1.4129 .7078 -0.1 
6-mos forward ...... .010142 98.60 9.2 Kuwait dinar ......... 3.4305 2915 5.5 
Malaysia ringgits§ .... . .2743 3.6456 5.6 Lebanon pound ...... .0006634 507239 unch 
New Zealand dollar ... .5696 1.7556 2.9 Saudi Arabia riyal ..... .2666 3.7509 —0.1 
Pakistan rupee ....... .01243 80.451 1.7 South Africa rand ..... HOSS 9.4787 0.9 
Philippines peso ...... .0207 48.239 1.6 UAE cithamieee eee p22. 3.6738 unch 
Singapore dollar ...... .6575 1.5209 6.2 
South Koreawon ..... .0007278 1374.00 8.8 SDRitgiae yy ewe er 1.4951 .6689 3.0 
Taiwan dollar ........ .02947 33.933 3.5 
Thailand baht ........ .02820 35.461 2.0 
Vietnam dong........ .00005622 17786 1.7 


*Floating rate. 

+ Financial. 

§Government rate. 

tRussian Central Bank rate. 

**Rebased as of Jan 1, 2005. 

Special Drawing Rights (SDR); from the International Monetary Fund; based on exchange rates for U.S., British, and Japanese currencies. 

Note: Based on trading among banks of $1 million and more, as quoted at 4 p.m. ET by Reuters. 

Source: The Wall Street Journal, April 1, 2009, p. C2. Reprinted with permission of The Wall Street Journal, copyright © Dow Jones & Company, Inc. All Rights Reserved Worldwide. 


and the foreign currency market, next we examine the exchange rates published in The Wall 
Street Journal for Tuesday, March 31, 2009, as shown in Exhibit 9.1. 

These exchange rates were quoted in New York at 4:00 p.m. Eastern time (ET). The U.S. dol- 
lar price for one Argentinian peso on Tuesday, March 31, at 4:00 p.m. in New York was $0.2694. 
The U.S. dollar price for a peso at 4:01 p.m. Eastern time in New York was probably something 
different, as was the U.S. dollar price for a peso in Buenos Aires at 4:00 p.m. ET. These exchange 
rates are for trades between banks in amounts of $1 million or more; that is, these are interbank 
or wholesale prices. Prices charged to retail customers, such as companies engaged in interna- 
tional business, are higher. These are selling rates at which banks in New York will sell currency 
to one another. The prices that banks are willing to pay to buy foreign currency (buying rates) 
are somewhat less than the selling rates. The difference between the buying and selling rates is 
the spread through which the banks earn a profit on foreign exchange trades. 
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Two columns of information are published for each day’s exchange rates. The first column, 
in US$, indicates the number of U.S. dollars needed to purchase one unit of foreign currency. 
These are known as direct quotes. The direct quote for the Swedish krona on March 31 was 
$0.1217; in other words, 1.0 krona could be purchased with $0.1217. The second column, per 
US$, indicates the number of foreign currency units that could be purchased with one 
USS. dollar. These are called indirect quotes, which are simply the inverse of direct quotes. If 
one krona can be purchased with $0.1217, then 8.2169 kroner can be purchased with $1.00. 
(The arithmetic does not always work out perfectly because the direct quotes published in The 
Wall Street Journal are carried out to only four decimal points.) To avoid confusion, direct 
quotes are used exclusively in this chapter. 

The third column indicates the year-to-date change in the value of each foreign currency. In 
the three months following January 1, 2009, the Canadian dollar increased in value relative to 
the U.S. dollar by 3.6 percent, whereas during the same time period, the Chilean peso de- 
creased in value by 8.7 percent. Several currencies, such as the Bahraini dinar and the Hong 
Kong dollar, did not change in value because they were pegged to the U.S. dollar. 


Spot and Forward Rates 

Foreign currency trades can be executed on a spot or forward basis. The spot rate is the price 
at which a foreign currency can be purchased or sold today. In contrast, the forward rate is the 
price today at which foreign currency can be purchased or sold sometime in the future. Be- 
cause many international business transactions take some time to be completed, the ability to 
lock in a price today at which foreign currency can be purchased or sold at some future date 
has definite advantages. 

Most of the quotes published in The Wall Street Journal are spot rates. In addition, it publishes 
forward rates quoted by New York banks for several major currencies (British pound, Canadian 
dollar, Japanese yen, and Swiss franc) on a daily basis. This is only a partial listing of possible 
forward contracts. A firm and its bank can tailor forward contracts in other currencies and for 
other time periods to meet the firm’s needs. Entering into a forward contract has no up-front cost. 

The forward rate can exceed the spot rate on a given date, in which case the foreign currency 
is said to be selling at a premium in the forward market, or the forward rate can be less than the 
spot rate, in which case it is selling at a discount. Currencies sell at a premium or a discount be- 
cause of differences in interest rates between two countries. When the interest rate in the foreign 
country exceeds the domestic interest rate, the foreign currency sells at a discount in the forward 
market. Conversely, if the foreign interest rate is less than the domestic rate, the foreign currency 
sells at a premium. Forward rates are said to be unbiased predictors of the future spot rate. 

The spot rate for British pounds on March 31, 2009, indicates that 1 pound could have been 
purchased on that date for $1.4347. On the same day, the one-month forward rate was $1.4348. 
By entering into a forward contract on March 31, it was possible to guarantee that pounds could 
be purchased on April 30 at a price of $1.4348, regardless of what the spot rate turned out to be 
on April 30. Entering into the forward contract to purchase pounds would have been beneficial 
if the spot rate on April 30 was more than $1.4348. On the other hand, such a forward contract 
would have been detrimental if the spot rate was less than $1.4348. In either case, the forward 
contract must be honored and pounds must be purchased on April 30 at $1.4348. 

As it turned out, the spot rate for pounds on April 30, 2009, was $1.4789, so entering into 
a one-month forward contract on March 31, 2009, to purchase pounds at $1.4348 would have 
resulted in a gain. 


Option Contracts 

To provide companies more flexibility than exists with a forward contract, a market for foreign 
currency options has developed. A foreign currency option gives the holder of the option the 
right but not the obligation to trade foreign currency in the future. A put option is for the sale 
of foreign currency by the holder of the option; a call is for the purchase of foreign currency 
by the holder of the option. The strike price is the exchange rate at which the option will be 


3 This relationship is based on the theory of interest rate parity that indicates the difference in national 
interest rates should be equal to, but opposite in sign to, the forward rate discount or premium. This topic 
is covered in detail in international finance textbooks. 
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executed if the option holder decides to exercise the option. The strike price is similar to a for- 
ward rate. There are generally several strike prices to choose from at any particular time. For- 
eign currency options can be purchased on the Philadelphia Stock Exchange, on the Chicago 
Mercantile Exchange, or directly from a bank in the so-called over-the-counter market. 

Unlike a forward contract, for which banks earn their profit through the spread between 
buying and selling rates, options must actually be purchased by paying an option premium, 
which is a function of two components: intrinsic value and time value. An option’s intrinsic 
value is equal to the gain that could be realized by exercising the option immediately. For ex- 
ample, if a spot rate for a foreign currency is $1.00, a call option (to purchase foreign cur- 
rency) with a strike price of $0.97 has an intrinsic value of $0.03, whereas a put option (to sell 
foreign currency) with a strike price of $0.97 has an intrinsic value of zero. An option with a 
positive intrinsic value is said to be “in the money.” The time value of an option relates to the 
fact that the spot rate can change over time and cause the option to become in the money. Even 
though a 90-day call option with a strike price of $1.00 has zero intrinsic value when the spot 
rate is $1.00, it will still have a positive time value because there is a chance that the spot rate 
could increase over the next 90 days and bring the option into the money. 

The value of a foreign currency option can be determined by applying an adaptation of the 
Black-Scholes option pricing formula. This formula is discussed in detail in international 
finance books. In very general terms, the value of an option is a function of the difference 
between the current spot rate and strike price, the difference between domestic and foreign 
interest rates, the length of time to expiration, and the potential volatility of changes in the spot 
rate. For purposes of this book, the premium originally paid for a foreign currency option and 
its subsequent fair value up to the date of expiration derived from applying the pricing formula 
will be given. 

On June 9, 2009, the Chicago Mercantile Exchange indicated that a July 2009 call option 
in euros with a strike price of $1.39 could have been purchased by paying a premium of 
$0.0197 per euro. Thus, the right to purchase a standard contract of 62,500 euros in June 2009 
at a price of $1.39 per euro could have been acquired by paying $1,231.25 ($0.0197 X 62,500 
euros). If the spot rate for euros in July 2009 turned out to be more than $1.39, the option 
would be exercised and euros purchased at the strike price of $1.39. If, on the other hand, the 
July spot rate is less than $1.39, the option would not be exercised; instead, euros would be 
purchased at the lower spot rate. The call option contract establishes the maximum amount that 
would have to be paid for euros but does not lock in a disadvantageous price should the spot 
rate fall below the option strike price. 


FOREIGN CURRENCY TRANSACTIONS 


LO2 


Account for foreign currency 
transactions using the two- 
transaction perspective, 
accrual approach. 


Export sales and import purchases are international transactions; they are components of what 
is called trade. When two parties from different countries enter into a transaction, they must 
decide which of the two countries’ currencies to use to settle the transaction. For example, if a 
U.S. computer manufacturer sells to a customer in Japan, the parties must decide whether the 
transaction will be denominated (payment will be made) in U.S. dollars or Japanese yen. 

Assume that a U.S. exporter (Amerco) sells goods to a German importer that will pay in 
euros (€). In this situation, Amerco has entered into a foreign currency transaction. It must 
restate the euro amount that it actually will receive into U.S. dollars to account for this trans- 
action. This happens because Amerco keeps its books and prepares financial statements in 
USS. dollars. Although the German importer has entered into an international transaction, it 
does not have a foreign currency transaction (payment will be made in its currency) and no 
restatement is necessary. 

Assume that, as is customary in its industry, Amerco does not require immediate pay- 
ment and allows its German customer 30 days to pay for its purchases. By doing this, 
Amerco runs the risk that the euro might depreciate against the U.S. dollar between the sale 
date and the date of payment. If so, the sale would generate fewer U.S. dollars than it would 
have had the euro not decreased in value, and the sale is less profitable because it was 
made on a credit basis. In this situation Amerco is said to have an exposure to foreign 
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exchange risk. Specifically, Amerco has a transaction exposure that can be summarized 
as follows: 


e Export sale: A transaction exposure exists when the exporter allows the buyer to pay in a 
foreign currency and allows the buyer to pay sometime after the sale has been made. The 
exporter is exposed to the risk that the foreign currency might depreciate (decrease in 
value) between the date of sale and the date payment is received, thereby decreasing the 
US. dollars ultimately collected. 

¢ Import purchase: A transaction exposure exists when the importer is required to pay in for- 
eign currency and is allowed to pay sometime after the purchase has been made. The im- 
porter is exposed to the risk that the foreign currency might appreciate (increase in price) 
between the date of purchase and the date of payment, thereby increasing the U.S. dollars 
that have to be paid for the imported goods. 


Accounting Issue 

The major issue in accounting for foreign currency transactions is how to deal with the 
change in U.S. dollar value of the sales revenue and account receivable resulting from the ex- 
port when the foreign currency changes in value. (The corollary issue is how to deal with the 
change in the U.S. dollar value of the account payable and goods being acquired in an import 
purchase.) For example, assume that Amerco, a U.S. company, sells goods to a German cus- 
tomer at the price of 1 million euros when the spot exchange rate is $1.32 per euro. If pay- 
ment were received at the sale date, Amerco could have converted | million euros into 
$1,320,000; this amount clearly would be the amount at which the sales revenue would be 
recognized. Instead, Amerco allows the German customer 30 days to pay for its purchase. At 
the end of 30 days, the euro has depreciated to $1.30 and Amerco is able to convert the 1 mil- 
lion euros received on that date into only $1,300,000. How should Amerco account for this 
$20,000 decrease in value? 


Accounting Alternatives 


Conceptually, the two methods of accounting for changes in the value of a foreign currency 
transaction are the one-transaction perspective and the two-transaction perspective. The one- 
transaction perspective assumes that an export sale is not complete until the foreign currency 
receivable has been collected and converted into U.S. dollars. Any change in the U.S. dollar 
value of the foreign currency is accounted for as an adjustment to Accounts Receivable and to 
Sales. Under this perspective, Amerco would ultimately report Sales at $1,300,000 and an 
increase in the Cash account of the same amount. This approach can be criticized because it 
hides the fact that the company could have received $1,320,000 if the German customer had 
been required to pay at the date of sale. Amerco incurs a $20,000 loss because of the depreciation 
in the euro, but that loss is buried in an adjustment to Sales. This approach is not acceptable 
under U.S. GAAP. 

Instead, U.S. GAAP requires companies to use a two-transaction perspective in account- 
ing for foreign currency transactions.’ This perspective treats the export sale and the sub- 
sequent collection of cash as two separate transactions. Because management has made 
two decisions—(1) to make the export sale and (2) to extend credit in foreign currency to 
the customer—the company should report the income effect from each of these decisions 
separately. The U.S. dollar value of the sale is recorded at the date the sale occurs. At that 
point, the sale has been completed; there are no subsequent adjustments to the Sales ac- 
count. Any difference between the number of U.S. dollars that could have been received at 
the date of sale and the number of U.S. dollars actually received at the date of collection 
due to fluctuations in the exchange rate is a result of the decision to extend foreign cur- 
rency credit to the customer. This difference is treated as a foreign exchange gain or loss 
that is reported separately from Sales in the income statement. Using the two-transaction 


4 Accounting for foreign currency transactions is covered in Topic 830 Foreign Currency Matters in the FASB 
Accounting Standards Codification (ASC). 
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perspective to account for its export sale to Germany, Amerco would make the following 
journal entries: 


Date of Sale: AAGGOuntSI RE GeiVal|ei() meena nee eee 1,320,000 
Se |[ee stn ty AS pin Meee Seen So re Oa aa 1,320,000 


To record the sale and euro receivable at the spot 
rate of $1.32. 


Date of Collection: Foreign Exchange Loss ...........-..--02-0000- 20,000 
Accounts Receivable (€) ................-.. 20,000 


To adjust the value of the euro receivable to the new 
spot rate of $1.30 and record a foreign exchange loss 
resulting from the depreciation in the euro. 


SGPIS Migs eas Seth ee eee chet At omen aerlaeine ne mies 1,300,000 
Accounts Receivable (€) ................05. 1,300,000 


To record the receipt of 1 million euros and conversion 
at the spot rate of $1.30. 


Sales are reported in income at the amount that would have been received if the customer 
had not been given 30 days to pay the 1 million euros—that is, $1,320,000. A separate Foreign 
Exchange Loss of $20,000 is reported in income to indicate that because of the decision to 
extend foreign currency credit to the German customer and because the euro decreased in 
value, Amerco actually received fewer U.S. dollars.° 

Note that Amerco keeps its Account Receivable (€) account separate from its U.S. dollar 
receivables. Companies engaged in international trade need to keep separate receivable and 
payable accounts in each of the currencies in which they have transactions. Each foreign 
currency receivable and payable should have a separate account number in the company’s 
chart of accounts. 

We can summarize the relationship between fluctuations in exchange rates and foreign 
exchange gains and losses as follows: 


Foreign Currency (FC) 


Transaction Type of Exposure Appreciates Depreciates 
Export sale Asset Gain Loss 
Import purchase Liability Loss Gain 


A foreign currency receivable arising from an export sale creates an asset exposure to foreign 
exchange risk. If the foreign currency appreciates, the foreign currency asset increases in U.S. 
dollar value and a foreign exchange gain arises; depreciation of the foreign currency causes a 
foreign exchange loss. A foreign currency payable arising from an import purchase creates a 
liability exposure to foreign exchange risk. If the foreign currency appreciates, the foreign cur- 
rency liability increases in U.S. dollar value and a foreign exchange loss results; depreciation 
of the currency results in a foreign exchange gain. 


Balance Sheet Date before Date of Payment 


The question arises as to what adjustments should be made if a balance sheet date falls be- 
tween the date of sale and the date of payment. For example, assume that Amerco shipped 
goods to its German customer on December 1, 2011, with payment to be received on March 1, 
2012. Assume that at December 1, the spot rate for the euro was $1.32, but by December 31, 
the euro has appreciated to $1.33. Is any adjustment needed at December 31, 2011, when the 
books are closed to account for the fact that the foreign currency receivable has changed in 
USS. dollar value since December 1? 


> Note that the foreign exchange loss results because the customer is allowed to pay in euros and is given 
30 days to pay. If the transaction were denominated in U.S. dollars, no loss would result, nor would there 
be a loss if the euros had been received at the date the sale was made. 
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The general consensus worldwide is that a foreign currency receivable or foreign currency 
payable should be revalued at the balance sheet date to account for the change in exchange 
rates. Under the two-transaction perspective, this means that a foreign exchange gain or loss 
arises at the balance sheet date. The next question then is what should be done with these for- 
eign exchange gains and losses that have not yet been realized in cash. Should they be included 
in net income? 

The two approaches to accounting for unrealized foreign exchange gains and losses are the 
deferral approach and the accrual approach. Under the deferral approach, unrealized foreign 
exchange gains and losses are deferred on the balance sheet until cash is actually paid or 
received. When cash is paid or received, a realized foreign exchange gain or loss is included 
in income. This approach is not acceptable under U.S. GAAP. 

U.S. GAAP requires U.S. companies to use the accrual approach to account for unrealized 
foreign exchange gains and losses. Under this approach, a firm reports unrealized foreign ex- 
change gains and losses in net income in the period in which the exchange rate changes. This 
is consistent with accrual accounting as it results in reporting the effect of a rate change that 
will have an impact on cash flow in the period when the event causing the impact takes place. 
Thus, any change in the exchange rate from the date of sale to the balance sheet date results in 
a foreign exchange gain or loss to be reported in income in that period. Any change in the 
exchange rate from the balance sheet date to the date of payment results in a second foreign 
exchange gain or loss that is reported in the second accounting period. Amerco makes the 
following journal entries under the accrual approach: 


12/1/11 /NECOUIMSINEGANEINSCS)) Sassecacusdeesabosuesoencedpose 1,320,000 
ISP| (GIS ond Viasat a ane ol ortan sae tanaae en Ag a ary ea ee ce 1,320,000 
To record the sale and euro receivable at the spot rate 
of $1.32. 
12/31/11 INECOMUIMSANAGANEINENES)) Dabs acesacesasceoseeoeesapose 10,000 
One lg: EXxGhamnGes Ga Meese ate emcee ees 10,000 
To adjust the value of the euro receivable to the new spot 
rate of $1.33 and record a foreign exchange gain resulting 
from the appreciation in the euro since December 1. 
3/1/12 ForelomiEXchamGeslioss:. Saree fe een ene eee 30,000 
AccoumtssReceivalolel() ia eee nee 30,000 
To adjust the value of the euro receivable to the new spot 
rate of $1.30 and record a foreign exchange loss resulting 
from the depreciation in the euro since December 31. 
(CE a Ae ne eerste Me tehenae she EOS Pa Me aaa OE PE 1,300,000 
INECOUNMSINACSIVEINE(CS) 25265424 scucsessesccscsoes 1,300,000 


To record the receipt of 1 million euros and conversion at 
the spot rate of $1.30. 


The net impact on income in 2011 is a sale of $1,320,000 and a foreign exchange gain of 
$10,000; in 2012, Amerco records a foreign exchange loss of $30,000. This results in a net in- 
crease of $1,300,000 in Retained Earnings that is balanced by an equal increase in Cash over 
the two-year period. Over the two-year period Amerco recognizes a net foreign exchange loss 
of $20,000. 

One criticism of the accrual approach is that it leads to a violation of conservatism when 
an unrealized foreign exchange gain arises at the balance sheet date. In fact, this is one of 
only two situations in U.S. GAAP in which it is acceptable to recognize an unrealized gain 
in income. (The other situation relates to trading marketable securities reported at fair 
value.) 

Restatement at the balance sheet date is required for all foreign currency assets and liabil- 
ities carried on a company’s books. In addition to foreign currency payables and receivables 


Foreign Currency Transactions and Hedging Foreign Exchange Risk 383 


arising from import and export transactions, companies might have dividends receivable from 
foreign subsidiaries, loans payable to foreign lenders, or lease payments receivable from foreign 
customers that are denominated in a foreign currency and therefore must be restated at the 
balance sheet date. Each of these foreign currency denominated assets and liabilities is exposed 
to foreign exchange risk; therefore, fluctuation in the exchange rate results in foreign exchange 
gains and losses. 

Many U.S. companies report foreign exchange gains and losses on the income statement 
in a line item often titled Other Income (Expense). Companies include other incidental gains 
and losses such as gains and losses on sales of assets in this line item as well. Companies are 
required to disclose the magnitude of foreign exchange gains and losses if material. For ex- 
ample, in the Notes to Financial Statements in its 2008 annual report, Merck indicated that 
the income statement item Other (Income) Expense, Net included an exchange loss of 
$147.4 million in 2008 and exchange gains of $54.3 million and $25.0 million in 2007 and 
2006, respectively. 


HEDGES OF FOREIGN EXCHANGE RISK 


LO3 


Understand how foreign currency 
forward contracts and foreign 
currency options can be used to 
hedge foreign exchange risk. 


In the preceding example, Amerco has an asset exposure in euros when it sells goods to the 
German customer and allows the customer three months to pay for its purchase. If the euro de- 
preciates over the next three months, Amerco will incur a net foreign exchange loss. For many 
companies, the uncertainty of not knowing exactly how many U.S. dollars an export sale will 
generate is of great concern. To avoid this uncertainty, companies often use foreign currency 
derivatives to hedge against the effect of unfavorable changes in the value of foreign curren- 
cies. The two most common derivatives used to hedge foreign exchange risk are foreign cur- 
rency forward contracts and foreign currency options. Through a forward contract, Amerco 
can lock in the price at which it will sell the euros it receives in three months. An option es- 
tablishes a price at which Amerco will be able, but is not required, to sell the euros it receives 
in three months. If Amerco enters into a forward contract or purchases a put option on the date 
the sale is made, the derivative is being used as a hedge of a recognized foreign currency de- 
nominated asset (the euro account receivable). 

Companies engaged in foreign currency activities often enter into hedging arrangements as 
soon as they receive a noncancelable sales order or place a noncancelable purchase order. A 
noncancelable order that specifies the foreign currency price and date of delivery is known as 
a foreign currency firm commitment. Assume that on June 1, Amerco accepts an order to sell 
parts to a customer in South Korea at a price of 5 million Korean won. The parts will be de- 
livered and payment will be received on August 15. On June 1, before the sale has been made, 
Amerco enters into a forward contract to sell 5 million Korean won on August 15. In this case, 
Ametco is using a foreign currency derivative as a hedge of an unrecognized foreign currency 
firm commitment. 

Some companies have foreign currency transactions that occur on a regular basis and can 
be reliably forecasted. For example, Amerco regularly purchases materials from a supplier in 
Hong Kong for which it pays in Hong Kong dollars. Even if Amerco has no contract to make 
future purchases, it has an exposure to foreign currency risk if it plans to continue making pur- 
chases from the Hong Kong supplier. Assume that on October 1, Amerco forecasts that it will 
make a purchase from the Hong Kong supplier in one month. To hedge against a possible 
increase in the price of the Hong Kong dollar, Amerco acquires a call option on October | to 
purchase Hong Kong dollars in one month. The foreign currency option represents a hedge of 
a forecasted foreign currency denominated transaction. 


DERIVATIVES ACCOUNTING 


Topic 815, Derivatives and Hedging, of the FASB Accounting Standards Codification governs 
the accounting for derivatives, including those used to hedge foreign exchange risk. This 
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authoritative literature provides guidance for hedges of the following sources of foreign 
exchange risk: 


1. Recognized foreign currency denominated assets and liabilities. 
2. Unrecognized foreign currency firm commitments. 

3. Forecasted foreign currency denominated transactions. 

4. Net investments in foreign operations. 


Different accounting applies to each type of foreign currency hedge. This chapter demon- 
strates the accounting for the first three types of hedge. The next chapter covers hedges of net 
investments in foreign operations. 


Fundamental Requirement of Derivatives Accounting 
The fundamental requirement is that companies carry all derivatives on the balance sheet at 
their fair value. Derivatives are reported on the balance sheet as assets when they have a positive 
fair value and as liabilities when they have a negative fair value. The first issue in accounting 
for derivatives is the determination of fair value. 

The fair value of derivatives can change over time, causing adjustments to be made to the 
carrying values of the assets and liabilities. The second issue in accounting for derivatives is 
the treatment of the gains and losses that arise from these adjustments. 


Determination of Fair Value of Derivatives 

The fair value of a foreign currency forward contract is determined by reference to changes 
in the forward rate over the life of the contract, discounted to the present value. Three pieces 
of information are needed to determine the fair value of a forward contract at any point 
in time: 


1. The forward rate when the forward contract was entered into. 


2. The current forward rate for a contract that matures on the same date as the forward con- 
tract entered into. 


3. A discount rate—typically, the company’s incremental borrowing rate. 


Assume that Exim Company enters into a forward contract on December | to sell 1 mil- 
lion Mexican pesos on March | at a forward rate of $0.085 per peso, or a total of $85,000. 
Exim incurs no cost to enter into the forward contract, which has no value on December 1. 
On December 31, when Exim closes its books to prepare financial statements, the forward 
rate to sell Mexican pesos on March 1 has changed to $0.082. On that date, a forward con- 
tract for the delivery of | million pesos could be negotiated, resulting in a cash inflow of only 
$82,000 on March 1. This represents a favorable change in the value of Exim’s forward con- 
tract of $3,000 ($85,000 — $82,000). The undiscounted fair value of the forward contract on 
December 31 is $3,000. Assuming that the company’s incremental borrowing rate is 12 per- 
cent per annum, the undiscounted fair value of the forward contract must be discounted at the 
rate of 1 percent per month for two months (from the current date of December 31 to the set- 
tlement date of March 1). The fair value of the forward contract at December 31 is $2,940.90 
($3,000 X 0.9803).° 

The manner in which the fair value of a foreign currency option is determined depends on 
whether the option is traded on an exchange or has been acquired in the over-the-counter mar- 
ket. The fair value of an exchange-traded foreign currency option is its current market price 
quoted on the exchange. For over-the-counter options, fair value can be determined by obtain- 
ing a price quote from an option dealer (such as a bank). If dealer price quotes are unavailable, 
the company can estimate the value of an option using the modified Black-Scholes option 
pricing model (briefly mentioned earlier). Regardless of who does the calculation, principles 
similar to those of the Black-Scholes pricing model can be used to determine the fair value of 
the option. 


© The present value factor for two months at 1 percent per month is calculated as 1/1.012, or 0.9803. 
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Accounting for Changes in the Fair Value of Derivatives 

Changes in the fair value of derivatives must be included in comprehensive income, which is 
defined as all changes in equity from nonowner sources. It consists of two components: net in- 
come and other comprehensive income. Other comprehensive income consists of income items 
that current authoritative accounting literature require to be deferred in stockholders’ equity 
such as gains and losses on available-for-sale marketable securities. Other comprehensive in- 
come is accumulated and reported as a separate line in the stockholders’ equity section of the 
balance sheet. This book uses the account title Accumulated Other Comprehensive Income to 
describe this stockholders’ equity line item. 

In accordance with U.S. GAAP, gains and losses arising from changes in the fair value of 
derivatives are recognized initially either (1) on the income statement as a part of net income 
or (2) on the balance sheet in accumulated other comprehensive income. Recognition treat- 
ment depends partly on whether the company uses derivatives for hedging purposes or for 
speculation.’ For speculative derivatives, the company recognizes the change in the fair value 
of the derivative (the gain or loss) immediately in net income. The accounting for changes in 
the fair value of derivatives used for hedging depends on the nature of the foreign exchange 
risk being hedged and on whether the derivative qualifies for hedge accounting. 


HEDGE ACCOUNTING 


Companies enter into hedging relationships to minimize the adverse effect that changes in ex- 
change rates have on cash flows and net income. As such, companies would like to account for 
hedges in such a way to recognize the gain or loss from the hedge in net income in the same 
period as the loss or gain on the risk being hedged. This approach is known as hedge account- 
ing. U.S. GAAP allows hedge accounting for foreign currency derivatives only if three condi- 
tions are satisfied: 


1. The derivative is used to hedge either a fair-value exposure or cash flow exposure to for- 
eign exchange risk. 

2. The derivative is highly effective in offsetting changes in the fair value or cash flows related 
to the hedged item. 


3. The derivative is properly documented as a hedge. 


Each of these conditions is discussed in turn. 


Nature of the Hedged Risk 


A fair-value exposure exists if changes in exchange rates can affect the fair value of an as- 
set or liability reported on the balance sheet. To qualify for hedge accounting, the fair-value 
risk must have the potential to affect net income if it is not hedged. For example, a fair-value 
risk is associated with a foreign currency account receivable. If the foreign currency depre- 
ciates, the receivable must be written down with an offsetting loss recognized in net income. 
The authoritative literature has determined that a fair-value exposure also exists for foreign 
currency firm commitments. 

A cash flow exposure exists if changes in exchange rates can affect the amount of cash flow 
to be realized from a transaction with changes in cash flow reflected in net income. A foreign 
currency account receivable, for example, has both a fair-value exposure and a cash flow ex- 
posure. A cash flow exposure exists for (1) recognized foreign currency assets and liabilities, 
(2) foreign currency firm commitments, and (3) forecasted foreign currency transactions. 


7 Companies can acquire derivative financial instruments as investments for speculative purposes. 

For example, assume that the three-month forward rate for British pounds is $2.00, and a speculator 
believes the British pound spot rate in three months will be $1.97. In that case, the speculator would 
enter into a three-month forward contract to sell British pounds. At the future date, the speculator pur- 
chases pounds at the spot rate of $1.97 and sells them at the contracted forward rate of $2.00, reaping 
a gain of $0.03 per pound. Of course, such an investment might as easily generate a loss if the spot rate 
does not move as expected. 


386 Chapter 9 


Derivatives for which companies wish to use hedge accounting must be designated as 
either a fair value hedge or a cash flow hedge. For hedges of recognized foreign currency assets 
and liabilities and hedges of foreign currency firm commitments, companies must choose be- 
tween the two types of designation. Hedges of forecasted foreign currency transactions can 
qualify only as cash flow hedges. Accounting procedures differ for the two types of hedges. In 
general, gains and losses on fair value hedges are recognized immediately in net income, and 
gains and losses on cash flow hedges are included in other comprehensive income. 


Hedge Effectiveness 


For hedge accounting to be used initially, the hedge must be expected to be highly effective in 
generating gains and losses that offset losses and gains on the item being hedged. The hedge 
actually must be effective in generating offsetting gains and losses for hedge accounting to 
continue to be applied. 

At inception, a foreign currency derivative can be considered an effective hedge if the crit- 
ical terms of the hedging instrument match those of the hedged item. Critical terms include the 
currency type, currency amount, and settlement date. For example, a forward contract to pur- 
chase 100,000 Canadian dollars in 30 days would be an effective hedge of a 100,000 Canadian 
dollar liability that is payable in 30 days. Assessing hedge effectiveness on an ongoing basis 
can be accomplished using a cumulative dollar offset method. 


Hedge Documentation 

For hedge accounting to be applied, U.S. GAAP requires formal documentation of the hedging 
relationship at the inception of the hedge (i.e., on the date a foreign currency forward contract 
is entered into or a foreign currency option is acquired). The hedging company must prepare 
a document that identifies the hedged item, the hedging instrument, the nature of the risk be- 
ing hedged, how the hedging instrument’s effectiveness will be assessed, and the risk manage- 
ment objective and strategy for undertaking the hedge. 


HEDGES OF FOREIGN CURRENCY DENOMINATED 
ASSETS AND LIABILITIES 


LO4 


Account for forward contracts 
and options used as hedges of 
foreign currency denominated 
assets and liabilities. 


Hedges of foreign currency denominated assets and liabilities, such as accounts receivable and 
accounts payable, can qualify as either cash flow hedges or fair value hedges. To qualify as a 
cash flow hedge, the hedging instrument must completely offset the variability in the cash 
flows associated with the foreign currency receivable or payable. If the hedging instrument 
does not qualify as a cash flow hedge or if the company elects not to designate the hedging in- 
strument as a cash flow hedge, the hedge is designated as a fair value hedge. The following 
summarizes the basic accounting for the two types of hedges. 


Cash Flow Hedge 


At each balance sheet date, the following procedures are required: 


1. The hedged asset or liability is adjusted to fair value based on changes in the spot exchange 
rate, and a foreign exchange gain or loss is recognized in net income. 

2. The derivative hedging instrument is adjusted to fair value (resulting in an asset or liability 
reported on the balance sheet) with the counterpart recognized as a change in Accumulated 
Other Comprehensive Income (AOCI). 

3. An amount equal to the foreign exchange gain or loss on the hedged asset or liability is then 
transferred from AOCI to net income; the net effect is to offset any gain or loss on the 
hedged asset or liability. 

4. An additional amount is removed from AOCI and recognized in net income to reflect 
(a) the current period’s amortization of the original discount or premium on the forward 
contract (if a forward contract is the hedging instrument) or (b) the change in the time value 
of the option (if an option is the hedging instrument). 
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Fair Value Hedge 


At each balance sheet date, the following procedures are required: 


1. Adjust the hedged asset or liability to fair value based on changes in the spot exchange rate 
and recognize a foreign exchange gain or loss in net income. 

2. Adjust the derivative hedging instrument to fair value (resulting in an asset or liability 
reported on the balance sheet) and recognize the counterpart as a gain or loss in net income. 


FORWARD CONTRACT USED TO HEDGE 
A FOREIGN CURRENCY DENOMINATED ASSET 


We now return to the Amerco example in which the company has a foreign currency account 
receivable to demonstrate the accounting for a hedge of a recognized foreign currency de- 
nominated asset.* In the preceding example, Amerco has an asset exposure in euros when it 
sells goods to the German customer and allows the customer three months to pay for its pur- 
chase. To hedge its exposure to a possible decline in the U.S. dollar value of the euro, Amerco 
enters into a forward contract. 

Assume that on December 1, 2011, the three-month forward rate for euros is $1.305 
and Amerco signs a contract with New Manhattan Bank to deliver 1 million euros in 
three months in exchange for $1,305,000. No cash changes hands on December 1, 2011. 
Because the spot rate on December 1 is $1.32, the euro (€) is selling at a discount in the 
three-month forward market (the forward rate is less than the spot rate). Because the euro 
is selling at a discount of $0.015 per euro, Amerco receives $15,000 less than it would had 
payment been received at the date the goods are delivered ($1,305,000 versus $1,320,000). 
This $15,000 reduction in cash flow can be considered as an expense; it is the cost of ex- 
tending foreign currency credit to the foreign customer.’ Conceptually, this expense is sim- 
ilar to the transaction loss that arises on the export sale. It exists only because the 
transaction is denominated in a foreign currency. The major difference is that Amerco 
knows the exact amount of the discount expense at the date of sale, whereas when it is left 
unhedged, Amerco does not know the size of the transaction loss until three months pass. 
(In fact, it is possible that the unhedged receivable could result in a transaction gain rather 
than a transaction loss.) 

Because the future spot rate turns out to be only $1.30, selling euros at a forward rate of 
$1.305 is obviously better than leaving the euro receivable unhedged: Amerco will receive 
$5,000 more as a result of the hedge. This can be viewed as a gain resulting from the use of the 
forward contract. Unlike the discount expense, the exact size of this gain is not known until 
three months pass. (In fact, it is possible that use of the forward contract could result in an 
additional loss. This would occur if the spot rate on March 1, 2012, is more than the forward 
rate of $1.305.) 

Amerco must account for its foreign currency transaction and the related forward contract 
simultaneously but separately. The process can be better understood by referring to the steps 
involving the three parties—Amerco, the German customer, and New Manhattan Bank— 
shown in Exhibit 9.2. 

Because the settlement date, currency type, and currency amount of the forward contract 
match the corresponding terms of the account receivable, the hedge is expected to be highly 
effective. If Amerco properly designates the forward contract as a hedge of its euro account 
receivable position, it may apply hedge accounting. Because it completely offsets the variability 
in the cash flows related to the account receivable, Amerco may designate the forward contract 
as a cash flow hedge. Alternatively, because changes in the spot rate affect not only the cash 


8 The comprehensive illustration at the end of this chapter demonstrates the accounting for the hedge of a 
foreign currency denominated liability. 

2 This should not be confused with the cost associated with normal credit risk—that is, the risk that the cus- 
tomer will not pay for its purchase. That is a separate issue unrelated to the currency in which the transaction 
is denominated. 
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EXHIBIT 9.2 
Hedge of a Foreign 
Currency Account 
Receivable with a 
Forward Contract 


1. 12/1/11—goods shipped 2. 12/1/11—€ sold forward 


€ 1 million receivable executory contract 


German customer Amerco 


3. 03/1/12—€ 1 million received 


New Manhattan Bank 


4. 03/1/12—€ 1 million delivered 
5. 03/1/12 —$1,305,000 received 


Steps on December 1, 2011 


1. Amerco ships goods to the German customer, thereby creating an Account Receivable 
of € 1 million. 

2. Amerco then sells € 1 million three months forward to New Manhattan Bank, creating 
an executory contract to pay € 1 million and receive $1,305,000. 

Steps on March 1, 2012 

3. The German customer remits € 1 million to Amerco—the € Account Receivable 
has been received and Amerco has € 1 million reflected in an account Foreign 
Currency (€). 

4. Amerco delivers € 1 million to New Manhattan Bank. 


5. New Manhattan Bank pays Amerco $1,305,000. 


flows but also the fair value of the foreign currency receivable, Amerco may elect to account 
for this forward contract as a fair value hedge. 

In either case, Amerco determines the fair value of the forward contract by referring to the 
change in the forward rate for a contract maturing on March 1, 2012. The relevant exchange 
rates, U.S. dollar value of the euro receivable, and fair value of the forward contract are deter- 
mined as follows: 


Account Receivable (€) Forward Contract 


Forward 
U.S. Dollar ChangeinU.S. Rate to Change in 
Date Spot Rate Value Dollar Value 3/1/12 Fair Value Fair Value 
12/1/11 $1.32 $1,320,000 —_ $1.305 —0- = 
12/31/11 1.33 1,330,000 +$10,000 1.316 $(10,783)* —$10,783 
3/1/12 1.30 1,300,000 — $30,000 1.30 5,000t + 15,783 


*$1,305,000 — $1,316,000 = $(11,000) x 0.9803 = $(10,783), where 0.9803 is the present value factor for two months at an annual interest 
rate of 12 percent (1 percent per month) calculated as 1/1.017. 


+$1,305,000 — $1,300,000 = $5,000. 


Amerco pays nothing to enter into the forward contract at December 1, 2011, and the 
forward contract has a fair value of zero on that date. At December 31, 2011, the forward 
rate for a contract to deliver euros on March 1, 2012, is $1.316. Amerco could enter into a 
forward contract on December 31, 2011, to sell 1 million euros for $1,316,000 on March 1, 
2012. Because Amerco is committed to sell 1 million euros for $1,305,000, the nominal 
value of the forward contract is $(11,000). The fair value of the forward contract is the pre- 
sent value of this amount. Assuming that Amerco has an incremental borrowing rate of 
12 percent per year (1 percent per month) and discounting for two months (from Decem- 
ber 31, 2011, to March 1, 2012), the fair value of the forward contract at December 31, 
2011, is $(10,783), a liability. On March 1, 2012, the forward rate to sell euros on that date 
is, by definition, the spot rate, $1.30. At that rate, Amerco could sell 1 million euros for 
$1,300,000. Because Amerco has a contract to sell euros for $1,305,000, the fair value of 
the forward contract on March 1, 2012, is $5,000. This represents an increase of $15,783 in 
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fair value from December 31, 2011. The original discount on the forward contract is deter- 
mined by the difference in the euro spot rate and three-month forward rate on December 1, 
2011: ($1.305 — $1.32) X € 1 million = $15,000. 


Forward Contract Designated as Cash Flow Hedge 


Assume that Amerco designates the forward contract as a cash flow hedge of a foreign cur- 
rency denominated asset. In this case, it allocates the original forward discount or premium to 
net income over the life of the forward contract using an effective interest method. The com- 
pany prepares the following journal entries to account for the foreign currency transaction and 
the related forward contract: 


2011 Journal Entries—Forward Contract Designated as a Cash Flow Hedge 


12/1/11 AccoumtsiReceivalolei(S) ease e a eee a ee 1,320,000 
iS¥e | [Sich aisenes eee 5 eile iver arpa OM a ets oR pn ate Geet a 1,320,000 


To record the sale and € 1 million account receivable at 
the spot rate of $1.32 (Step 1 in Exhibit 9.2). 


Amerco makes no formal entry for the forward contract because it is an executory contract (no 
cash changes hands) and has a fair value of zero (Step 2 in Exhibit 9.2). 

Amerco prepares a memorandum designating the forward contract as a hedge of the risk of 
changes in the cash flow to be received on the foreign currency account receivable resulting 
from changes in the U.S. dollar-euro exchange rate. The company prepares the following 
journal entries on December 31: 


12/31/11 (NECOUING INSCIWEINIS (CS) cc ences caseoeesdcececcsossces 10,000 
ForelgnsExchang ekGal np err ene ene eee 10,000 
To adjust the value of the € receivable to the new spot rate 
of $1.33 and record a foreign exchange gain resulting from 
the appreciation of the € since December 1. 
Accumulated Other Comprehensive Income (AOCI).........- 10,783 
Ronwardi@omtha cite ces, eee Pek ncn yee uae One es 10,783 
To record the forward contract as a liability at its fair value 
of $10,783 with a corresponding debit to AOCI. 
Ors Onl RONWAIC! (COMME casa sccccasescousasenosuncas 10,000 
Accumulated Other Comprehensive Income (AOCI) ..... 10,000 
To record a loss on forward contract to offset the foreign 
exchange gain on account receivable with a corresponding 
credit to AOCI. 
DISCOUMtBEXDEMSE Mts erie rane cee ee cee ee eel 5,019 
Accumulated Other Comprehensive Income (AOCI) ..... 5,019 


To allocate the forward contract discount to net income over 
the life of the contract using the effective interest method 
with a corresponding credit to AOCI. 


The first entry at December 31, 2011, serves to revalue the foreign currency account re- 
ceivable and recognize a foreign exchange gain of $10,000 in net income. The second entry 
recognizes the forward contract as a liability of $10,783 on the balance sheet. Because the 
forward contract has been designated as a cash flow hedge, the debit of $10,783 in the second 
entry is made to AOCI, which decreases stockholders’ equity. The third entry achieves the 
objective of hedge accounting by transferring $10,000 from AOCI to a loss on forward 
contract. As a result of this entry, the loss on forward contract of $10,000 and the foreign 
exchange gain on the account receivable of $10,000 exactly offset one another, and the net 
impact on income is zero. As a result of the second and third entries, the forward contract 
is reported on the balance sheet as a liability at fair value of $(10,783); a loss on forward 
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contract is recognized in the amount of $10,000 to offset the foreign exchange gain; and 
AOCI has a negative (debit) balance of $783. The second and third entries could be com- 
bined into one entry as follows: 


oR CeO MOHECIMIRIC Aah msaseescenoomeoeassumys Maddene aloode 10,000 
Accumulated Other Comprehensive Income (AOCI) ................-.- 783 
FonwardiGontracteaews en eet ee re en ee ee ere 10,783 


The negative balance in AOCI of $783 can be viewed as that portion of the loss on the forward 
contract (decrease in fair value of the forward contract) that is not recognized in net income 
but instead is deferred in stockholders’ equity. Under cash flow hedge accounting, a loss on 
the hedging instrument (forward contract) is recognized only to the extent that it offsets a gain 
on the item being hedged (account receivable). 

The last entry uses the effective interest method to allocate a portion of the $15,000 for- 
ward contract discount as an expense to net income. The company calculates the implicit 
interest rate associated with the forward contract by considering the fact that the forward con- 
tract will generate cash flow of $1,305,000 from a foreign currency asset with an initial value 
of $1,320,000. Because the discount of $15,000 accrues over a three-month period, the effec- 
tive interest rate is calculated as [1 — ‘ $1,305,000/$1,320,000] = .0038023. The amount of 
discount to be allocated to net income for the month of December 2011 is $1,320,000 x 
.0038023 = $5,019. 

The impact on net income for the year 2011 follows: 


SF: | eo enn Te $1,320,000 
Foreign exchange gain............ $ 10,000 
Loss on forward contract .......... (10,000) 
Net gain (loss)... 2... ..0 0000000002 cee eee —0- 
Discount expense .................00 000005 (5,019) 
Impact on net income...........-....-5200-- $1,314,981 
The effect on the December 31, 2011, balance sheet is as follows: 
Assets Liabilities and Stockholders’ Equity 
Accounts receivable (€) ...... $1,330,000 Forward contract ............ $ 10,783 
Retained earnings............ 1,314,981 
AOC 2 it cig cing egw dew wads 4,236 


$1,330,000 


2012 Journal Entries—Forward Contract Designated as Cash Flow Hedge 

From December 31, 2011, to March 1, 2012, the euro account receivable decreases in value by 
$30,000 and the forward contract increases in value by $15,873. In addition, on March 1, 
2012, the remaining discount on forward contract must be amortized to expense. The company 
prepares the following journal entries on March | to reflect these changes: 


SyVW|2 ForelgmiEXxchamgeilossine tas rns er eee eee a 30,000 
AccoumtsiReceivablei(e)ipresn ee nate eer acne 30,000 
To adjust the value of the € receivable to the new spot rate 
of $1.30 and record a foreign exchange loss resulting from 
the depreciation of the € since December 31. 
FonwardiGontrdct: Bare eas eee nce eee 15,783 
Accumulated Other Comprehensive Income (AOCI) ..... 15,783 


To adjust the carrying value of the forward contract to its 
current fair value of $5,000 with a corresponding credit to AOCI. 
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Accumulated Other Comprehensive Income (AOCI).........- 30,000 
(Gelin wim Rovere COMME! sos.ccsceseescneseneese= 30,000 
To record a gain on forward contract to offset the foreign 
exchange loss on account receivable with a corresponding 
debit to AOCI. 
DiscOumtEXPeMSerm enc sie etter ee eet esia cae 9,981 
Accumulated Other Comprehensive Income (AOCI) ..... 9,981 


To allocate the remaining forward contract discount to net 
income ($15,000 — 5,019 = $9,981) with a corresponding 
credit to AOCI. 


As a result of these entries, the balance in AOCI is zero: $4,236 + $15,783 — $30,000 + 
$9,981 = $0. 

The next two journal entries recognize the receipt of euros from the customer, close out the 
euro account receivable, and record the settlement of the forward contract. 


FOREIGMEGUEREM CYA CS) eee tae vereeeeete es tte aren Ts a eee 1,300,000 
/NECOWIMES NSCINEINECS) .. csc asec cece cscecesoduces 1,300,000 


To record receipt of € 1 million from the German customer as 
an asset (Foreign Currency) at the spot rate of $1.30 (Step 3 in 


Exhibit 9.2). 
CTS Ve he ch Ra ae ao J Beer ven Dn cry a Rea 1,305,000 
ROMEoIM CUMING) KS) .gaecnancaaeuouebasoachanaar 1,300,000 
ROnwarcls@onitic Gtiewss eb etree © ote ay Peale ne wee S RenN ne wetted 5,000 


To record settlement of the forward contract (i.e., record 
receipt of $1,305,000 in exchange for delivery of € 1 million) 
and remove the forward contract from the accounts (Steps 4 
and 5 in Exhibit 9.2). 


The impact on net income for the year 2012 follows: 


Foreign exchange loss ............. $(30,000) 

Gain on forward contract .......... 30,000 

Net gain (loss)... ...........0000. —0- 

Discount expense ................ $(9,981) 
Impact on net income ........... $(9,981) 


The net effect on the balance sheet over the two years is a $1,305,000 increase in Cash with 
a corresponding increase in Retained Earnings of $1,305,000 ($1,314,981 — $9,981). The 
cumulative amount recognized as Discount Expense of $15,000 reflects the cost of extending 
credit to the German customer. 

The net benefit from entering into the forward contract is $5,000. This “gain” is not directly 
reflected in net income. However, it can be calculated as the difference between the net gain on 
the forward contract and the cumulative amount of discount expense ($20,000 — $15,000 = 
$5,000) recognized over the two periods. 


Effective Interest versus Straight-Line Methods 


Use of the effective interest method results in allocating the forward contract discount $5,019 at 
the end of the first month and $9,981 at the end of the next two months. Straight-line allo- 
cation of the $15,000 discount on a monthly basis results in a reasonable approximation of 
these amounts: 


12/31/11 $15,000 x '/3 = $5,000 
3/1/12 $15,000 x 2/3 = $10,000 
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Determining the effective interest rate is complex and provides no conceptual insights. For 
the remainder of this chapter, we use straight-line allocation of forward contract discounts and 
premiums. The important thing to keep in mind in this example is that with a cash flow hedge, 
an expense equal to the original forward contract discount is recognized in net income over the 
life of the contract. 

What if the forward rate on December 1, 2011, had been $1.326 (i.e., the euro was sell- 
ing at a premium in the forward market)? In that case, Amerco would receive $6,000 more 
through the forward sale of euros ($1,326,000) than had it received the euros at the date of 
sale ($1,320,000). Amerco would allocate the forward contract premium as an increase in 
net income at the rate of $2,000 per month: $2,000 at December 31, 2011, and $4,000 at 
March 1, 2012. 


Forward Contract Designated as Fair Value Hedge 


Assume that Amerco decides to designate the forward contract not as a cash flow hedge but as 
a fair value hedge. In that case, it takes the gain or loss on the forward contract directly to net 
income and does not separately amortize the original discount on the forward contract. 


2011 Journal Entries—Forward Contract Designated as a Fair Value Hedge 


12/1/11 NccountsReceivablei(G) sae ee ee 1,320,000 
SF | ekots nels APPT A ats by Soh MORSE RINE SNE Oee RTE ETE RueU er Een eat Se 1,320,000 


To record the sale and € 1 million account receivable at the 
spot rate of $1.32 (Step 1 in Exhibit 9.2). 


The forward contract requires no formal entry (Step 2 in Exhibit 9.2). A memorandum desig- 
nates the forward contract as a hedge of the risk of changes in the fair value of the foreign cur- 
rency account receivable resulting from changes in the U.S. dollar—euro exchange rate. 

The company prepares the following entries on December 31: 


12/31/11 INGCOWINS INAGANEINECS) cay cecacencuseoscaecsoeesases 10,000 
Rolteteln EMCHEMCNGElls sancpauccnaceaneseqgsegnead 10,000 
To adjust the value of the € receivable to the new 
spot rate of $1.33 and record a foreign exchange gain 
resulting from the appreciation of the € since 
December 1. 
LOSS Cin RONEN] (COMES st eecccesbestcsesossecdeeses 10,783 
RONAN RCOWiGlat sata ceaiae aie ne wee ase es acee 10,783 


To record the forward contract as a liability at its fair value of 
$10,783 and record a forward contract loss for the change in 
the fair value of the forward contract since December 1. 


The first entry at December 31, 2011, serves to revalue the foreign currency account receiv- 
able and recognize a foreign exchange gain of $10,000. The second entry recognizes the for- 
ward contract as a liability of $10,783 on the balance sheet. Because the forward contract has 
been designated as a fair value hedge, the debit in the second entry recognizes the entire 
change in fair value of the forward contract as a loss in net income; there is no deferral of loss 
in stockholders’ equity. A net loss of $783 is reported in net income as a result of these two 
entries. 
The impact on net income for the year 2011 is as follows: 


Sales! cat teak hues ea klar: $1,320,000 
Foreign exchange gain ............ $ 10,000 
Loss on forward contract .......... (10,783) 
Net gain (loss) ................0.. (783) 


Impact on netincome ........... $1,319,217 


Discussion Question 


DO WE HAVE A GAIN OR WHAT? 


Ahnuld Corporation, a health juice producer, recently expanded its sales through exports 
to foreign markets. Earlier this year, the company negotiated the sale of several thousand 
cases of turnip juice to a retailer in the country of Tcheckia. The customer is unwilling to 
assume the risk of having to pay in U.S. dollars. Desperate to enter the Tcheckian market, 
the vice president for international sales agrees to denominate the sale in tchecks, the na- 
tional currency of Tcheckia. The current exchange rate for 1 tcheck is $2.00. In addition, 
the customer indicates that it cannot pay until it sells all of the juice. Payment is scheduled 
for six months from the date of sale. 

Fearful that the tcheck might depreciate in value over the next six months, the head of 
the risk management department at Ahnuld Corporation enters into a forward contract 
to sell tchecks in six months at a forward rate of $1.80. The forward contract is designated 
as a fair value hedge of the tcheck receivable. Six months later, when Ahnuld receives 
payment from the Tcheckian customer, the exchange rate for the tcheck is $1.70. The cor- 
porate treasurer calls the head of the risk management department into her office. 


Treasurer: | see that your decision to hedge our foreign currency position on that sale to 
Tcheckia was a bad one. 

Department head: What do you mean? We have a gain on that forward contract. We're 
$10,000 better off from having entered into that hedge. 

Treasurer: That's not what the books say. The accountants have recorded a net loss of 
$20,000 on that particular deal. I’m afraid I'm not going to be able to pay you a bonus 
this year. Another bad deal like this one and I’m going to have to demote you back to 
the interest rate swap department. 

Department head: Those bean counters have messed up again. | told those guys in inter- 
national sales that selling to customers in Tcheckia was risky, but at least by hedging our 
exposure, we managed to receive a reasonable amount of cash on that deal. In fact, we 
ended up with a gain of $10,000 on the hedge. Tell the accountants to check their debits 
and credits again. I’m sure they just put a debit in the wrong place or some accounting 
thing like that. 


Have the accountants made a mistake? Does the company have a loss, a gain, or both 
from this forward contract? 


The effect on the December 31, 2011, balance sheet follows: 


Assets Liabilities and Stockholders’ Equity 
Accounts receivable (€) ....... $1,330,000 Forward contract ............. $ 10,783 
Retained earnings ........... 1,319,217 
$1,330,000 


2012 Journal Entries—Forward Contract Designated as a Fair Value Hedge 
The company prepares the following entries on March 1: 


3/1/12 FOreigmeExcham@e:Lossyser eas een wee ete eee een ean 30,000 
/NGeOWINES INeIGEINGIOE (CS) gcacaceaeccoeacsesoesesae 30,000 


To adjust the value of the € receivable to the new 
spot rate of $1.30 and record a foreign exchange loss resulting 
from the depreciation of the € since December 31. 
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FOnwWardk@onthacteme ware mene ce ene aa ee eer er 15,783 
GeiniomionwandiG@ontractaens eer eres 15,783 


To adjust the carrying value of the forward contract to its 
current fair value of $5,000 and record a forward contract 
gain for the change in the fair value since December 31. 


FOreignr@unnrency (GS) ane cece ee ere ke pe eae ec nneeeee 1,300,000 
INEEOWIMES AGIVEINS CS) a5 ccccanscusconeooe soo aces 1,300,000 


To record receipt of € 1 million from the German customer as 
an asset at the spot rate of $1.30 (Step 3 in Exhibit 9.2). 


(GET Ay So vs, eves Beal cteeaties ae petines tos tet es Mek Rave a a oe Ran 1,305,000 
ForeignsGunency (S) ee ee etry be eer eteenes 1,300,000 
FOnWards GOMttacteeesesrs see ee em rere mead ey rer aerate 5,000 


To record settlement of the forward contract (i.e., record 
receipt of $1,305,000 in exchange for delivery of € 1 million) 
and remove the forward contract from the accounts (Steps 4 
and 5 in Exhibit 9.2). 


The impact on net income for the year 2012 follows: 


Foreign exchange loss ...............-.. $(30,000) 
Gain on forward contract................ 15,783 
Impact on net income ................-- $(14,217) 


The net effect on the balance sheet for the two periods is an increase of $1,305,000 in Cash 
with a corresponding increase in Retained Earnings of $1,305,000 ($1,319,217 — $14,217). 

Under fair value hedge accounting, the company does not amortize the original forward 
contract discount systematically over the life of the contract. Instead, it recognizes the discount 
in income as the difference between the foreign exchange Gain (Loss) on the account receiv- 
able and the Gain (Loss) on the forward contract—that is, $(783) in 2011 and $(14,217) in 2012. 
The net impact on net income over the two years is $(15,000), which reflects the cost of extend- 
ing credit to the German customer. The net gain on the forward contract of $5,000 ($10,783 loss 
in 2011 and $15,783 gain in 2012) reflects the net benefit (i.e., increase in cash inflow) from 
Amerco’s decision to hedge the euro receivable. 

Companies often cannot or do not bother to designate as hedges the forward contracts they 
use to hedge foreign currency denominated assets and liabilities. In those cases, the company 
accounts for the forward contract in exactly the same way it would if it had designated it as a 
fair value hedge. The company reports an undesignated forward contract on the balance sheet 
at fair value as an asset or liability and immediately recognizes changes in the fair value of the 
forward contract in income. The only difference between a forward contract designated as a 
fair value hedge of a foreign currency denominated asset or liability and an undesignated for- 
ward contract is the manner in which the company discloses it in the notes to the financial 
statements. E.I. du Pont de Nemours and Company provided the following disclosure related 
to this in its 2008 Form 10-K (page F-44): 


Derivatives Not Designated in Hedging Relationships 


The company uses forward exchange contracts to reduce its net exposure, by currency, related to 
foreign currency-denominated monetary assets and liabilities. The netting of such exposures 
precludes the use of hedge accounting. However, the required revaluation of the forward con- 
tract and the associated foreign currency-denominated monetary assets and liabilities results in a 
minimal earnings impact, after taxes. 


Cash Flow Hedge versus Fair Value Hedge 

A forward contract used to hedge a foreign currency denominated asset or liability can be des- 
ignated as either a cash flow hedge or a fair value hedge when it completely offsets the vari- 
ability in cash flows associated with the hedged item. The total impact on income is the same 
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regardless of whether the forward contract is designated as a fair value hedge or as a cash flow 
hedge. In our example, Amerco recognized an expense (or loss) of $15,000 in both cases, and 
the company knew what the total expense was going to be as soon as the contract was signed. 

A benefit to designating a forward contract as a cash flow hedge is that the company knows 
the forward contract’s effect on net income each year as soon as the contract is signed. The net 
impact on income is the periodic amortization of the forward contract discount or premium. In 
our example, Amerco knew on December 1, 2011, that it would recognize a discount expense 
of $5,000 in 2011 and $10,000 in 2012. The impact on each year’s income is not as systematic 
when the forward contract is designated as a fair value hedge—loss of $783 in 2011 and 
$14,217 in 2012. Moreover, the company does not know what the net impact on 2011 income 
will be until December 31, 2011, when the euro account receivable and the forward contract 
are revalued. Because of the potential for greater volatility in periodic net income that results 
from a fair value hedge, companies may prefer to designate forward contracts used to hedge a 
foreign currency denominated asset or liability as cash flow hedges. 


FOREIGN CURRENCY OPTION USED TO HEDGE 
A FOREIGN CURRENCY DENOMINATED ASSET 


As an alternative to a forward contract, Amerco could hedge its exposure to foreign exchange 
risk arising from the euro account receivable by purchasing a foreign currency put option. A 
put option would give Amerco the right but not the obligation to sell 1 million euros on March 
1, 2012, at a predetermined strike price. Assume that on December 1, 2011, Amerco purchases 
an over-the-counter option from its bank with a strike price of $1.32 when the spot rate is 
$1.32 and pays a premium of $0.009 per euro.!'° Thus, the purchase price for the option is 
$9,000 (€1 million X $0.009). 

Because the strike price and spot rate are the same, no intrinsic value is associated with this 
option. The premium is based solely on time value; that is, it is possible that the euro will de- 
preciate and the spot rate on March 1, 2012, will be less than $1.32, in which case the option 
will be “in the money.” If the spot rate for euros on March 1, 2012, is less than the strike price 
of $1.32, Amerco will exercise its option and sell its 1 million euros at the strike price of 
$1.32. If the spot rate for euros in three months is more than the strike price of $1.32, Amerco 
will not exercise its option but will sell euros at the higher spot rate. By purchasing this option, 
Amerco is guaranteed a minimum cash flow from the export sale of $1,311,000 ($1,320,000 
from exercising the option less the $9,000 cost of the option). There is no limit to the maxi- 
mum number of U.S. dollars that Amerco could receive. 

As is true for other derivative financial instruments, authoritative accounting literature requires 
foreign currency options to be reported on the balance sheet at fair value. The fair value of a 
foreign currency option at the balance sheet date is determined by reference to the premium 
quoted by banks on that date for an option with a similar expiration date. Banks (and other sellers 
of options) determine the current premium by incorporating relevant variables at the balance 
sheet date into the modified Black-Scholes option pricing model. Changes in value for the euro 
account receivable and the foreign currency option are summarized as follows: 


Foreign 
Account Receivable (€) Option Currency Option 
U.S. Dollar Changein U.S. Premium Change in 
Date Spot Rate Value Dollar Value for3/1/12 Fair Value Fair Value 
12/1/11 $1.32 $1,320,000 —0- $0.009 $ 9,000 —0- 
12/31/11 1.33 1,330,000 + $10,000 0.006 6,000 — $ 3,000 
3/1/12 1.30 1,300,000 — 30,000 0.020 20,000 + 14,000 


10 The seller of the option determined the price of the option (the premium) by using a variation of the Black- 
Scholes option pricing formula. 
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The fair value of the foreign currency put option at December | is its cost of $9,000. The spot 
rate for the euro increases during December, which causes a decrease in the fair value of the 
put option; the right to sell euros at $1.32 is of even less value when the spot rate is $1.33 (on 
December 31) than when the spot rate was $1.32 (on December 1). The bank determines the 
fair value of the option at December 31 to be $6,000. By March 1, the euro spot rate has de- 
creased to $1.30. By exercising its option on March | at the strike price of $1.32, Amerco will 
receive $1,320,000 from its export sale, rather than only $1,300,000 if it were required to sell 
euros in the spot market on March 1. Thus, the option has a fair value of $20,000 on March 1. 

We can decompose the fair value of the foreign currency option into its intrinsic value and 
time value components as follows: 


Date Fair Value Intrinsic Value Time Value Change in Time Value 
12/1/11 $ 9,000 —0- $9,000 —0- 
12/31/11 6,000 —0- 6,000 — $3,000 
3/1/12 20,000 $20,000 —0- — 6,000 


Because the option strike price is less than or equal to the spot rate at both December | and 
December 31, the option has no intrinsic value at those dates. The entire fair value is attribut- 
able to time value only. On March 1, the date of expiration, no time value remains, and the 
entire amount of fair value is attributable to intrinsic value. 


Option Designated as Cash Flow Hedge 

Assume that Amerco designates the foreign currency option as a cash flow hedge of a foreign 
currency denominated asset. In this case, Amerco recognizes the change in the option’s time 
value immediately in net income. The company prepares the following journal entries to ac- 
count for the foreign currency transaction and the related foreign currency option: 


2011 Journal Entries—Option Designated as a Cash Flow Hedge 


12/1/11 /NECOWIMSINACANENEES) sto secenen see suapeeas sedenae 1,320,000 
SY | | choy aaapan cae Ae cae dre Rainn orlando Re ee a UE 1,320,000 


To record the sale and € 1 million account 
receivable at the spot rate of $1.32. 


FOMHeli) CUMING O)QUOIN wcncacacuepeauepapedeopanasue 9,000 
GAS Igo ry ws euneye con ae any ie gc eng coe Om payee Oe cree Upeyn prea 9,000 


To record the purchase of the foreign currency option as 
an asset at its fair value of $9,000. 


From December 1 to December 31, the euro account receivable increases in value by 
$10,000 and the option decreases in value by $3,000. The company prepares the following 
journal entries on December 31 to reflect these changes: 


12/31/11 Accounts: Recelvablei(G)aa ne eee ee ee 10,000 
FONG EXCHENGE GIN co cdcamsyseetoonneodsocuans 10,000 


To adjust the value of the € receivable to the new spot 
rate of $1.33 and record a foreign exchange gain resulting 
from the appreciation of the € since December 1. 


Accumulated Other Comprehensive Income (AOCI).........- 3,000 


FONlelm CUITGINGY CWO conaccaccevocardegneanace 3,000 


To adjust the fair value of the option from $9,000 to $6,000 
with a corresponding debit to AOCI. 
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[LoS Oat [FOLEICojM (CULEINIGY Ofoitlel) 2 aoc caccsanncocssadeane 10,000 
Accumulated Other Comprehensive Income (AOCI) ..... 10,000 


To record a loss on foreign currency option to offset the 
foreign exchange gain on the account receivable 
with a corresponding credit to AOCI. 


OptuOMEXPENSC ray -varsnys neue setae atate en ewes oasis tes 3,000 
Accumulated Other Comprehensive Income (AOCI) ..... 3,000 


To recognize the change in the time value of the option as 
a decrease in net income with a corresponding credit to AOCI. 


The first three journal entries prepared on December 31 result in the euro account receivable 
and the foreign currency option being reported on the balance sheet at fair value with a net 
gain (loss) of zero reflected in net income, which is consistent with the concept of hedge 
accounting. The final entry serves to amortize a portion of the option cost to expense in net 
income. On March 1, the remaining $6,000 of option cost will be expensed. 

The impact on net income for the year 2011 follows: 


Gales a as hte eke es ea ee $1,320,000 

Foreign exchange gain ............ $ 10,000 

Loss on foreign currency option ..... (10,000) 

Net gain (loss)... 0.0.0.0... 200005 —0- 

Option expense ................. (3,000) 

Impact on netincome............. $1,317,000 
The effect on the December 31, 2011, balance sheet is as follows: 

Assets Liabilities and Stockholders’ Equity 

COSI ath Aatincctt mw cen Ek tes oe $ (9,000) Retainedearnings ........... $1,317,000 
Accounts receivable (€) ....... 1,330,000 AOCI..................... 10,000 
Foreign currency option ....... 6,000 $1,327,000 


$1,327,000 


At March 1, 2012, the option has increased in fair value by $14,000—time value decreases 
by $6,000 and intrinsic value increases by $20,000. The accounting entries made in 2012 are 
presented next: 


2012 Journal Entries—Option Designated as a Cash Flow Hedge 


3/1/12 FOKEIGMIEXGhAanGes OSS purer wnres ye ar came ee 30,000 
Accounts: Receivable()ane eens aeons 30,000 
To adjust the value of the € receivable to the new 
spot rate of $1.30 and record a foreign exchange loss resulting 
from the depreciation of the € since December 31. 
ROLCleln (CUMING VOMION: cecdcoccdoceaesoetwoneneeosdoc 14,000 
Accumulated Other Comprehensive Income (AOCI) ..... 14,000 
To adjust the fair value of the option from $6,000 to 
$20,000 with a corresponding credit to AOCI. 
Accumulated Other Comprehensive Income (AOCI) ......... 30,000 
Gain on Foreign Currency Option ................... 30,000 


To record a gain on foreign currency option to offset the 
foreign exchange gain on account receivable with a 
corresponding debit to AOCI. 
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@ptioniEXPeNnSeieua eee te we etree Cr ere Rarer Wr eteae 6,000 
Accumulated Other Comprehensive Income (AOCI) ..... 6,000 


To recognize the change in the time value of the option as 
a decrease in net income with a corresponding credit to AOCI. 


The first three entries above result in the euro account receivable and the foreign currency op- 
tion being reported at their fair values, with a net gain (loss) of zero. The fourth entry amor- 
tizes the remaining cost of the option to expense. As a result of these entries, the balance in 
AOCT is zero: $10,000 + $14,000 — $30,000 + $6,000 = $0. 

The next two journal entries recognize the receipt of euros from the customer, close out the 
euro account receivable, and record the exercise of the foreign currency option. 


FOFCIGMiGUKeNnGy:(E)) ney oer neteinerge teehee rare 1,300,000 
INECOUIMSINACINVEINO CS) she cceesceuesconsescasases 1,300,000 
To record receipt of € 1 million from the German 
customer as an asset at the spot rate of $1.30. 
aS | are eg Se ae en ge PO cae rea See: 1,320,000 
FOreigmiGunrencya(G) tenn ape rere tree eateries erate \e 1,300,000 
Folteltein CUMING OHO cacccsndpanscanvangesceds 20,000 


To record exercise of the option (i.e., record receipt of 
$1,320,000 in exchange for delivery of € 1 million) 
and remove the foreign currency option from the accounts. 


The impact on net income for the year 2012 follows: 


Foreign exchange loss ............. $(30,000) 

Gain on foreign currency option ..... 30,000 

Net gain (loss) ................ —0- 

Option expense .............-... (6,000) 
Impact on netincome ........... $(6,000) 


Over the two accounting periods, Amerco reports Sales of $1,320,000 and a cumulative 
Option Expense of $9,000. The net effect on the balance sheet is an increase in the Cash ac- 


count of $1,311,000 ($1,320,000 — $9,000) with a corresponding increase in the Retained 


Earnings account of $1,311,000 ($1,317,000 — $6,000). 


The net benefit from having acquired the option is $11,000. Amerco reflects this “gain” in 


net income as the net Gain on Foreign Currency Option less the cumulative Option Expense 
($20,000 — $9,000 = $11,000) recognized over the two accounting periods. 


Option Designated as Fair Value Hedge 


Assume that Amerco decides not to designate the foreign currency option as a cash flow hedge 
but to treat it as a fair value hedge. In that case, it takes the gain or loss on the option directly 


to net income and does not separately recognize the change in the time value of the option. 


2011 Journal Entries—Option Designated as a Fair Value Hedge 


12/1/11 /NECOUINUS INEGANEINIECS) ca nccscccsccsstnasedaeeesacce 1,320,000 
SalOSig va eee oa ee rene ne eee ne cm nt nar nnnete fates 1,320,000 
To record the sale and € 1 million account receivable 
at the spot rate of $1.32. 
OME MEMES OVC) asnkeoanenadcnnscadesandsasen 9,000 
GIS natn iis aRel Seiad Stele tik ae, Seba wind eraedar. Al 9,000 


To record the purchase of the foreign currency option as an 
asset at its fair value of $9,000. 
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AccountsiReceivable (yi acer senses eee 
ROVloin Ea neine(s) Gell) 24a sescedsduuncusensenses 


To adjust the value of the € receivable to the new spot 
rate of $1.33 and record a foreign exchange gain resulting 
from the appreciation of the € since December 1. 


lossroniroreigmi@unrencyi@ pti sme sree 
Foreign Gurrency.© pioneer ee rete aaa 


To adjust the fair value of the option from $9,000 to $6,000 
and record a loss on foreign currency option for the change 
in the fair value of the option since December 1. 


The impact on net income for the year 2011 follows: 


SACS =. d-cniaue > a onlted an ret eee $1,320,000 

Foreign exchange gain ............ $10,000 

Loss on foreign currency option ..... (3,000) 

Net gain (loss)... ...........0000. 7,000 
Impact on netincome ........... $1,327,000 


2012 Journal Entries—Option Designated as a Fair Value Hedge 


Foreigniexchiange kOsse saris srs ae ees ee eerie ee car 
/NECOUINS RACEINATDE KS) 2. cccaccsecsueudortevosans 
To adjust the value of the € receivable to the new spot 
rate of $1.30 and record a foreign exchange loss resulting 
from the depreciation of the € since December 31. 
ROOM CUMING OWN on ssudscuseageseuscauasvesses 
Gain on Foreign Currency Option ................... 


To adjust the fair value of the option from $6,000 to $20,000 
and record a gain on foreign currency option for the change 
in fair value since December 31. 


RONRSNO[N GUIMINGACH! oy aueind oe cua mateo aun ore doe as 
/NECOWINS RECINENECS) cao caso ondcavocnenone eens 
To record receipt of € 1 million from the German 
customer as an asset at the spot rate of $1.30. 
SASHA ree partners Sere ee Re yc CR ECL aie xe ere 
OVI CURSED) <2 Gaede cen ton omnes ae ear 
Foreign G@unnencyi@ plone eta eer ee rent 


To record exercise of the option (i.e., record receipt of 
$1,320,000 in exchange for delivery of € 1 million) 
and remove the foreign currency option from the 
accounts. 


The impact on net income for the year 2012 follows: 


Foreign exchange loss............. 00000000 $(30,000) 
Gain on foreign currency option .............. 14,000 
Impact on net income .................... $(16,000) 


Over the two accounting periods, Amerco reports Sales of $1,320,000 and a cumulative net 
loss of $9,000 ($7,000 net gain in 2011 and $16,000 net loss in 2012). The net effect on the 
balance sheet is an increase in Cash of $1,311,000 ($1,320,000 — $9,000) with a correspond- 
ing increase in Retained Earnings of $1,311,000 ($1,327,000 — $16,000). The net benefit 
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from having acquired the option is $11,000. Amerco reflects this in net income through the net 
Gain on Foreign Currency Option ($3,000 loss in 2011 and $14,000 gain in 2012) recognized 
over the two accounting periods. 

The accounting for an option used as a fair value hedge of a foreign currency denominated 
asset or liability is the same as if the option had been considered a speculative derivative. The 
only advantage to designating the option as a fair value hedge relates to the disclosures made 
in the notes to the financial statements. 


Spot Rate Exceeds Strike Price 

If the spot rate at March 1, 2012, had been more than the strike price of $1.32, Amerco would 
allow its option to expire unexercised. Instead it would sell its foreign currency (€) at the spot 
rate. The fair value of the foreign currency option on March 1, 2012, would be zero. The 
journal entries for 2011 to reflect this scenario would be the same as the preceding ones. The 
option would be reported as an asset on the December 31, 2011, balance sheet at $6,000 and 
the € receivable would have a carrying value of $1,330,000. The entries on March 1, 2012, 
assuming a spot rate on that date of $1.325 (rather than $1.30), would be as follows: 


3/1/12 ForelgmiExchamgerlioss#s as eere teres ary eee 5,000 
PNECOWINUS:INAGANVEINOCS) a5 4 oceeseducsdostscaseeses 5,000 
To adjust the value of the € receivable to the new spot 
rate of $1.325 and record a foreign exchange loss resulting 
from the depreciation of the € since December 31. 
[KosS OM) FOLENoIn CUITEINGY ONION sccanccacoonuoagooonaee 6,000 
FOmalein CUMEMGYOOHON secceasscccenneocdeeduues 6,000 
To adjust the fair value of the option from $6,000 to $0 and 
record a loss on foreign currency option for the change in fair 
value since December 31. 
ForeigniGunrency(E)i ae meenece ae cee scnenena te etectet 1,325,000 
‘AccoumtsiReceivabler(@) meee nner err terse 1,325,000 
To record receipt of € 1 million from the German 
customer as an asset at the spot rate of $1.325. 
CaS era eee Ose ee ne ee ee eS oie a Tee ER epee 1,325,000 
OREM GUWINEINOES) ck os ears cd bo hoe cue ho mn enue Oe 1,325,000 
To record the sale of € 1 million at the spot rate of $1.325. 


The overall impact on net income for the year 2012 is as follows: 


Foreign exchange loss ..............00000000- $ (5,000) 
Loss on foreign currency option ............... (6,000) 
Impact on net income ..............--204-- $(11,000) 


HEDGES OF UNRECOGNIZED FOREIGN CURRENCY FIRM COMMITMENTS 


LO5 


Account for forward contracts and 
options used as hedges of foreign 
currency firm commitments. 


In the examples thus far, Amerco does not enter into a hedge of its export sale until it actually 
makes the sale. Assume now that on December 1, 2011, Amerco receives and accepts an order 
from a German customer to deliver goods on March 1, 2012, at a price of | million euros. 
Assume further that under the terms of the sales agreement, Amerco will ship the goods to the 
German customer on March 1, 2012, and will receive immediate payment on delivery. In other 
words, Amerco will not allow the German customer time to pay. Although Amerco will not 
make the sale until March 1, 2012, it has a firm commitment to make the sale and receive 
1 million euros in three months. This creates a euro asset exposure to foreign exchange risk as 
of December 1, 2011. On that date, Amerco wants to hedge against an adverse change in the 
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value of the euro over the next three months. This is known as a hedge of a foreign currency 
firm commitment. Although prior U.S. GAAP originally indicated that only fair value hedge 
accounting is appropriate for hedges of foreign currency firm commitments, cash flow hedge 
accounting also now can be used. However, because the results of fair value hedge account- 
ing are intuitively more appealing, we do not cover cash flow hedge accounting for firm 
commitments. 

A firm commitment is an executory contract; the company has not delivered goods nor has 
the customer paid for them. Normally, executory contracts are not recognized in financial 
statements. However, when a firm commitment is hedged using a derivative financial instru- 
ment, hedge accounting requires explicit recognition on the balance sheet at fair value of both 
the derivative financial instrument (forward contract or option) and the firm commitment. The 
change in fair value of the firm commitment results in a gain or loss that offsets the loss or 
gain on the hedging instrument (forward contract or option), thus achieving the goal of hedge 
accounting. This raises the conceptual question of how to measure the fair value of the firm 
commitment. When a forward contract is used as the hedging instrument, the fair value of the 
firm commitment is determined through reference to changes in the forward exchange rate. 
Changes in the spot exchange rate are used to determine the fair value of the firm commitment 
when a foreign currency option is the hedging instrument. 


Forward Contract Used as Fair Value Hedge of a Firm Commitment 
To hedge its firm commitment exposure to a decline in the U.S. dollar value of the euro, 
Amerco decides to enter into a forward contract on December 1, 2011. Assume that on that 
date, the three-month forward rate for euros is $1.305 and Amerco signs a contract with New 
Manhattan Bank to deliver 1 million euros in three months in exchange for $1,305,000. No 
cash changes hands on December 1, 2011. Amerco measures the fair value of the firm com- 
mitment through changes in the forward rate. Because the fair value of the forward contract is 
also measured using changes in the forward rate, the gains and losses on the firm commitment 
and forward contract exactly offset. The fair value of the forward contract and firm commit- 
ment are determined as follows: 


Forward Contract Firm Commitment 
Forward 
Rate to Change in Change in 
Date 3/1/12 Fair Value Fair Value Fair Value Fair Value 
12/1/11 $1.305 —0- —0- —0- —0- 
12/31/11 1.316 $(10,783)* — $10,783 $10,783* + $10,783 
3/1/12 1.30 (spot) 5,000T + 15,783 (5,000)t — 15,783 


*($1,305,000 — $1,316,000) = $(11,000) x 0.9803 = $(10,783), where 0.9803 is the present value factor for two months at an annual interest 
rate of 12 percent (1 percent per month) calculated as 1/1.017. 


+($1,305,000 — $1,300,000) = $5,000. 


Amerco pays nothing to enter into the forward contract at December 1, 2011. Both the 
forward contract and the firm commitment have a fair value of zero on that date. At Decem- 
ber 31, 2011, the forward rate for a contract to deliver euros on March 1, 2012, is $1.316. 
A forward contract could be entered into on December 31, 2011, to sell 1 million euros for 
$1,316,000 on March 1, 2012. Because Amerco is committed to sell 1 million euros for 
$1,305,000, the value of the forward contract is $(11,000); present value is $(10,783), a 
liability. The fair value of the firm commitment is also measured through reference to changes 
in the forward rate. As a result, the fair value of the firm commitment is equal in amount but 
of opposite sign to the fair value of the forward contract. At December 31, 2011, the firm com- 
mitment is an asset of $10,783. 

On March 1, 2012, the forward rate to sell euros on that date, by definition, is the spot rate, 
$1.30. At that rate, Amerco could sell 1 million euros for $1,300,000. Because Amerco has a 
contract to sell euros for $1,305,000, the fair value of the forward contract on March 1, 2012, 
is $5,000 (an asset). The firm commitment has a value of $(5,000), a liability. The journal 
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entries to account for the forward contract fair value hedge of a foreign currency firm com- 
mitment are as follows: 


2011 Journal Entries—Forward Contract Fair Value Hedge of Firm Commitment 


12/1/11 There is no entry to record either the sales agreement or the 
forward contract because both are executory contracts. A 
memorandum designates the forward contract as a hedge of the 
risk of changes in the fair value of the firm commitment resulting 
from changes in the U.S. dollar—euro forward exchange rate. 
12/31/11 KossiommOnvardl @Gontiacte ee en res 10,783 
onward @onthactae asta ee earn te reas 10,783 
To record the forward contract as a liability at its fair value 
of $(10,783) and record a forward contract loss for the 
change in the fair value of the forward contract since 
December 1. 
AliamlCrolnnlanlinneiii ae cee ete ers wee een ae ye es oe 10,783 
GainronpeinmkG@oninnitine mies ene ree 10,783 


To record the firm commitment as an asset at its fair value of 
$10,783 and record a firm commitment gain for the change in 
the fair value of the firm commitment since December 1. 


Consistent with the objective of hedge accounting, the gain on the firm commitment off- 
sets the loss on the forward contract, and the impact on 2011 net income is zero. Amerco re- 
ports the forward contract as a liability and reports the firm commitment as an asset on the 
December 31, 2011, balance sheet. This achieves the objective of making sure that derivatives 
are reported on the balance sheet and ensures that there is no impact on net income. 

On March 1, 2012, Amerco first recognizes changes in the fair value of the forward con- 
tract and firm commitment since December 31. The company then records the sale and the set- 
tlement of the forward contract. Finally, the $5,000 balance in the firm commitment account 
is closed as an adjustment to net income. The required journal entries are as follows: 


2012 Journal Entries—Forward Contract Fair Value Hedge of Firm Commitment 


3/1/12 Fonwardi@omtiactee eer yen eee pee mare eae ee eer 15,783 
Gelin Cin [Rovnwvlne] (COMMERCE ca cecusauvecreseanecnacs 15,783 
To adjust the fair value of the forward contract from 
$(10,783) to $5,000 and record a forward contract gain for 
the change in fair value since December 31. 

LOSS Cin FIM COMMMMNENEN . 5 ose oc eke oo adenoececsoences 15,783 

FinmR@onimittnentiewane ees earn tee kruetpnin senses 15,783 
To adjust the fair value of the firm commitment from 
$10,783 to $(5,000) and record a firm commitment loss for 
the change in fair value since December 31. 

FOPEIO MCU MGyiCE) ews ere ree Oran ans ne eee 1,300,000 
SAlGSh Pare eee eer ee ee aera ey eae oe: 1,300,000 

To record the sale and the receipt of € 1 million 
as an asset at the spot rate of $1.30. 

(CEA aTs « Sica citar ace Ae tar aeavsal Eb Coa ate cen Sua I oer Oe 1,305,000 
FOreigniGurrency:(S) mn coecuna ee acn renee aeraeeen 1,300,000 
onward @omtiact ares rere ee yan rere aaa ee 5,000 

To record settlement of the forward contract (receipt 
of $1,305,000 in exchange for delivery of € 1 million) 
and remove the forward contract from the accounts. 

FLU ECMMANWNAKEIN Sep cisco esuots heme Ocean: Aeua oko Ged ace aun oneeaea eee 5,000 
Adjustment to Net Income-Firm Commitment ......... 5,000 

To close the firm commitment as an adjustment to net income. 
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Once again, the gain on forward contract and the loss on firm commitment offset. As a 
result of the last entry, the export sale increases 2012 net income by $1,305,000 ($1,300,000 
in sales plus a $5,000 adjustment to net income). This exactly equals the amount of cash re- 
ceived. In practice, companies use a variety of account titles for the adjustment to net income 
that results from closing the firm commitment account. 

The net gain on forward contract of $5,000 ($10,783 loss in 2011 plus $15,783 gain in 
2012) measures the net benefit to the company from hedging its firm commitment. Without 
the forward contract, Amerco would have sold the 1 million euros received on March 1, 2012, 
at the spot rate of $1.30 generating cash flow of $1,300,000. Through the forward contract, 
Amerco is able to sell the euros for $1,305,000, a net gain of $5,000. 


Option Used as Fair Value Hedge of Firm Commitment 

Now assume that to hedge its exposure to a decline in the U.S. dollar value of the euro, 
Amerco purchases a put option to sell 1 million euros on March 1, 2012, at a strike price of 
$1.32. The premium for such an option on December 1, 2011, is $0.009 per euro. With this 
option, Amerco is guaranteed a minimum cash flow from the export sale of $1,311,000 
($1,320,000 from option exercise less $9,000 cost of the option). 

Amerco measures the fair value of the firm commitment by referring to changes in the U.S. 
dollar—euro spot rate. In this case, Amerco must discount the fair value of the firm commit- 
ment to its present value. The fair value and changes in fair value for the firm commitment and 
foreign currency option are summarized here: 


Option Foreign Currency Option Firm Commitment 
Premium Change in Spot Change in 
Date for 3/1/12 Fair Value Fair Value Rate Fair Value ‘Fair Value 
12/1/11 $0.009 $ 9,000 —0- $1.32 —0- —0- 
12/31/11 0.006 6,000 — $3,000 1.33 $ 9,803* +$ 9,803 
3/1/12 0.020 20,000 + 14,000 1.30 (20,000)t — 29,803 


*$1,330,000 — $1,320,000 = $10,000 x 0.9803 = $9,803, where 0.9803 is the present value factor for two months at an annual interest rate 
of 12 percent (1 percent per month) calculated as 1/1.01?. 
+$1,300,000 — $1,320,000 = $(20,000). 


At December 1, 2011, given the spot rate of $1.32, the firm commitment to receive 1 mil- 
lion euros in three months would generate a cash flow of $1,320,000. At December 31, 2011, 
the cash flow that the firm commitment could generate increases by $10,000 to $1,330,000. 
The fair value of the firm commitment at December 31, 2011, is the present value of $10,000 
discounted at 1 percent per month for two months. Amerco determines the fair value of the 
firm commitment on March 1, 2012, by referring to the change in the spot rate from December 1, 
2011, to March 1, 2012. Because the spot rate declines by $0.02 over that period, the firm 
commitment to receive | million euros has a fair value of $(20,000) on March 1, 2012. The 
journal entries to account for the foreign currency option and related foreign currency firm 
commitment are discussed next: 


2011 Journal Entries—Option Fair Value Hedge of Firm Commitment 


12/1/11 Foleloi CUMING) C(MIOR ccococcdaceaesdetuontadasedun 9,000 
(CEI te sructiestacia cies etaeare anual aber eu ana Bien aeateerelnprens i tas 9,000 


To record the purchase of the foreign currency option 
as an asset. 


There is no entry to record the sales agreement because it is an executory contract. Amerco 
prepares a memorandum to designate the option as a hedge of the risk of changes in the fair 
value of the firm commitment resulting from changes in the spot exchange rate. 
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12/31/11 [oss ln) IFOlel(on (CUIAINEY OVO 22a 2 nea scccone sus eanses 3,000 
Foltelteiny CUimeINEY Olio) .aceacuanennasengueaacae 3,000 


To adjust the fair value of the option from $9,000 to $6,000 
and record the change in the value of the option as a loss. 


FiimARCCCInANnN ss aes Cee ae os ten Se eee Se See oes 9,803 
GainionseinmkG@onnnnitine mise eee er nsee 9,803 


To record the firm commitment as an asset at its fair value of 
$9,803 and record a firm commitment gain for the change in 
the fair value of the firm commitment since December 1. 


Because the fair value of the firm commitment is based on changes in the spot rate whereas 
the fair value of the option is based on a variety of factors, the gain on the firm commitment 
and loss on the option do not exactly offset. 

The impact on net income for the year 2011 is as follows: 


Gain on firm commitment ...............0.. $ 9,803 
Loss on foreign currency option .............. (3,000) 
Impact on net income ..........-....-204-- $ 6,803 


The effect on the December 31, 2011, balance sheet follows: 


Assets Liabilities and Stockholders’ Equity 
CASI acdag Sed ides Bien ae 2% domes a Bok $(9,000) Retained earnings ........... $6,803 
Foreign currency option ....... 6,000 
Firm commitment ........... 9,803 
$ 6,803 


On March 1, 2012, Amerco first recognizes changes in the fair value of the option and of 
the firm commitment since December 31. The company then records the sale and the exercise 
of the option. Finally, the $20,000 balance in the firm commitment account is closed as an 
adjustment to net income. The required journal entries are as follows: 


2012 Journal Entries—Option Fair Value Hedge of Firm Commitment 


3/1/12 OMEN CUMENG? CUCM oscccccaeanesacooneoonooenaes 14,000 
Gammon Eorelgmi@ Unrency,Op tonne rere eee 14,000 


To adjust the fair value of the foreign currency option from 
$6,000 to $20,000 and record a gain on foreign currency 
option for the change in fair value since December 31. 


Oss lm Fin COMMUNISM. 5 osscseeeeeucseosesedesaeee 29,803 
Finny COMMA ooaccececdsesoscnosedoeessacge 29,803 


To adjust the fair value of the firm commitment from $9,803 
to $(20,000) and record a firm commitment loss for the 
change in fair value since December 31. 


FOPCIOMiGUnrencyi(E) ere espe ncus Acace iets nates eames 1,300,000 
SS OS Air ge seein Cie tetera Prat SRMN Ean OR re eee are oes 1,300,000 


To record the sale and the receipt of € 1 million 
as an asset at the spot rate of $1.30. 


(Se ae Risa aarp nesta roane ssc nec ac tctee oR eraser eer ance 1,320,000 
ROLEIGMIG@UTIEMCy GE) lene y errs ene fare ene create 1,300,000 
Fomalteiny CURSING? OJOMOMN cs nccccscdtenncoouroenaee 20,000 


To record exercise of the foreign currency option (receipt of 
$1,320,000 in exchange for delivery of € 1 million) 
and remove the foreign currency option from the accounts. 


FinmeGomimitinenity ees ao cee tee erect nen cans eaere 20,000 
Adjustmemtco Net Income eee ee eres 20,000 
To close the firm commitment as an adjustment to net income. 
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The following is the impact on net income for the year 2012: 


SACS. te end cr ee ets eee ose eae ra ate ante 2 $1,300,000 
Loss on firm commitment ................0... (29,803) 
Gain on foreign currency option .............. 14,000 
Adjustment to net income-firm commitment .... 20,000 

Impact on net income .................0.. $1,304,197 


The net increase in net income over the two accounting periods is $1,311,000 ($6,803 in 
2011 plus $1,304,197 in 2012), which exactly equals the net cash flow realized on the export 
sale ($1,320,000 from exercising the option less $9,000 to purchase the option). The net gain 
on the option of $11,000 (loss of $3,000 in 2011 plus gain of $14,000 in 2012) reflects the net 
benefit from having entered into the hedge. Without the option, Amerco would have sold the 
1 million euros received on March 1, 2012, at the spot rate of $1.30 for $1,300,000. 


HEDGE OF FORECASTED FOREIGN CURRENCY 
DENOMINATED TRANSACTION 


LO6 Cash flow hedge accounting also is used for foreign currency derivatives used to hedge the 
Account for forward contracts cash flow risk associated with a forecasted foreign currency transaction. For hedge accounting 
and options used as hedges of to apply, the forecasted transaction must be probable (likely to occur), the hedge must be 


forecasted foreign currency 


uneiee ce highly effective in offsetting fluctuations in the cash flow associated with the foreign currency 


risk, and the hedging relationship must be properly documented. 
Accounting for a hedge of a forecasted transaction differs from accounting for a hedge of 
a foreign currency firm commitment in two ways: 


1. Unlike the accounting for a firm commitment, there is no recognition of the forecasted 
transaction or gains and losses on the forecasted transaction. 

2. The company reports the hedging instrument (forward contract or option) at fair value, but 
because no gain or loss occurs on the forecasted transaction to offset against, the company 
does not report changes in the fair value of the hedging instrument as gains and losses in 
net income. Instead, it reports them in other comprehensive income. On the projected date 
of the forecasted transaction, the company transfers the cumulative change in the fair value 
of the hedging instrument from other comprehensive income (balance sheet) to net income 
(income statement). 


Forward Contract Cash Flow Hedge of a Forecasted Transaction 

To demonstrate the accounting for a hedge of a forecasted foreign currency transaction, as- 
sume that Amerco has a long-term relationship with its German customer and can reliably 
forecast that the customer will require delivery of goods costing | million euros in March 
2012. Confident that it will receive | million euros on March 1, 2012, Amerco enters into a 
forward contract on December 1, 2011, to sell 1 million euros on March 1, 2012, at a rate of 
$1.30. The facts are essentially the same as those for the hedge of a firm commitment except 
that Amerco does not receive a sales order from the German customer until late February 
2012. Relevant exchange rates and the fair value of the forward contract are as follows: 


Forward Contract 


Forward Rate Change in 
Date to 3/31/12 Fair Value Fair Value 
12/1/11 $1.305 —0- —0- 
12/31/11 1.316 $(10,783)* — $10,783 
3/1/12 1.30 (spot) 5,000 + 15,783 


* ($1,305,000 — $1,316,000) = $(11,000) X 0.9803 = $(10,783), where 0.9803 is the present value factor for two months at an annual interest 
rate of 12 percent (1 percent per month) calculated as 1/1.01’. The original discount on the forward contract is determined by the difference in 
the € spot rate and the three-month forward rate on December 1, 2011: ($1.305 — $1.32) X € 1 million = $15,000. 


406 Chapter 9 


2011 Journal Entries—Forward Contract Hedge of a Forecasted Transaction 


There is no entry to record either the forecasted sale or the forward 
contract. A memorandum designates the forward contract as a hedge 
of the risk of changes in the cash flows related to the forecasted 
sale resulting from changes in the spot rate. 
Accumulated Other Comprehensive Income (AOCI) ......... 
FOnWarc@omta Gta teeter tate eect earner neo 
To record the forward contract as a liability at its fair value 
of $10,783 with a corresponding debit to AOCI. 
DISCOUMPEXPENSGmensrps rte arr sea een ere ee ete vee 
Accumulated Other Comprehensive Income (AOCI) ..... 


To record straight-line allocation of the forward contract 
discount: $15,000 x 73 = $5,000. 


Discount expense reduces 2011 net income by $5,000. The impact on the December 31, 2011, 
balance sheet is as follows: 


Assets Liabilities and Stockholders’ Equity 
No effect Forward contract .............. $10,783 
Retained earnings ............. (5,000) 
AOC sis Ca RA Gay oR ee ey 28 (5,783) 
$ 0 


2012 Journal Entries—Forward Contract Hedge of a Forecasted Transaction 


Fonwardi@ontract armereme mrt nce tenet err men ene 
Accumulated Other Comprehensive Income (AOCI) ..... 

To adjust the carrying value of the forward contract to its current 
fair value of $5,000 with a corresponding credit to AOCI. 

DISGCOUMPEXPENSG =e erert acre ae eet ee ee ee ae 
Accumulated Other Comprehensive Income (AOCI) ..... 

To record straight-line allocation of the forward contract 
discount: $15,000 x 73 = $10,000. 

FOMCIGMGUrrenGyi(S) ash mere tere se Ge airey elaine e sreeteceat 
Pe [eles eeatepmcee etre ao lace A co eh cal er ee oie ral OE 2 epee POO ee 

To record the sale and the receipt of € 1 million as 
an asset at the spot rate of $1.30. 

(EC n\ghes sam cca Hennecke Sinead Mom Enea eae se Bhree 
ROFeIGMeGUNen Cyl) ewer pepe Rey er ere aes 
ORWarcGOnthaGteseers ecm setae eery Ary ere rete ante eee 

To record settlement of the forward contract (receipt of 
$1,305,000 in exchange for delivery of € 1 million) and 
remove the forward contract from the accounts. 

Accumulated Other Comprehensive Income (AOCI) ......... 
Adjustment to Net Income-Forecasted Transaction ...... 

To close AOCI as an adjustment to net income. 


The impact on net income for the year 2012 follows: 


SACS! econ Raerecdry at rare es eure eos ay plo pte eee $1,300,000 
Discount expense ............ 0.000002 eee (10,000) 
Adjustment to net income—forecasted transaction . . 20,000 


Impact on netincome .............-0-005- $1,310,000 
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Over the two accounting periods, the net impact on net income is $1,305,000, which equals the 
amount of net cash inflow realized from the sale. 


Option Designated as a Cash Flow Hedge 
of a Forecasted Transaction 


Now assume that Amerco hedges its forecasted foreign currency transaction by purchasing a 
1 million euro put option on December 1, 2011. The option, which expires on March 1, 2012, 
has a strike price of $1.32 and a premium of $0.009 per euro. The fair value of the option at 
relevant dates is as follows (same as in previous examples): 


Foreign Currency Option 


Option 
Premium Fair Change in Intrinsic Time Change in 
Date for 3/1/12 Value Fair Value Value Value Time Value 
12/1/11 $0.009 $ 9,000 —0- —0- $9,000 —0- 
12/31/11 0.006 6,000 —$ 3,000 —0- 6,000 —$ 3,000 
3/1/12 0.020 20,000 + 14,000 $20,000 —0- — 6,000 


2011 Journal Entries—Option Hedge of a Forecasted Transaction 


12/1/11 FONE o fm CUMENGY OYUN neccsecsnaganseueeaucoodsedus 9,000 
ICTS Se tate rita sear cam zeen eects onirec Ewa tla hone menveareaere eon 9,000 


To record the purchase of the foreign currency option as an asset. 


There is no entry to record the forecasted sale. A memorandum designates the foreign cur- 
rency option as a hedge of the risk of changes in the cash flows related to the forecasted sale. 

At December 31, the carrying value of the option is decreased for the change in fair value 
since December 1, and the change in the time value of the option is recognized as option ex- 
pense. The required journal entries are as follows: 


12/31/11 Accumulated Other Comprehensive Income (AOCI) ......... 3,000 
FOMeloln CUMING COWEN sbesusceucoucuanesoenecns 3,000 
To adjust the carrying value of the option to its fair value with 
a corresponding debit to AOCI. 
OPtIOMMEXD EMSC retary ear EST 3,000 
Accumulated Other Comprehensive Income (AOCI) ..... 3,000 


To recognize the change in the time value of the option as 
a decrease in net income with a corresponding credit 
to AOCI. 


The impact on net income for the year 2011 follows: 


Option expense .......... 0.00.0. c eee eee $(3,000) 
Impact on netincome ...............-.. $(3,000) 


A foreign currency option of $6,000 is reported as an asset on the December 31, 2011, balance 
sheet. Cash is decreased by $9,000, and Retained Earnings is decreased by $3,000. 

On March 1, 2012, first the carrying value of the option is adjusted to fair value and the 
change in the time value of the option is recognized as option expense. Then, the sale and the 
exercise of the foreign currency option are recorded. Finally, the balance in AOCI related to 
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the hedge of the forecasted transaction is closed as an adjustment to net income. The follow- 
ing entries are required: 


2012 Journal Entries—Option Hedge of a Forecasted Transaction 


3/1/12 Foltltoln CUimeIntay Qiu o2ncasceacdcosnsaueconsnanods 14,000 
Accumulated Other Comprehensive Income (AOCI) ..... 14,000 
To adjust the carrying value of the option to its fair value 
with a corresponding credit to AOCI. 

@ptioniEXDeMnsew rarer rene cre tater eek eye are Corer, 6,000 

Accumulated Other Comprehensive Income (AOCI) ..... 6,000 
To recognize the change in the time value of the option as a 
decrease in net income with a corresponding credit to AOCI. 

FOPCIGMiGUIENGyi(E) eet repent can een tema eysa nese naer ar 1,300,000 

ESIC [IS erp are Neat te er cette te oan oot oe a et 1,300,000 
To record the sale and the receipt of € 1 million as an 
asset at the spot rate of $1.30. 

CFIA a ern ce ee Roh gee ey ecu ae le oP heee  orere a e 1,320,000 
FOrelQmiGunfenGyi(E) teers 1,300,000 
Foleo CUMEMNEy OOO. scacacncuotbaneoenepaanaa 20,000 

To record the exercise of the foreign currency option (receipt 
of $1,320,000 in exchange for delivery of € 1 million) 
and remove the foreign currency option from the accounts. 

Accumulated Other Comprehensive Income (AOCI) ......... 20,000 

Adjustment to Net Income—Forecasted Transaction ...... 20,000 
To close AOCI as an adjustment to net income. 


The following is the impact on net income for the year 2012: 


Gales: fiaiascnee fea Mee ae be eae ben at $1,300,000 
Optiomexpense: ..- nie.4 Sook owe wee edates (6,000) 
Adjustment to net income—forecasted transaction . . 20,000 

Impact on net income ............--.20-5: $1,314,000 


Over the two periods, a total of $1,311,000 is recognized as net income, which is equal to the net 
cash inflow realized from the export sale ($1,320,000 from the sale less $9,000 for the option). 


USE OF HEDGING INSTRUMENTS 


There are probably as many different corporate strategies regarding hedging foreign exchange 
risk as there are companies exposed to that risk. Some companies simply require hedges of all 
foreign currency transactions. Others require the use of a forward contract hedge when the for- 
ward rate results in a larger cash inflow or smaller cash outflow than with the spot rate. Still 
other companies have proportional hedging policies that require hedging on some predeter- 
mined percentage (e.g., 50 percent, 60 percent, or 70 percent) of transaction exposure. 
Companies are required to provide information on the use of derivative financial instru- 
ments to hedge foreign exchange risk in the notes to financial statements. Exhibit 9.3 presents 
disclosures made by Abbott Laboratories in its 2008 annual report. Abbott Labs uses forward 
contracts to hedge foreign exchange risk associated with anticipated foreign currency transac- 
tions, foreign currency denominated payables and receivables, and foreign currency borrow- 
ings. Much of its hedging activity relates to intercompany transactions involving foreign 
subsidiaries. The table in Exhibit 9.3 discloses that (1) Abbott’s forward contracts primarily are 
to sell foreign currencies for U.S. dollars, (2) 47 percent of Abbott’s $8.376 billion in forward 
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EXHIBIT 9.3 Disclosures Related to Hedging Foreign Exchange Risk in Abbott Laboratories’ 2008 Annual Report 


Foreign Currency Sensitive Financial Instruments 


Abbott enters into foreign currency forward exchange contracts to manage its exposure to foreign currency denominated 
intercompany loans and trade payables and third-party trade payables and receivables. The contracts are marked-to-market, 
and resulting gains or losses are reflected in income and are generally offset by losses or gains on the foreign currency expo- 
sure being managed. At December 31, 2008 and 2007, Abbott held $8.3 billion and $5.5 billion, respectively, of such con- 
tracts, which all mature in the next twelve months. 


In addition, certain Abbott foreign subsidiaries enter into foreign currency forward exchange contracts to manage exposures 
to changes in foreign exchange rates for anticipated intercompany purchases by those subsidiaries whose functional curren- 
cies are not the U.S. dollar. These contracts are designated as cash flow hedges of the variability of the cash flows due to 
changes in foreign exchange rates and are marked-to-market with the resulting gains or losses reflected in Accumulated 
other comprehensive income (loss). Gains or losses will be included in Cost of Products Sold at the time the products are 
sold, generally within the next calendar year. At December 31, 2008 and 2007, Abbott held $129 million and $281 million, 
respectively, of such contracts, which all mature in the following calendar year. 


The following table reflects the total foreign currency forward contracts outstanding at December 31, 2008. 


Average Fair and Carrying 
Contract Exchange Value Receivable/ 
(dollars in millions) Amount Rate (Payable) 
Receive primarily U.S. Dollars 
in exchange for the following currencies: 
Euro $3,963 1.286 $ 3 
British pound 1,208 11.553) (31) 
Japanese yen 1,788 99.6 54 
Canadian dollar 163 1.240 3 
All other currencies 1,254 N/A 12 
Total $8,376 $48 


contracts at December 31, 2008, was in euros, and (3) with the exception of contracts in 
British pounds, all of Abbott’s forward contracts had a positive fair value and it reported these 
on the balance sheet as assets. 

Abbott Labs uses forward contracts exclusively to manage its foreign exchange risk. In 
contrast, the Coca-Cola Company reported using a combination of forward contracts and 
currency options in its foreign exchange risk hedging strategy. In its 2008 annual report, Coca- 
Cola reported recording a decrease to AOCI of approximately $6 million, $59 million, and 
$31 million, respectively, in 2008, 2007, and 2006, on foreign currency cash flow hedges. The 
company had forward contracts and options with a fair value of $(112) million at December 31, 
2008, which it reflected in accounts payable and accrued expenses on the consolidated bal- 
ance sheet. 


The Euro 


The introduction of the euro as a common currency throughout much of Europe in 2002 re- 
duced the need for hedging in that region of the world. For example, a German company 
purchasing goods from a Spanish supplier no longer has an exposure to foreign exchange 
risk because both countries use a common currency. This is also true for German subsidiaries 
of U.S. parent companies. However, any euro-denominated transactions between the U.S. 
parent and its German (or other euro zone) subsidiary continue to be exposed to foreign 
exchange risk. 

One advantage of the euro for U.S. companies is that a euro account receivable from sales 
to a customer in, say, the Netherlands acts as a natural hedge of a euro account payable on 
purchases from, say, a supplier in Italy. Assuming that similar amounts and time periods are 
involved, any foreign exchange loss (gain) arising from the euro payable is offset by a foreign 
exchange gain (loss) on the euro receivable. A company does not need to hedge the euro ac- 
count payable with a hedging instrument such as a foreign currency option. 
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FOREIGN CURRENCY BORROWING 


LO7 


Prepare journal entries to 
account for foreign currency 
borrowings. 


In addition to the receivables and payables that arise from import and export activities, 
companies often must account for foreign currency borrowings, another type of foreign 
currency transaction. Companies borrow foreign currency from foreign lenders either to 
finance foreign operations or perhaps to take advantage of more favorable interest rates. 
The facts that both the principal and interest are denominated in foreign currency and both 
create an exposure to foreign exchange risk complicate accounting for a foreign currency 
borrowing. 

To demonstrate the accounting for foreign currency debt, assume that on July 1, 2011, 
Multicorp International borrowed | billion Japanese yen (¥) on a one-year note at a per annum 
interest rate of 5 percent. Interest is payable and the note comes due on July 1, 2012. The 
following exchange rates apply: 


U.S. Dollars per 


Date Japanese Yen Spot Rate 
July 1, 2011 $0.00921 
December 31, 2011 0.00932 
July 1, 2012 0.00937 


On July 1, 2011, Multicorp borrows ¥ 1 billion and converts it into $9,210,000 in the spot 
market. On December 31, 2011, Mulitcorp must revalue the Japanese yen note payable with 
an offsetting foreign exchange gain or loss reported in income and must accrue interest ex- 
pense and interest payable. Interest is calculated by multiplying the loan principal in yen by the 
relevant interest rate. The amount of interest payable in yen is then translated to U.S. dollars at 
the spot rate to record the accrual journal entry. On July 1, 2012, any difference between the 
amount of interest accrued at year-end and the actual U.S. dollar amount that must be spent to 
pay the accrued interest is recognized as a foreign exchange gain or loss. These journal entries 
account for this foreign currency borrowing: 


7/1/11 (CEs a oot een tea neers Seen ean Caen arty aes uh crete ene 9,210,000 
NoteiRavableiGhims ce tte pet near ert nara 9,210,000 
To record the ¥ note payable at the spot rate of $0.00921 
and the conversion of ¥ 1 billion into U.S. dollars. 
12/31/11 IMt@neStEXPeMSC ye ceeee te mise ie ee anata ee aielese rune nen oengaae 233,000 
/Netefrtureto) [lmierrest PEW EINECS) ooo acuocsapeusueuaanae 233,000 


To accrue interest for the period July 1-December 31, 2011: 
¥ 1 billion X 5% X % year = ¥ 25 million X $0.00932 = 
$233,000. 


EOrelOMmEXchanGerlOssia pen gr nae wren nae eee 110,000 
INoterRaVvabler(y) item peaucencece mee cnmicn a enn enter enters 110,000 


To revalue the ¥ note payable at the spot rate of $0.00932 
and record a foreign exchange loss of $110,000 
[¥ 1 billion x ($0.00932 — $0.00921)]. 


7/1/12 IMtereStEXMENSC ecw sns neers Seine ere cen Neate aren ars 234,250 
/NeeiqUteto| [Iqieelasw PEN EINECS) 666s ondsoecuscnegedsauuues 233,000 
FOrelOMMEXGHaNGG2HOSS on tore: a err ree Rares ee Aree 1,250 

Casini ele wncreeye eae cene eos cern gO eee een eres Be pe cee 468,500 


To record the interest payment of ¥ 50 million acquired at the 
spot rate of $0.00937 for $468,500; interest expense for the 
period of January 1-July 1, 2012: ¥ 25 million X $0.00937; 
and a foreign exchange loss on the ¥ accrued interest payable: 
¥ 25 million x ($0.00937 — $0.00932). 
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ForelgmiEXchangesliossims ort eeemce ane een rarer ere emer ee 50,000 
NoterRavabler(e sees sa-ere ene rpce get s seeiranr tera 50,000 
To revalue the ¥ note payable at the spot rate of $0.00937 
and record a foreign exchange loss of $50,000 [¥ 1 billion x 
($0.00937 — $0.00932)]. 
NotelRavabbler (iy crete net eee ager anin atv eenrn a een 9,370,000 
Cashin per ee eee eee rer et ere heres 9,370,000 


To record repayment of the ¥ 1 billion note through purchase 
of ¥ at the spot rate of $0.00937. 


Foreign Currency Loan 


At times companies lend foreign currency to related parties, creating the opposite situation 
from a foreign currency borrowing. The accounting involves keeping track of a note receivable 
and interest receivable, both of which are denominated in foreign currency. Fluctuations 
in the U.S. dollar value of the principal and interest generally give rise to foreign exchange 
gains and losses that would be included in income. An exception arises when the foreign cur- 
rency loan is made on a long-term basis to a foreign branch, subsidiary, or equity method 
affiliate. Foreign exchange gains and losses on “intra-entity foreign currency transactions that 
are of a long-term investment nature (that is, settlement is not planned or anticipated in the 
foreseeable future)” are deferred in accumulated other comprehensive income until the loan 
is repaid.'!' Only the foreign exchange gains and losses related to the interest receivable are 
recorded currently in net income. 


IFRS—FOREIGN CURRENCY TRANSACTIONS AND HEDGES 


Similar to U.S. GAAP, JAS 2/, “The Effects of Changes in Foreign Exchange Rates,” also re- 
quires the use of a two-transaction perspective in accounting for foreign currency transactions 
with unrealized foreign exchange gains and losses accrued in net income in the period of ex- 
change rate change. There are no substantive differences between IFRS and U.S. GAAP in the 
accounting for foreign currency transactions. 

TAS 39, “Financial Instruments: Recognition and Measurement,” governs the accounting for 
hedging instruments including those used to hedge foreign exchange risk. Rules and proce- 
dures in JAS 39 related to foreign currency hedge accounting generally are consistent with 
U.S. GAAP. Similar to current U.S. standards, JAS 39 allows hedge accounting for recognized 
assets and liabilities, firm commitments, and forecasted transactions when documentation re- 
quirements and effectiveness tests are met, and requires hedges to be designated as cash flow 
or fair value hedges. One difference between the two sets of standards relates to the type of fi- 
nancial instrument that can be designated as a foreign currency cash flow hedge. Under U.S. 
GAAP, only derivative financial instruments can be used as a cash flow hedge, whereas IFRS 
also allows nonderivative financial instruments, such as foreign currency loans, to be desig- 
nated as hedging instruments in a foreign currency cash flow hedge. 


Summary 


1. Several exchange rate mechanisms are used around the world. Most national currencies fluctuate in 
value against other currencies over time. 


2. Exposure to foreign exchange risk exists when a payment to be made or to be received is denomi- 
nated (stated) in terms of a foreign currency. Appreciation in a foreign currency results in a foreign 
exchange gain when the foreign currency is to be received and a foreign exchange loss when the 
foreign currency is to be paid. Conversely, a decrease in the value of a foreign currency results in a 
foreign exchange loss when the foreign currency is to be received and a foreign exchange gain when 
the foreign currency is to be paid. 


‘1 FASB ASC (para. 830-20-35-3b). 
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3. Companies must revalue foreign currency assets and liabilities to their current U.S. dollar value 
using current exchange rates when financial statements are prepared. The change in U.S. dollar 
value of foreign currency balances is recognized as a foreign exchange gain or loss in income in the 
period in which the exchange rate change occurs. This is known as the two-transaction perspective, 
accrual approach. 


4. Exposure to foreign exchange risk can be eliminated through hedging. Hedging involves establish- 
ing a price today at which a foreign currency to be received in the future can be sold in the future or 
at which a foreign currency to be paid in the future can be purchased in the future. 

5. The two most popular instruments for hedging foreign exchange risk are foreign currency forward 
contracts and foreign currency options. A forward contract is a binding agreement to exchange 
currencies at a predetermined rate. An option gives the buyer the right, but not the obligation, to 
exchange currencies at a predetermined rate. 

6. Hedge accounting is appropriate if the derivative is used to hedge either a fair-value exposure or 
cash flow exposure to foreign exchange risk, the derivative is highly effective in offsetting changes 
in the fair value or cash flows related to the hedged item, and the derivative is properly documented 
as a hedge. Hedge accounting requires reporting gains and losses on the hedging instrument in net 
income in the same period as gains and loss on the item being hedged. 

7. Companies must report all derivatives, including forward contracts and options, on the balance sheet at 
their fair value. Changes in fair value are included in accumulated other comprehensive income if the 
derivative is designated as a cash flow hedge and in net income if it is designated as a fair value hedge. 

8. Current accounting standards provide guidance for hedges of (a) recognized foreign currency de- 
nominated assets and liabilities, (b) unrecognized foreign currency firm commitments, and (c) fore- 
casted foreign currency denominated transactions. Cash flow hedge accounting can be used for all 
three types of hedge; fair value hedge accounting can be used only for (a) and (b). 

9. If a company hedges a foreign currency firm commitment (fair value hedge), it should recognize 
gains and losses on the hedging instrument as well as on the underlying firm commitment in net in- 
come. The firm commitment account created to offset the gain or loss on firm commitment is 
treated as an adjustment to the underlying transaction when it takes place. 

10. Ifa company hedges a forecasted transaction (cash flow hedge), it reports changes in the fair value 
of the hedging instrument in accumulated other comprehensive income. The cumulative change in 
fair value reported in other comprehensive income is included in net income in the period in which 
the forecasted transaction was originally anticipated to take place. 

11. Borrowing foreign currency creates two exposures to foreign exchange risk. Foreign exchange gains 
and losses related to both the foreign currency note payable and accrued foreign currency interest 
payable are recognized in income over the life of the loan. 

12. IFRS rules related to the accounting for foreign currency transactions and foreign currency hedges 
generally are consistent with U.S. GAAP. JAS 2] requires a two-transaction, accrual approach in 
accounting for foreign currency transactions. JAS 39 requires foreign currency hedging instruments 
to be designated either as a cash flow or fair value hedge; in either case the hedging instrument must 
be reported at fair value. Hedge accounting is allowed for hedges of foreign currency assets and 
liabilities, firm commitments, and forecasted transactions, provided that the hedge is properly 
documented and is effective. 


Comprehensive (Estimated Time: 60 to 75 minutes) Zelm Company is a U.S. company that produces electronic switches 
Illustration for the telecommunications industry. Zelm regularly imports component parts from a supplier located in 

Guadalajara, Mexico, and makes payments in Mexican pesos. The following spot exchange rates, 
forward exchange rates, and call option premia for Mexican pesos exist during the period August to 


PROBLEM October. 


U.S. Dollar per Mexican Peso 


Call Option Premium 


Forward Rate for October 31 
Date Spot Rate to October 31 (strike price $0.080) 
August 1 $0.080 $0.085 $0.0052 
September 30 0.086 0.088 0.0095 


October 31 0.091 0.091 0.0110 


SOLUTION 
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PartA 


On August 1, Zelm imports parts from its Mexican supplier at a price of 1 million Mexican pesos. It 
receives the parts on August | but does not pay for them until October 31. In addition, on August 1, Zelm 
enters into a forward contract to purchase 1 million pesos on October 31. It appropriately designates the 
forward contract as a cash flow hedge of the Mexican peso liability exposure. Zelm’s incremental 
borrowing rate is 12 percent per annum (1 percent per month), and the company uses a straight-line 
method on a monthly basis for allocating forward discounts and premia. 


Part B 


The facts are the same as in Part A with the exception that Zelm designates the forward contract as a fair 
value hedge of the Mexican peso liability exposure. 


Part C 


On August 1, Zelm imports parts from its Mexican supplier at a price of 1 million Mexican pesos. It 
receives the parts on August | but does not pay for them until October 31. In addition, on August 1, Zelm 
purchases a three-month call option on 1 million Mexican pesos with a strike price of $0.080. The option 
is appropriately designated as a cash flow hedge of the Mexican peso liability exposure. 


Part D 


On August 1, Zelm orders parts from its Mexican supplier at a price of 1 million Mexican pesos. It 
receives the parts and pays for them on October 31. On August 1, Zelm enters into a forward contract to 
purchase | million Mexican pesos on October 31. It designates the forward contract as a fair value hedge 
of the Mexican peso firm commitment. Zelm determines the fair value of the firm commitment by 
referring to changes in the forward exchange rate. 


Part E 


On August 1, Zelm orders parts from its Mexican supplier at a price of 1 million Mexican pesos. It 
receives the parts and pays for them on October 31. On August 1, Zelm purchases a three-month call 
option on | million Mexican pesos with a strike price of $0.080. The option is appropriately designated 
as a fair value hedge of the Mexican peso firm commitment. The fair value of the firm commitment is 
by reference to changes in the spot exchange rate. 


Part F 

Zelm anticipates that it will import component parts from its Mexican supplier in the near future. On 
August 1, Zelm purchases a three-month call option on | million Mexican pesos with a strike price of 
$0.080. It appropriately designates the option as a cash flow hedge of a forecasted Mexican peso trans- 
action. Zelm receives and pays for parts costing | million Mexican pesos on October 31. 


Required 


Prepare journal entries for each of these independent situations in accordance with U.S. GAAP standards 
and determine the impact each situation has on the September 30 and October 31 trial balances. 


Part A. Forward Contract Cash Flow Hedge of a Recognized Foreign Currency Liability 


8/1 PaitSalmv It @ ry; sme asamp coy ernest ee manana uence Serene 6 enere 80,000 
Accounts Payable (Mexican pesos).................-. 80,000 


To record the purchase of parts and a Mexican peso account 
payable at the spot rate of $0.080. 


The forward contract requires no formal entry. Zelm prepares a memorandum to designate the forward 
contract as a hedge of the risk of changes in the cash flow to be paid on the foreign currency payable 
resulting from changes in the U.S. dollar-Mexican peso exchange rate. 


9/30 FOrelgmEXchange Lossiay. ean ore eer Het 6,000 
Accounts Payable (Mexican pesos)................00. 6,000 


To adjust the value of the Mexican peso payable to the new 
spot rate of $0.086 and record a foreign exchange loss 
resulting from the appreciation of the peso since August 1. 
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Fonwardi@ontracie ease see are cn eee ce ai ce ees 2,970 
Accumulated Other Comprehensive Income (AOCI)...... 2,970 


To record the forward contract as an asset at its fair value of 
$2,970 with a corresponding credit to AOCI. 


Zelm determines the fair value of the forward contract by referring to the change in the forward rate for 
a contract that settles on October 31: ([$0.088 — $0.085] X 1 million pesos = $3,000. The present value 
of $3,000 discounted for one month [from October 31 to September 30] at an interest rate of 12 percent 
per year [1 percent per month] is calculated as follows: $3,000 X 0.9901 = $2,970.) 


Accumulated Other Comprehensive Income (AOCI) ......... 6,000 
(Glin im [ROIwelnel (COMME... 2s eesescsaceceusneeases 6,000 
To record a gain on forward contract to offset the foreign 


exchange loss on account payable with a corresponding 
debit to AOCI. 


PremiumiEXpeMmsessee yee eee tee gee ycetanr eee 3,333 


Accumulated Other Comprehensive Income (AOCI)...... 3/333 


To allocate the forward contract premium to income over 
the life of the contract using a straight-line method on a 
monthly basis ($5,000 x 73 = $3,333). 


The original premium on the forward contract is determined by the difference in the peso spot rate and 
three-month forward rate on August 1: ($0.085 — $0.080) X 1 million pesos = $5,000. 


Trial Balance—September 30 Debit Credit 

Parts: IMVEMtOny een eeeee tees en ree ee eranen meena! $80,000 =0= 

Accounts Payable (Mexican pesos)........... $86,000 

[Foinvfelitol (COIMGIGE (ESSSD) cnc nacnsacecckavcs 2,970 

(NOG een ee net Wirt AEN we pee EES 303 

FOmeioyn EXCheInGe LOSS ..ncesanusneuanaseas 6,000 

Gain on Forward Contract ................. 6,000 

PMU EMMONS 2 cccodapoaecon omens cues 3,333 -0- 
$92,303 $92,303 

10/31 ForeigmiExchang@ullosss suave nar rere eoenren 5,000 
Accounts Payable (Mexican pesos).................05 5,000 


To adjust the value of the Mexican peso payable to the new 
spot rate of $0.091 and record a foreign exchange loss 
resulting from the appreciation of the peso since September 30. 
Fonwardi@ontracte ee eee eet ne erates 3,030 
Accumulated Other Comprehensive Income (AOCI)...... 3,030 


To adjust the carrying value of the forward contract to its current 
fair value of $6,000 with a corresponding credit to AOCI. 


The current fair value of the forward contract is determined by referring to the difference in the spot rate 
on October 31 and the original forward rate: ($0.091 — $0.085) X 1 million pesos = $6,000. The for- 
ward contract adjustment on October 31 is calculated as the difference in the current fair value and the 
carrying value at September 30: $6,000 — $2,970 = $3,030. 


Accumulated Other Comprehensive Income (AOCI) ......... 5,000 
G@elin Gin ROWwelnel COMME... 2s ccossucaceseessessee- 5,000 
To record a gain on forward contract to offset the foreign exchange 
loss on account payable with a corresponding debit to AOCI. 
FdstnoltUinaile(olsig ile aa clay eee atone ete nr onset a yereeeaee eaten 1,667 
Accumulated Other Comprehensive Income (AOCI)...... 1,667 


To allocate the forward contract premium to income over the life of the contract 
using a straight-line method on a monthly basis ($5,000 x 1/3 = $1,667). 
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I SPA Che Geen Rn cace none 91,000 
SES Ne Sn a ene ree nee 85,000 
Fonwardi@ontiactit, acs eee eee ree 6,000 
To record settlement of the forward contract: Record payment 
of $85,000 in exchange for 1 million pesos, record the receipt of 
1 million pesos as an asset at the spot rate of $0.091, and 
remove the forward contract from the accounts. 
PNECOUMUS PEWEINE (ESOS) on ccnecvdseeencesangendsunnds 91,000 
Folelloln) (CUMING (OESOS) co caceccncdedaseapesucsen 91,000 
To record remittance of 1 million pesos to the Mexican supplier. 
Trial Balance—October 31 Debit Credit 
(aS heer eter ees Oe eee ee ye er $85,000 
Pants MVERLONVs uaten aye teen pete nence tee ee $80,000 =0= 
RetalmeceEannil iG S1s/5 0 meena inten nn nmr nna 3} 53335) —0- 
OME (o}a) EXCNEINCFO LOSS cask a daccescanesces 5,000 —0- 
Gain on Forward Contract ................. —0- 5,000 
PVCIMUIiN EXMOEMSS 22 cocasvennoceeadeoan as 1,667 —0- 
$90,000 $90,000 
Part B. Forward Contract Fair Value Hedge of a Recognized Foreign Currency Liability 
8/1 BaitSal mV CIit@ lV ce seatece-n ene cmh te nice nyt rete sy any ence teen a teetan 80,000 
Accounts Payable (Mexican pesos).................-. 80,000 


To record the purchase of parts and a peso account payable 
at the spot rate of $0.080. 


The forward contract requires no formal entry. A memorandum designates the forward contract as a 


hedge of the risk of changes in the cash flow to be paid on the foreign currency payable resulting from 
changes in the U.S. dollar—peso exchange rate. 


9/30 FOreIgGMEXchanGe Lossy eacce nae ae ce eee poeta 6,000 
Accounts Payable (Mexican pesos)................00. 6,000 
To adjust the value of the peso payable to the new spot rate 
of $0.086 and record a foreign exchange loss resulting from 
the appreciation of the peso since August 1. 
[OLA NEIROICLOLMTRECE cara nracetn ie Coote nccun mob ene See avo, cus ouet on aieenaese 2,970 
(Gein) Oln) [Rowell (COMME coor eskscetoscesoocsune 2,970 
To record the forward contract as an asset at its fair value of 
$2,970 and record a forward contract gain for the change in 
the fair value of the forward contract since August 1. 
Trial Balance—September 30 Debit Credit 
Parisi MVERtOMVim eee iriee paneer sera iat eres $80,000 —0- 
Accounts Payable (Mexican pesos)........... $86,000 
FOINWEliel (COMMUYE (ESSER) sac cacceosvecenues 2,970 =—0= 
ROMel(oin EXCNelnef2 LOSS na nccoaoueeususacua 6,000 —0- 
Gain on Forward Contract ................. —0- 2,970 
$88,970 $88,970 
10/31 FOrelgmEXchanGe Loss c74 esr rae cute Geeta 5,000 
Accounts Payable (Mexican pesos)................00. 5,000 


To adjust the value of the peso payable to the new spot rate 
of $0.091 and record a foreign exchange loss resulting from 
the appreciation of the peso since September 30. 
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Fonwardi@ontraciersee ee ree nce Senne: 3,030 
(GElIn) in [ROTANEIRC] (COMME. oo. ccecaccacocnseenoones 3,030 


To adjust the carrying value of the forward contract to its 
current fair value of $6,000 and record a forward contract 
gain for the change in fair value since September 30. 


Foreiom: @unnemeyaIMexica ni OGSOS) ileal rn yn ieee 91,000 
GaShilree oe terme cacu teachers wee tetera eeanec ance yee 85,000 
ROnWaldi Contactar eas ect oe ee ree tare eee ees 6,000 


To record settlement of the forward contract: Record payment 
of $85,000 in exchange for 1 million pesos, record the receipt 
of 1 million pesos as an asset at the spot rate of $0.091, and 
remove the forward contract from the accounts. 
/NECOMMSIPENELME(IESOS) Gu sognconvendgcenguddsdosdone 91,000 
RONlloIn CUMTANGY ((DESOS) oo apeacnanaapacuanaenaaes 91,000 
To record remittance of 1 million pesos to the Mexican supplier. 


Trial Balance—October 31 Debit Credit 
GaSe Mince en ee ne ee ere —0- $85,000 
PEWS IMWAIMWONY, aod ncaa soeeaegos an $80,000 —0- 
Retained Earnings, 9/30 ............ 3,030 —0- 
Foreign Exchange Loss.............. 5,000 —0- 
Gain on Forward Contract........... —0- 3,030 

$88,030 $88,030 


Part C. Option Cash Flow Hedge of a Recognized Foreign Currency Liability 


The following schedule summarizes the changes in the components of the fair value of the peso call 
option with a strike price of $0.080: 


Change Change 

Spot Option Fair in Fair Intrinsic Time in Time 

Date Rate Premium Value Value Value Value Value 
8/1 $0.080 $0.0052 $ 5,200 —0- —0- $5,200* —0= 
9/30 0.086 0.0095 9500 +$ 4,300 $ 6,000t 3500 Si, 700 
10/31 0.091 0.0110 11,000 = 1,500 11,000 -0-+ — 3,500 


*Because the strike price and spot rate are the same, the option has no intrinsic value. Fair value is attributable solely to the time value of the option. 
+ With a spot rate of $0.086 and a strike price of $0.08, the option has an intrinsic value of $6,000. The remaining $3,500 of fair value is attrib- 
utable to time value. 

{The time value of the option at maturity is zero. 


8/1 Palit Sal mv e iit Oly tear panne eteate  eireea ermal snr tee erreurs Rene Ras 80,000 
Accounts Payable (Mexican pesos).................0. 80,000 


To record the purchase of parts and a peso account payable 
at the spot rate of $0.080. 


FOG CUMANG?OSWOM) ovcnoccmedaasaennsanegeoooe rs 5,200 
Gashin nears econ rateencc sterner tn cetceen crate sencuren et rere 5,200 
To record the purchase of a foreign currency option as an asset. 
9/30 (rojdelfoym clientele less Gubgauecdeceenangabadednqnedees 6,000 
/NEGOWIIS PEVEIIE (ESOS) oacacetacacuseavdsansears 6,000 


To adjust the value of the peso payable to the new spot rate 
of $0.086 and record a foreign exchange loss resulting from 
the appreciation of the peso since August 1. 
FOnaioin CUMANIG? OQSUOM oocueccaccnusdaneendaaenecans 4,300 
Accumulated Other Comprehensive Income (AOCI)...... 4,300 
To adjust the fair value of the option from $5,200 to $9,500 
with a corresponding credit to AOCI. 
Accumulated Other Comprehensive Income (AOCI) ......... 6,000 
Gain on Foreign Currency Option ................... 6,000 
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To record a gain on forward currency option to offset the 
foreign exchange loss on account payable with a 
corresponding debit to AOCI. 
@pPliOMHEXDEMSC Me ce ete et eee eee a ee 1,700 
Accumulated Other Comprehensive Income (AOCI) .... . 1,700 


To recognize the change in the time value of the foreign currency 
option as an expense with a corresponding credit to AOCI. 


Trial Balance—September 30 Debit Credit 
(GAS MNiccee are Ree ee ee ear eet te $ 5,200 
RantSiIMVeWnt@Ony: a cries tu wera eater toe nae $80,000 == 
Foreign Currency Option (asset)............. 9,500 —0- 
Accounts Payable (Mexican pesos)........... —0- 86,000 
ROW (ofal EXCNEINGO LOSS. on une eaceesaddeenas 6,000 —0- 
Gain on Foreign Currency Option ........... —0- 6,000 
@PLONVEXDEMSC secs wee tere ynunnes Reaeeeg eee 1,700 —0- 

$97,200 $97,200 

10/31 FOreIgMEXGhanGe Loss aca actrees ets Ne nore rere net 5,000 
Accounts Payable (Mexican pesos).................0. 5,000 


To adjust the value of the peso payable to the new spot rate 
of $0.091 and record a foreign exchange loss resulting from 
the appreciation of the peso since September 30. 
Feltlelm CUIMANGOMON oncconreacncnncngnsauneonesae 1,500 
Accumulated Other Comprehensive Income (AOCI)...... 1,500 
To adjust the carrying value of the foreign currency option 
to its current fair value of $11,000 with a corresponding 
credit to AOCI. 
Accumulated Other Comprehensive Income (AOCI) ......... 5,000 
Gain on Foreign Currency Option ..............-...-. 5,000 
To record a gain on foreign currency option to offset the 
foreign exchange loss on account payable with a corresponding 
debit to AOCI. 
@©plioniEXPeMsea enol seer trier eer ea nree« 3,500 
Accumulated Other Comprehensive Income (AOCI)...... 3,500 


To recognize the change in the time value of the foreign currency 
option as an expense with a corresponding credit to AOCI. 


Foreign Currency (Mexican pesos) ...............2.0-0-- 91,000 
TS beet ce eerre ae eee ee ce ae gee eet ei enCe eeu rarer oes 80,000 
LRoldeltola) CUMING (CWO oo cpancenveaaacaaneanepan 11,000 


To record exercise of the foreign currency option: Record 
payment of $80,000 in exchange for 1 million pesos, record 
the receipt of 1 million pesos as an asset at the spot rate of 
$0.091, and remove the option from the accounts. 
/NECOUIMIS PAVEIDIE (SESOS) scccoenccneoueceeacocnesevoon 91,000 
Foreigni@tinencyi(OeSos)ere ne ee em eee: 91,000 
To record remittance of 1 million pesos to the Mexican supplier. 


Trial Balance—October 31 Debit Credit 


Cash ($5,200 credit balance + $80,000 credit) .. . —0- $85,200 
PEWS AMEN, coyauobadeoncatnanegennes é $80,000 =0= 
Rewlnee! EeniMINGs, LYWIO ..ccccscauncceusanve 1,700 —0- 
FOMENG Ia EXCeMOa LOSS .ovcurascveusdesuagec 5,000 —0- 
Gain on Foreign Currency Option ............. —0- 5,000 
OPUOMIEXDENSGA ere a aur eran ese terme 3,500 —0- 


$90,200 $90,200 
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Part D. Forward Contract Fair Value Hedge of a Foreign Currency Firm Commitment 


8/1 The forward contract or the purchase order requires no formal 
entry. A memorandum would be prepared designating the 
forward contract as a fair value hedge of the foreign currency 
firm commitment. 


9/30 FomvardiGontractavssw eye eo en ener 2,970 
(Geli in [ROTAWEIAC] (COMME. conc cecaccacecesegnoones 2,970 


To record the forward contract as an asset at its fair value 
of $2,970 and record a forward contract gain for the change 
in the fair value of the forward contract since August 1. 


hess.in iti CORMMUMNAME o.ccccneocesecnosanocesoense 2,970 
Flinn) GCMMANNINEINE 6. A t6 oe S65 boo come no ee pee os 2,970 


To record the firm commitment as a liability at its fair value 
of $2,970 based on changes in the forward rate and record 
a firm commitment loss for the change in fair value since 


August 1. 

Trial Balance—September 30 Debit Credit 
FONieltel COIMUAGE (ESSA) 2s ccouccuvsevsnase $2,970 =0= 
Firm Commitment (liability) ................ -0- $2,970 
Gain on Forward Contract ................. —0- 2,970 
Loss on Firm Commitment................. 2,970 —0- 

$5,940 $5,940 

10/31 Fonwandk@ontractermast mre eee tmp at nr wet ee reruns 3,030 
(Glin Cia RGIAWElnel (COMME. 2 ose scectesssuesececoes 3,030 


To adjust the carrying value of the forward contract to its 
current fair value of $6,000 and record a forward contract 
gain for the change in fair value since September 30. 


(Loss Gil Finn COmmMiMiNMt osccccccesosccossacdsosscore 3,030 
lian COMMA. soe obeseesacscucasseeceaacases 3,030 


To adjust the value of the firm commitment to $6,000 based 
on changes in the forward rate and record a firm commitment 
loss for the change in fair value since September 30. 


Foreign Currency (Mexican pesos) ..............000 eee 91,000 
GaSINW ee ere eee ey ee eer ee eae ee 85,000 
Fonwvardi@ontractwemee nee ee ee te a ieee 6,000 


To record settlement of the forward contract: Record 
payment of $85,000 in exchange for 1 million pesos, 
record the receipt of 1 million pesos as an asset at the spot 
rate of $0.091, and remove the forward contract from the 
accounts. 


Peat Sal MG WNLOMY eee ne area epee eee natin aap recep 91,000 
Foreign Currency (Mexican pesos) ............-.2--0 91,000 
To record the purchase of parts through the payment of 
1 million pesos to the Mexican supplier. 
[Find ay UEXOUNAU IANO RAVEN ANE oe eee Se tes te peer sey unis Oa eh ete eden neh 6,000 
Adjustment to Net Income-Firm Commitment ......... 6,000 


To close the firm commitment account as an adjustment 
to net income. 


(Note: The final entry to close the Firm Commitment account to Adjustment to Net Income must be 
made only in the period in which Parts Inventory affects net income through Cost of Goods Sold. The 
Firm Commitment account remains on the books as a liability until that point in time.) 
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Trial Balance—October 31 Debit Credit 
(aS leaee ewer earn tris ores wean erence ores -0- $85,000 
Parts Inventory (Cost of Goods Sold) ......... $91,000 —0- 
Gain on Forward Contract ................. —0- 3,030 
Loss on Firm Commitment................. 3,030 —0- 
Adjustment to Net Income—Firm Commitment . . . —0- 6,000 

$94,030 $94,030 


Part E. Option Fair Value Hedge of a Foreign Currency Firm Commitment 


8/1 [FeMlieim CUMANGVOUOM ocaccneeannacncndooauaednenae 5,200 


CaS eter eta eek ert a Coe Fae OR Cor Rie ey: 5,200 
To record the purchase of a foreign currency option as an asset. 


9/30 FOMalteln CUTIEMGV OOO caccdacoosecousouuadascouuoos 4,300 
Gain on Foreign Currency Option ..................-. 4,300 
To adjust the fair value of the option from $5,200 to $9,500 


and record an option gain for the change in fair value since 
August 1. 


Loss Gi Fitin COMMITEE coco oo enscnoeanooeedoesoue 5,940 
FicmeGonnmitmentince eer eces et nee tec ne ee race 5,940 
To record the firm commitment as a liability at its fair value 
of $5,940 based on changes in the spot rate and record 


a firm commitment loss for the change in fair value since 
August 1. 


The fair value of the firm commitment is determined by referring to changes in the spot rate from August 1 
to September 30: ($0.080 — $0.086) X 1 million pesos = $(6,000). This amount must be discounted for 
one month at 12 percent per annum (1 percent per month): $(6,000) X 0.9901 = $(5,940). 


Trial Balance—September 30 Debit Credit 
GEIS) Nocatee ute ete ister Sete Nah ee reve Pe VaR eR —0- $ 5,200 
Foreign Currency Option (asset) .............. $ 9,500 —0- 
Firm Commitment (liability) .................. —0- 5,940 
Gain on Foreign Currency Option ............. —0- 4,300 
EOSSOMFlnimAG@Onn inti e iia eae 5,940 —0- 

$15,440 $15,440 

10/31 FOMelelm CUMEMGY OCJUOM onc cvcpeooneconsecnaeanoenaeon 1,500 
Gain on Foreign Currency Option ................... 1,500 


To adjust fair value of the option from $9,500 to $11,000 and 
record an option gain for the change in fair value since 
September 30. 


Less Oi Finn COMME 2 oso ceuaceoceoesaoenseoesaue 5,060 
Ian ECON AAMMAMANE neo 0.0 cede ce oecno 6-oa geen Gece ove aroun 5,060 
To adjust the fair value of the firm commitment from $5,940 


to $11,000 and record a firm commitment loss for the change 
in fair value since September 30. 


The fair value of the firm commitment is determined by referring to changes in the spot rate from August 1 
to October 31: ($0.080 — $0.091) X 1 million pesos = $(11,000). 
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Forelom@unrency (Mexican esos) mermnnr terre ieeeerier niente teen ae 91,000 
(GEIS al te tnite vagiaancee treat anna st erst cunt oameniinen hs ductor onmareeracumnees ae Pe 80,000 
FOrelgmiG@urremcyOptionmre etcetera cree nese cect rans ee 11,000 


To record exercise of the foreign currency option: Record payment 
of $80,000 in exchange for 1 million pesos, record the receipt of 
1 million pesos as an asset at the spot rate of $0.091, and remove 
the option from the accounts. 


Lees TAESyI LMM (SINIMOLAYE er ea sheer etn seni ee ieee vere wikee ees otis cee? eas Giana a eS eerie 91,000 
FOEIO MEG UIE MGyA(OCSOS) kere crear e mere orerie areas tr Corres ene ove 91,000 


To record the purchase of parts through the payment of 1 million pesos 
to the Mexican supplier. 


Lina GC UIIANTRIN EINE econcrava, or een ato eiacane exaeee Ao Seeredb a dc oiedn a com aan ene Ores 11,000 
Adjustment to Net Income-Firm Commitment .................-.. 11,000 
To close Firm Commitment account to Adjustment to Net Income. 


(Note: The final entry to close the Firm Commitment to Adjustment to Net Income is made only in the 
period in which Parts Inventory affects net income through Cost of Goods Sold. The Firm Commitment 
account remains on the books as a liability until that point in time.) 


Trial Balance—October 31 Debit Credit 
Cash ($5,200 credit balance + $80,000 credit). . . —0- $85,200 
Parts Inventory (Cost of Goods Sold)........... $91,000 —0- 
ewelinetl EAnininGs, SY¥NO o.oo ns aonnsasacunes 1,640 —0- 
Gain on Foreign Currency Option............. —0- 1,500 
Loss Goya) leiean (COvaMMnnlllifnnelont os ean ann acunacceae 5,060 —0- 
Adjustment to Net Income—Firm Commitment .. . —0- 11,000 


$97,700 $97,700 


Part F. Option Cash Flow Hedge of a Forecasted Foreign Currency Transaction 


8/1 Foreign Gurrency,© ptionimqer irae nie eterna ne eae 5,200 
(GTS hing career asec ete Meme et nee nie errs ee 5,200 
To record the purchase of a foreign currency option as an asset. 
9/30 Eoreigni@umencyi@ptiontcnca eee eer eee 4,300 
Accumulated Other Comprehensive Income (AOCI)...... 4,300 


To adjust the fair value of the option from $5,200 to $9,500 
with a corresponding adjustment to AOCI. 
O@PptionsEXpenseraqens wee ee ee ee een ene Geen ae Pec: 1,700 
Accumulated Other Comprehensive Income (AOCI)...... 1,700 


To recognize the change in the time value of the foreign 
currency option as an expense with a corresponding credit 


to AOCI. 
Trial Balance—September 30 Debit Credit 
Gashifyery pantera rian shear tan Ue ae eye aera —0- $ 5,200 
Foreign Currency Option (asset)............. $ 9,500 —0- 
Accumulated Other Comprehensive Income ... —0- 6,000 
OPUOMIEXDENSCae ease ature nee 1,700 —0- 


$11,200 $11,200 
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10/31 Fonatein CUNIEMGY OOO cacccctonsesousosuagsunouuuce 1,500 
Accumulated Other Comprehensive Income (AOCI)...... 1,500 
To adjust the fair value of the option from $9,500 to $11,000 
with a corresponding adjustment to AOCI. 
@ptiomiEXDeNnse 2 Gee caer ae ee ta eior ae eee 3,500 
Accumulated Other Comprehensive Income (AOCI)...... 3,500 


To recognize the change in the time value of the foreign 
currency option as an expense with a corresponding credit 


to AOCI. 
Foreign Currency (Mexican pesos) ..............-0.0000 91,000 
Gash eects rec cana emreneee we eer mera ger e pene 80,000 
Rolfelioin) (CUMING CWO oc occoneengeeancecnaeenson 11,000 


To record exercise of the foreign currency option: Record 
payment of $80,000 in exchange for 1 million pesos, record 
the receipt of 1 million pesos as an asset at the spot rate of 
$0.091, and remove the option from the accounts. 
Peat Sal may CT Nt © ly. settee eee oo pene eee eae ener 91,000 
Foreign Currency (Mexican pesos) ............-.--+-- 91,000 
To record the purchase of parts through the payment of 
1 million pesos to the Mexican supplier. 
Accumulated Other Comprehensive Income (AOCI) ......... 11,000 
Adjustment to Net Income-Forecasted Transaction ...... 11,000 
To close AOCI as an adjustment to net income. 


(Note: The final entry to close AOCI to Adjustment to Net Income is made at the date that the forecasted 
transaction was expected to occur, regardless of when the parts inventory affects net income.) 


Trial Balance—October 31 Debit Credit 
Cash ($5,200 credit balance + $80,000 credit). .... —0- $85,200 
Parts Inventory (Cost of Goods Sold)............. $91,000 =0= 
evento] (Eeniniines, SYSOs. baa cosnsauoacssaanuae 1,700 —0- 
Foreign Currency Option expense ............... 3,500 —0- 
Adjustment to Net Income—Forecasted Transaction .. . —0- 11,000 

$96,200 $96,200 

Q uestions 1. What concept underlies the two-transaction perspective in accounting for foreign currency transactions? 


2. A company makes an export sale denominated in a foreign currency and allows the customer one 
month to pay. Under the two-transaction perspective, accrual approach, how does the company 
account for fluctuations in the exchange rate for the foreign currency? 


3. What factors create a foreign exchange gain on a foreign currency transaction? What factors create 
a foreign exchange loss? 


4. What does the term hedging mean? Why do companies elect to follow this strategy? 

5. How does a foreign currency option differ from a foreign currency forward contract? 

6. How does the timing of hedges of (a) foreign currency denominated assets and liabilities, (6) foreign 
currency firm commitments, and (c) forecasted foreign currency transactions differ? 

7. Why would a company prefer a foreign currency option over a forward contract in hedging a foreign 
currency firm commitment? Why would a company prefer a forward contract over an option in 
hedging a foreign currency asset or liability? 

8. How do companies report foreign currency derivatives, such as forward contracts and options, on the 
balance sheet? 

9. How does a company determine the fair value of a foreign currency forward contract? How does it 
determine the fair value of an option? 

10. What is hedge accounting? 
11. Under what conditions can companies use hedge accounting to account for a foreign currency option 
used to hedge a forecasted foreign currency transaction? 
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12. 


What are the differences in accounting for a forward contract used as (a) a cash flow hedge and 
(b) a fair value hedge of a foreign currency denominated asset or liability? 


13. What are the differences in accounting for a forward contract used as a fair value hedge of (a) a foreign 
currency denominated asset or liability and (5) a foreign currency firm commitment? 
14. What are the differences in accounting for a forward contract used as a cash flow hedge of (a) a foreign 
currency denominated asset or liability and (5) a forecasted foreign currency transaction? 
15. How are changes in the fair value of an option accounted for in a cash flow hedge? In a fair value hedge? 
16. In what way is the accounting for a foreign currency borrowing more complicated than the account- 
ing for a foreign currency account payable? 
Problems 1. Which of the following combinations correctly describes the relationship between foreign currency 
transactions, exchange rate changes, and foreign exchange gains and losses? 
sh Foreign Exchange 
Type of Transaction Foreign Currency Gain or Loss 
a. Export sale Appreciates Loss 
b. Import purchase Appreciates Gain 
c. Import purchase Depreciates Gain 
d. Export sale Depreciates Gain 

2. In accounting for foreign currency transactions, which of the following approaches is used in the 

United States? 
a. One-transaction perspective; accrue foreign exchange gains and losses. 
b. One-transaction perspective; defer foreign exchange gains and losses. 
c. Two-transaction perspective; defer foreign exchange gains and losses. 
d. Two-transaction perspective; accrue foreign exchange gains and losses. 

3. On October 1, 2011, Mud Co., a U.S. company, purchased parts from Terra, a Portuguese company, 
with payment due on December 1, 2011. If Mud’s 2011 operating income included no foreign 
exchange gain or loss, the transaction could have 
a. Resulted in an extraordinary gain. 

b. Been denominated in U.S. dollars. 
c. Generated a foreign exchange gain to be reported as a deferred charge on the balance sheet. 
d. Generated a foreign exchange loss to be reported as a separate component of stockholders’ equity. 

4. Post, Inc., had a receivable from a foreign customer that is payable in the customer’s local currency. 
On December 31, 2011, Post correctly included this receivable for 200,000 local currency units 
(LCU) in its balance sheet at $110,000. When Post collected the receivable on February 15, 2012, 
the U.S. dollar equivalent was $95,000. In Post’s 2012 consolidated income statement, how much 
should it report as a foreign exchange loss? 

a. $-0-. 
b. $10,000. 
c. $15,000. 
d. $25,000. 
5. On July 1, 2011, Houghton Company borrowed 200,000 euros from a foreign lender evidenced by 


an interest-bearing note due on July 1, 2012. The note is denominated in euros. The U.S. dollar 
equivalent of the note principal is as follows: 


Date Amount 
July 1, 2011 (date borrowed) .................. $195,000 
December 31, 2011 (Houghton’s year-end) ....... 220,000 
July 1), AOW2 (CEN TCI!) nace ccoonsepnaouens 230,000 


In its 2012 income statement, what amount should Houghton include as a foreign exchange gain or 
loss on the note? 


a. $35,000 gain. 
b. $35,000 loss. 
c. $10,000 gain. 
d. $10,000 loss. 
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Slick Co. had a Swiss franc receivable resulting from exports to Switzerland and a Mexican peso 
payable resulting from imports from Mexico. Slick recorded foreign exchange gains related to both 
its franc receivable and peso payable. Did the foreign currencies increase or decrease in dollar value 
from the date of the transaction to the settlement date? 


Franc Peso 
a. Increase Increase 
b. Decrease Decrease 
c. Decrease Increase 
d. Increase Decrease 


. Grete Corp. had the following foreign currency transactions during 2011: 


e Purchased merchandise from a foreign supplier on January 20, 2011, for the U.S. dollar equiva- 
lent of $60,000 and paid the invoice on April 20, 2011, at the U.S. dollar equivalent of $68,000. 


¢ On September 1, 2011, borrowed the U.S. dollar equivalent of $300,000 evidenced by a note that 
is payable in the lender’s local currency on September 1, 2012. On December 31, 2011, the U.S. 
dollar equivalent of the principal amount was $320,000. 


In Grete’s 2011 income statement, what amount should be included as a foreign exchange loss? 
a. $4,000. 

b. $20,000. 

c. $22,000. 

d. $28,000. 


. AUS. exporter has a Thai baht account receivable resulting from an export sale on April 1 to a cus- 


tomer in Thailand. The exporter signed a forward contract on April | to sell Thai baht and designated 
it as a cash flow hedge of a recognized Thai baht receivable. The spot rate was $0.022 on that date, 
and the forward rate was $0.023. Which of the following did the U.S. exporter report in net income? 


a. Discount expense. 
b. Discount revenue. 
c. Premium expense. 


d. Premium revenue. 


. Lawrence Company ordered parts costing FC100,000 from a foreign supplier on May 12 when the spot 


rate was $0.20 per FC. A one-month forward contract was signed on that date to purchase FC100,000 at 
a forward rate of $0.21. The forward contract is properly designated as a fair value hedge of the 
FC100,000 firm commitment. On June 12, when the company receives the parts, the spot rate is $0.23. 
At what amount should Lawrence Company carry the parts inventory on its books? 

a. $20,000. 

b. $21,000. 

c. $22,000. 

d. $23,000. 


On December 1, 2011, Barnum Company (a U.S.-based company) entered into a three-month 
forward contract to purchase 1,000,000 ringgits on March 1, 2012. The following U.S. dollar 
per ringgit exchange rates apply: 


Forward Rate 


Date Spot Rate (to March 1, 2012) 
December 1, 2011 $0.044 $0.042 
December 31, 2011 0.040 0.037 
March 1, 2012 0.038 N/A 


Barnum’s incremental borrowing rate is 12 percent. The present value factor for two months at an 
annual interest rate of 12 percent (1 percent per month) is 0.9803. 


Which of the following correctly describes the manner in which Barnum Company will report 
the forward contract on its December 31, 2011, balance sheet? 


a. Asan asset in the amount of $1,960.60. 
b. Asan asset in the amount of $3,921.20. 
c. Asa liability in the amount of $6,862.10. 
d. Asa liability in the amount of $4,901.50. 
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Use the following information for Problems 11 and 12. 

MNC Corp. (a U.S.-based company) sold parts to a South Korean customer on December 1, 2011, 
with payment of 10 million South Korean won to be received on March 31, 2012. The following 
exchange rates apply: 


Forward Rate 


Date Spot Rate (to March 31, 2012) 
December 1, 2011 $0.0035 $0.0034 
December 31, 2011 0.0033 0.0032 
March 31, 2012 0.0038 N/A 


MNC’s incremental borrowing rate is 12 percent. The present value factor for three months at an annual 

interest rate of 12 percent (1 percent per month) is 0.9706. 

11. Assuming that MNC did not enter into a forward contract, how much foreign exchange gain or loss 
should it report on its 2011 income statement with regard to this transaction? 

a. $5,000 gain. 
b. $3,000 gain. 
c. $2,000 loss. 
d. $1,000 loss. 

12. Assuming that MNC entered into a forward contract to sell 10 million South Korean won on 
December 1, 2011, as a fair value hedge of a foreign currency receivable, what is the net impact on 
its net income in 2011 resulting from a fluctuation in the value of the won? 

a. No impact on net income. 

b. $58.80 decrease in net income. 

c. $2,000 decrease in net income. 

d. $1,941.20 increase in net income. 

13. On March 1, Pimlico Corporation (a U.S.-based company) expects to order merchandise from a sup- 
plier in Sweden in three months. On March 1, when the spot rate is $0.10 per Swedish krona, Pim- 
lico enters into a forward contract to purchase 500,000 Swedish kroner at a three-month forward rate 
of $0.12. At the end of three months, when the spot rate is $0.115 per Swedish krona, Pimlico orders 
and receives the merchandise, paying 500,000 kroner. What amount does Pimlico report in net in- 
come as a result of this cash flow hedge of a forecasted transaction? 

a. $10,000 Premium Expense plus a $7,500 positive Adjustment to Net Income when the merchandise 
is purchased. 

b. $10,000 Discount Expense plus a $5,000 positive Adjustment to Net Income when the mer- 
chandise is purchased. 

c. $2,500 Premium Expense plus a $5,000 negative Adjustment to Net Income when the merchandise 
is purchased. 

d. $2,500 Premium Expense plus a $2,500 positive Adjustment to Net Income when the merchan- 
dise is purchased. 

14. Palmer Corporation, operating as a U.S. corporation, expects to order goods from a foreign supplier 
at a price of 200,000 pounds, with delivery and payment to be made on April 15. On January 15, 
Palmer purchased a three-month call option on 200,000 pounds and designated this option as a cash 
flow hedge of a forecasted foreign currency transaction. The option has a strike price of $0.25 per 
pound and costs $2,000. The spot rate for pounds is $0.25 on January 15 and $0.22 on April 15. 
What amount will Palmer Corporation report as an option expense in net income during the period 
January 15 to April 15? 

a. $600. 

b. $1,000. 
c. $2,000. 
d. $4,400. 


Use the following information for Problems 15 through 17. 

On September 1, 2011, Jensen Company received an order to sell a machine to a customer in Canada at 
a price of 100,000 Canadian dollars. Jensen shipped the machine and received payment on March 1, 
2012. On September 1, 2011, Jensen purchased a put option giving it the right to sell 100,000 Canadian 
dollars on March 1, 2012, at a price of $80,000. Jensen properly designated the option as a fair value 
hedge of the Canadian dollar firm commitment. The option cost $2,000 and had a fair value of $2,300 on 
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December 31, 2011. The fair value of the firm commitment was measured by referring to changes in the 
spot rate. The following spot exchange rates apply: 


U.S. Dollar per 
Date Canadian Dollar 
September 1, 2011 $0.80 
December 31, 2011 0.79 
March 1, 2012 0.77 


Jensen Company’s incremental borrowing rate is 12 percent. The present value factor for two months at 
an annual interest rate of 12 percent (1 percent per month) is 0.9803. 


15. What was the net impact on Jensen Company’s 2011 income as a result of this fair value hedge of a 
firm commitment? 


a. $-0-. 

b. $680.30 decrease in income. 
c. $300 increase in income. 

d. $980.30 increase in income. 


16. What was the net impact on Jensen Company’s 2012 income as a result of this fair value hedge of 
a firm commitment? 


a. $-0-. 

b. $1,319.70 decrease in income. 
c. $77,980.30 increase in income. 
d. $78,680.30 increase in income. 


17. What was the net increase or decrease in cash flow from having purchased the foreign currency 
option to hedge this exposure to foreign exchange risk? 


a. $-0-. 

b. $1,000 increase in cash flow. 
c. $1,500 decrease in cash flow. 
d. $3,000 increase in cash flow. 


Use the following information for Problems 18 through 20. 

On March 1, 2011, Werner Corp. received an order for parts from a Mexican customer at a price of 
500,000 Mexican pesos with a delivery date of April 30, 2011. On March 1, when the U.S. dollar—Mexican 
peso spot rate is $0.115, Werner Corp. entered into a two-month forward contract to sell 500,000 pesos 
at a forward rate of $0.12 per peso. It designates the forward contract as a fair value hedge of the firm 
commitment to receive pesos, and the fair value of the firm commitment is measured by referring to 
changes in the peso forward rate. Werner delivers the parts and receives payment on April 30, 2011, when 
the peso spot rate is $0.118. On March 31, 2011, the Mexican peso spot rate is $0.123, and the forward 
contract has a fair value of $1,250. 


18. What is the net impact on Werner’s net income for the quarter ended March 31, 2011, as a result of 
this forward contract hedge of a firm commitment? 
a. $-0-. 
b. $1,250 increase in net income. 
c. $1,500 decrease in net income. 
d. $1,500 increase in net income. 


19. What is the net impact on Werner’s net income for the quarter ended June 30, 2011, as a result of this 
forward contract hedge of a firm commitment? 


a. $-0-. 

b. $59,000 increase in net income. 

c. $60,000 increase in net income. 

d. $61,500 increase in net income. 

20. What is the net increase or decrease in cash flow from having entered into this forward contract hedge? 

a. $-0-. 

b. $1,000 increase in cash flow. 

c. $1,500 decrease in cash flow. 

d. $2,500 increase in cash flow. 
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Use the following information for Problems 21 and 22. 

On November 1, 2011, Dos Santos Company forecasts the purchase of raw materials from a Brazilian 
supplier on February 1, 2012, at a price of 200,000 Brazilian reals. On November 1, 2011, Dos 
Santos pays $1,500 for a three-month call option on 200,000 reals with a strike price of $0.40 per 
real. Dos Santos properly designates the option as a cash flow hedge of a forecasted foreign currency 
transaction. On December 31, 2011, the option has a fair value of $1,100. The following spot 
exchange rates apply: 


Me 
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U.S. Dollar per 
Date Brazilian Real 
November 1, 2011 $0.40 
December 31, 2011 0.38 
February 1, 2012 0.41 


What is the net impact on Dos Santos Company’s 2011 net income as a result of this hedge of a fore- 
casted foreign currency transaction? 


a. $-0-. 

b. $400 decrease in net income. 
c. $1,000 decrease in net income. 
d. $1,400 decrease in net income. 


What is the net impact on Dos Santos Company’s 2012 net income as a result of this hedge of a fore- 
casted foreign currency transaction? Assume that the raw materials are consumed and become a part 
of the cost of goods sold in 2012. 


a. $80,000 decrease in net income. 
b. $80,600 decease in net income. 

c. $81,100 decrease in net income. 
d. $83,100 decrease in net income. 


Rabato Corporation acquired merchandise on account from a foreign supplier on November 1, 2011, 
for 60,000 LCU (local currency units). It paid the foreign currency account payable on January 
15, 2012. The following exchange rates for 1 LCU are known: 


November 1, 2011 $0.345 
December 31, 2011 0.333 
January 15, 2012 0.359 


a. How does the fluctuation in exchange rates affect Rabato’s 2011 income statement? 
b. How does the fluctuation in exchange rates affect Rabato’s 2012 income statement? 


On December 20, 2011, Butanta Company (a U.S. company headquartered in Miami, Florida) sold 
parts to a foreign customer at a price of 50,000 ostras. Payment is received on January 10, 2012. 
Currency exchange rates for 1 ostra are as follows: 


December 20, 2011 $1.05 
December 31, 2011 1.02 
January 10, 2012 0.98 


a. How does the fluctuation in exchange rates affect Butanta’s 2011 income statement? 
b. How does the fluctuation in exchange rates affect Butanta’s 2012 income statement? 


New Colony Corporation (a U.S. company) made a sale to a foreign customer on September 15, 
2011, for 100,000 foreign currency units (FCU). It received payment on October 15, 2011. The 
following exchange rates for 1 FCU apply: 


September 15, 2011 $0.40 
September 30, 2011 0.42 
October 15, 2011 0.37 


Prepare all journal entries for New Colony in connection with this sale, assuming that the company 
closes its books on September 30 to prepare interim financial statements. 

On December 1, 2011, Dresden Company (a U.S. company located in Albany, New York) purchases 
inventory from a foreign supplier for 60,000 local currency units (LCU). Dresden will pay in 
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90 days after it sells this merchandise. It makes sales rather quickly and pays this entire obligation 
on January 28, 2012. Currency exchange rates for | LCU are as follows: 


December 1, 2011 $0.88 
December 31, 2011 0.82 
January 28, 2012 0.90 


Prepare all journal entries for Dresden Company in connection with the purchase and payment. 


Acme Corporation (a U.S. company located in Sarasota, Florida) has the following import/export 
transactions in 2011: 


March 1 Bought inventory costing 50,000 pesos on credit. 
May 1 Sold 60 percent of the inventory for 45,000 pesos on credit. 
August 1 Collected 40,000 pesos from customers. 


September 1 Paid 30,000 pesos to creditors. 


Currency exchange rates for 1 peso for 2011 are as follows: 


March 1 $0.17 
May 1 0.18 
August 1 0.19 
September 1 0.20 
December 31 0.21 
For each of the following accounts, how much will Acme report on its 2011 financial statements? 
Inventory. 
Cost of Goods Sold. 
Sales. 


Accounts Receivable. 

Accounts Payable. 

Cash. 

Bartlett Company, headquartered in Cincinnati, Ohio, has occasional transactions with companies in 
a foreign country whose currency is the lira. Prepare journal entries for the following transactions in 
US. dollars. Also prepare any necessary adjusting entries at December 31 caused by fluctuations 
in the value of the lira. Assume that the company uses a perpetual inventory system. 


TAP Qo es 


Transactions in 2011 
February 1 Bought equipment for 40,000 lira on credit. 


April 1 Paid for the equipment purchased February 1. 
June 1 Bought inventory for 30,000 lira on credit. 
August 1 Sold 70 percent of inventory purchased June 1 for 40,000 lira on credit. 


October 1 Collected 30,000 lira from the sales made on August 1, 2011. 
November 1 Paid 20,000 lira on the debts incurred on June 1, 2011. 
Transactions in 2012 

February 1 Collected remaining 10,000 lira from August 1, 2011, sales. 
March 1 Paid remaining 10,000 lira on the debts incurred on June 1, 2011. 
Currency exchange rates for 1 lira for 2011 

February 1 $0.44 


April 1 0.45 
June 1 0.47 
August 1 0.48 
October 1 0.49 


November 1 0.50 
December 31 0.52 


Currency exchange rates for 1 lira for 2012 


February 1 $0.54 
March 1 0.55 


Benjamin, Inc., operates an export/import business. The company has considerable dealings with 
companies in the country of Camerrand. The denomination of all transactions with these companies 
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is alaries (AL), the Camerrand currency. During 2011, Benjamin acquires 20,000 widgets at a price 
of 8 alaries per widget. It will pay for them when it sells them. Currency exchange rates for 1 AL are 
as follows: 


September 1, 2011 $0.46 
December 1, 2011 0.44 
December 31, 2011 0.48 
March 1, 2012 0.45 


a. Assume that Benjamin acquired the widgets on December 1, 2011, and made payment on 
March 1, 2012. What is the effect of the exchange rate fluctuations on reported income in 2011 
and in 2012? 

b. Assume that Benjamin acquired the widgets on September 1, 2011, and made payment on De- 
cember 1, 2011. What is the effect of the exchange rate fluctuations on reported income in 2011? 

c. Assume that Benjamin acquired the widgets on September 1, 2011, and made payment on 
March 1, 2012. What is the effect of the exchange rate fluctuations on reported income in 2011 
and in 2012? 

On September 30, 2011, Ericson Company negotiated a two-year, 1,000,000 dudek loan from a 

foreign bank at an interest rate of 2 percent per year. It makes interest payments annually on 

September 30 and will repay the principal on September 30, 2013. Ericson prepares U.S.-dollar 

financial statements and has a December 31 year-end. 

a. Prepare all journal entries related to this foreign currency borrowing assuming the following 
exchange rates for 1 dudek: 


September 30, 2011 $0.100 
December 31, 2011 0.105 
September 30, 2012 0.120 
December 31, 2012 0.125 
September 30, 2013 0.150 


b. Determine the effective cost of borrowing in dollars in each of the three years 2011, 2012, 
and 2013. 

Brandlin Company of Anaheim, California, sells parts to a foreign customer on December 1, 2011, 

with payment of 20,000 korunas to be received on March 1, 2012. Brandlin enters into a forward 

contract on December 1, 2011, to sell 20,000 korunas on March 1, 2012. Relevant exchange rates 

for the koruna on various dates are as follows: 


Forward Rate 


Date Spot Rate (to March 1, 2012) 
December 1, 2011 $2.00 $2.075 
December 31, 2011 ZAG 2.200 
March 1, 2012 2.25 N/A 


Brandlin’s incremental borrowing rate is 12 percent. The present value factor for two months at an 
annual interest rate of 12 percent (1 percent per month) is 0.9803. Brandlin must close its books and 
prepare financial statements at December 31. 

a. Assuming that Brandlin designates the forward contract as a cash flow hedge of a foreign cur- 
rency receivable and recognizes any premium or discount using the straight-line method, prepare 
journal entries for these transactions in U.S. dollars. What is the impact on 2011 net income? 
What is the impact on 2012 net income? What is the impact on net income over the two 
accounting periods? 


b. Assuming that Brandlin designates the forward contract as a fair value hedge of a foreign 
currency receivable, prepare journal entries for these transactions in U.S. dollars. What is the 
impact on 2011 net income? What is the impact on 2012 net income? What is the impact on net 
income over the two accounting periods? 

Use the same facts as in Problem 31 except that Brandlin Company purchases parts from a foreign 

supplier on December 1, 2011, with payment of 20,000 korunas to be made on March 1, 2012. 

On December 1, 2011, Brandlin enters into a forward contract to purchase 20,000 korunas on 

March 1, 2012. 

a. Assuming that Brandlin designates the forward contract as a cash flow hedge of a foreign cur- 
rency payable and recognizes any premium or discount using the straight-line method, prepare 
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journal entries for these transactions in U.S. dollars. What is the impact on 2011 net income? 
What is the impact on 2012 net income? What is the impact on net income over the two ac- 
counting periods? 

b. Assuming that Brandlin designates the forward contract as a fair value hedge of a foreign currency 
payable, prepare journal entries for these transactions in U.S. dollars. What is the impact on net in- 
come in 2011 and in 2012? What is the impact on net income over the two accounting periods? 


On June 1, Alexander Corporation sold goods to a foreign customer at a price of 1,000,000 pesos. 
It will receive payment in three months on September 1. On June 1, Alexander acquired an option 
to sell 1,000,000 pesos in three months at a strike price of $0.045. Relevant exchange rates and 
option premiums for the peso are as follows: 


Call Option Premium 
for September 1 


Date Spot Rate (strike price $0.045) 
June 1 $0.045 $0.0020 
June 30 0.048 0.0018 
September 1 0.044 N/A 


Alexander must close its books and prepare its second-quarter financial statements on June 30. 


a. Assuming that Alexander designates the foreign currency option as a cash flow hedge of a for- 
eign currency receivable, prepare journal entries for these transactions in U.S. dollars. What is 
the impact on net income over the two accounting periods? 

b. Assuming that Alexander designates the foreign currency option as a fair value hedge of a for- 
eign currency receivable, prepare journal entries for these transactions in U.S. dollars. What is 
the impact on net income over the two accounting periods? 

On June 1, Hamilton Corporation purchased goods from a foreign supplier at a price of 1,000,000 

markkas. It will make payment in three months on September 1. On June 1, Hamilton acquired an 

option to purchase 1,000,000 markkas in three months at a strike price of $0.085. Relevant exchange 
rates and option premiums for the markka are as follows: 


Call Option Premium 
for September 1 


Date Spot Rate (strike price $0.085) 
June 1 $0.085 $0.002 
June 30 0.088 0.004 
September 1 0.090 N/A 


Hamilton must close its books and prepare its second-quarter financial statements on June 30. 

a. Assuming that Hamilton designates the foreign currency option as a cash flow hedge of a for- 
eign currency payable, prepare journal entries for these transactions in U.S. dollars. What is the 
impact on net income over the two accounting periods? 

b. Assuming that Hamilton designates the foreign currency option as a fair value hedge of a foreign 
currency payable, prepare journal entries for these transactions in U.S. dollars. What is the im- 
pact on net income over the two accounting periods? 

On November 1, 2011, Ambrose Company sold merchandise to a foreign customer for 100,000 

FCUs with payment to be received on April 30, 2012. At the date of sale, Ambrose entered into a 

six-month forward contract to sell 100,000 LCUs. It properly designates the forward contract as 

a cash flow hedge of a foreign currency receivable. The following exchange rates apply: 


Forward Rate 


Date Spot Rate (to April 30, 2012) 
November 1, 2011 $0.53 $0.52 
December 31, 2011 0.50 0.48 
April 30, 2012 0.49 N/A 


Ambrose’s incremental borrowing rate is 12 percent. The present value factor for four months at an 
annual interest rate of 12 percent (1 percent per month) is 0.9610. 


a. Prepare all journal entries, including December 31 adjusting entries, to record the sale and for- 
ward contract. 


b. What is the impact on net income in 2011? 
What is the impact on net income in 2012? 


430 Chapter 9 


LO4 


LO4, LO5 


36. 


aie 


38. 


Eximco Corporation (based in Champaign, Illinois) has a number of transactions with companies in 
the country of Mongagua, where the currency is the mong. On November 30, 2011, Eximco 
sold equipment at a price of 500,000 mongs to a Mongaguan customer that will make payment 
on January 31, 2012. In addition, on November 30, 2011, Eximco purchased raw materials from a 
Mongaguan supplier at a price of 300,000 mongs; it will make payment on January 31, 2012. To 
hedge its net exposure in mongs, Eximco entered into a two-month forward contract on November 
30, 2011, to deliver 200,000 mongs to the foreign currency broker in exchange for $104,000. 
Eximco properly designates its forward contract as a fair value hedge of a foreign currency receiv- 
able. The following rates for the mong apply: 


Forward Rate 


Date Spot Rate (to January 31, 2012) 
November 30, 2011 $0.53 $0.52 
December 31, 2011 0.50 0.48 
January 31, 2012 0.49 N/A 


Eximco’s incremental borrowing rate is 12 percent. The present value factor for one month at an 
annual interest rate of 12 percent (1 percent per month) is 0.9901. 


a. Prepare all journal entries, including December 31 adjusting entries, to record these transactions 
and the forward contract. 


b. What is the impact on net income in 2011? 
c. What is the impact on net income in 2012? 


On October 1, 2011, Hanks Company entered into a forward contract to sell 100,000 LCUs in 
four months (on January 31, 2012) and receive $65,000 in U.S. dollars. Exchange rates for the 
LCU follow: 


Forward Rate 


Date Spot Rate (to January 31, 2012) 
October 1, 2011 $0.69 $0.65 
December 31, 2011 0.71 0.74 
January 31, 2012 0.72 N/A 


Hanks’ incremental borrowing rate is 12 percent. The present value factor for one month at an 

annual interest rate of 12 percent (1 percent per month) is 0.9901. Hanks must close its books and 

prepare financial statements on December 31. 

a. Prepare journal entries, assuming that Hanks entered into the forward contract as a fair value 
hedge of a 100,000 LCU receivable arising from a sale made on October 1, 2011. Include entries 
for both the sale and the forward contract. 


b. Prepare journal entries, assuming that Hanks entered into the forward contract as a fair value 
hedge of a firm commitment related to a 100,000 LCU sale that will be made on January 31, 
2012. Include entries for both the firm commitment and the forward contract. The fair value of 
the firm commitment is measured referring to changes in the forward rate. 


On August 1, Jackson Corporation (a U.S.-based importer) placed an order to purchase merchan- 
dise from a foreign supplier at a price of 200,000 rupees. Jackson will receive and make payment 
for the merchandise in three months on October 31. On August 1, Jackson entered into a forward 
contract to purchase 200,000 rupees in three months at a forward rate of $0.30. It properly desig- 
nates the forward contract as a fair value hedge of a foreign currency firm commitment. The fair 
value of the firm commitment is measured by referring to changes in the forward rate. Relevant 
exchange rates for the rupee are as follows: 


Forward Rate 


Date Spot Rate (to October 31) 
August 1 $0.300 $0.300 
September 30 0.305 0.325 
October 31 0.320 N/A 


Jackson’s incremental borrowing rate is 12 percent. The present value factor for one month at an an- 
nual interest rate of 12 percent (1 percent per month) is 0.9901. Jackson must close its books and 
prepare its third-quarter financial statements on September 30. 


a. Prepare journal entries for the forward contract and firm commitment. 
b. What is the impact on net income over the two accounting periods? 
c. What net cash outflow results from the purchase of merchandise from the foreign customer? 
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39. On June 1, Vandervelde Corporation (a U.S.-based manufacturing firm) received an order to sell 


goods to a foreign customer at a price of 500,000 leks. Vandervelde will ship the goods and receive 
payment in three months on September 1. On June 1, Vandervelde purchased an option to sell 
500,000 leks in three months at a strike price of $1.00. It properly designated the option as a fair 
value hedge of a foreign currency firm commitment. The fair value of the firm commitment is mea- 
sured by referring to changes in the spot rate. Relevant exchange rates and option premiums for the 
lek are as follows: 


Call Option Premium 
for September 1 


Date Spot Rate (strike price $1.00) 
June 1 $1.00 $0.010 
June 30 0.99 0.016 
September 1 0.97 N/A 


Vandervelde’s incremental borrowing rate is 12 percent. The present value factor for two months at 
an annual interest rate of 12 percent (1 percent per month) is 0.9803. Vandervelde Corporation must 
close its books and prepare its second-quarter financial statements on June 30. 


a. Prepare journal entries for the foreign currency option and firm commitment. 
b. What is the impact on net income over the two accounting periods? 
c. What is the net cash inflow resulting from the sale of goods to the foreign customer? 


40. Big Arber Company ordered parts from a foreign supplier on November 20 at a price of 50,000 pijios 


41. 


when the spot rate was $0.20 per pijio. Delivery and payment were scheduled for December 20. On 
November 20, Big Arber acquired a call option on 50,000 pijios at a strike price of $0.20, paying a 
premium of $0.008 per pijio. It designates the option as a fair value hedge of a foreign currency firm 
commitment. The fair value of the firm commitment is measured by referring to changes in the spot 
rate. The parts arrive and Big Arber makes payment according to schedule. Big Arber does not close 
its books until December 31. 


a. Assuming a spot rate of $0.21 per pijio on December 20, prepare all journal entries to account 
for the option and firm commitment. 

b. Assuming a spot rate of $0.18 per pijio on December 20, prepare all journal entries to account 
for the option and firm commitment. 

Based on past experience, Leickner Company expects to purchase raw materials from a foreign sup- 

plier at a cost of 1,000,000 marks on March 15, 2012. To hedge this forecasted transaction, the com- 

pany acquires a three-month call option to purchase 1,000,000 marks on December 15, 2011. 

Leickner selects a strike price of $0.58 per mark, paying a premium of $0.005 per unit, when the 

spot rate is $0.58. The spot rate increases to $0.584 at December 31, 2011, causing the fair value of 

the option to increase to $8,000. By March 15, 2012, when the raw materials are purchased, the spot 

rate has climbed to $0.59, resulting in a fair value for the option of $10,000. 

a. Prepare all journal entries for the option hedge of a forecasted transaction and for the purchase 
of raw materials, assuming that December 31 is Leickner’s year-end and that the raw materials 
are included in the cost of goods sold in 2012. 

b. What is the overall impact on net income over the two accounting periods? 


c. What is the net cash outflow to acquire the raw materials? 


42. Vino Veritas Company, a U.S.-based importer of wines and spirits, placed an order with a French 


supplier for 1,000 cases of wine at a price of 200 euros per case. The total purchase price is 200,000 
euros. Relevant exchange rates for the euro are as follows: 


Call Option Premium 


Forward Rate to for October 31, 2011 
Date Spot Rate October 31, 2011 (strike price $1.00) 
September 15, 2011 $1.00 $1.06 $0.035 
September 30, 2011 1.05 1.09 0.070 
October 31, 2011 1.10 1.10 0.100 


Vino Veritas Company has an incremental borrowing rate of 12 percent (1 percent per month) and 

closes the books and prepares financial statements at September 30. 

a. Assume that the wine arrived on September 15, 2011, and the company made payment on 
October 31, 2011. There was no attempt to hedge the exposure to foreign exchange risk. Prepare 
journal entries to account for this import purchase. 
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b. Assume that the wine arrived on September 15, 2011, and the company made payment on 
October 31, 2011. On September 15, Vino Veritas entered into a 45-day forward contract to 
purchase 200,000 euros. It properly designated the forward contract as a fair value hedge of a 
foreign currency payable. Prepare journal entries to account for the import purchase and foreign 
currency forward contract. 

c. Vino Veritas ordered the wine on September 15, 2011. The wine arrived and the company paid 
for it on October 31, 2011. On September 15, Vino Veritas entered into a 45-day forward con- 
tract to purchase 200,000 euros. The company properly designated the forward contract as a fair 
value hedge of a foreign currency firm commitment. The fair value of the firm commitment is 
measured by referring to changes in the forward rate. Prepare journal entries to account for the 
foreign currency forward contract, firm commitment, and import purchase. 

d. The wine arrived on September 15, 2011, and the company made payment on October 31, 2011. 
On September 15, Vino Veritas purchased a 45-day call option for 200,000 euros. It properly des- 
ignated the option as a cash flow hedge of a foreign currency payable. Prepare journal entries to 
account for the import purchase and foreign currency option. 

e. The company ordered the wine on September 15, 2011. It arrived on October 31, 2011, and the 
company made payment on that date. On September 15, Vino Veritas purchased a 45-day call op- 
tion for 200,000 euros. It properly designated the option as a fair value hedge of a foreign cur- 
rency firm commitment. The fair value of the firm commitment is measured by referring to 
changes in the spot rate. Prepare journal entries to account for the foreign currency option, firm 
commitment, and import purchase. 


Develop Your 
Skills 


RESEARCH CASE—INTERNATIONAL FLAVORS AND FRAGRANCES 


CPA Many companies make annual reports available on their corporate Internet home page. Annual reports 
skills also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, search for 
10-K). Access the most recent annual report for International Flavors and Fragrances (IFF). 


Required 


1. Identify the location(s) in the annual report where IFF provides disclosures related to its management 
of foreign exchange risk. 

2. Determine the types of hedging instruments the company uses and the types of hedges in which 
it engages. 

3. Determine the manner in which the company discloses the fact that its foreign exchange hedges are 
effective in offsetting gains and losses on the underlying items being hedged. 


ACCOUNTING STANDARDS CASE—FORECASTED TRANSACTIONS 


CPA Fergusson Corporation, a U.S. company, manufactures components for the automobile industry. In the 

Skills past, Fergusson purchased actuators used in its products from a supplier in the United States. The company 
plans to shift its purchases to a supplier in Portugal. Fergusson’s CFO expects to place an order with the 
Portuguese supplier in the amount of 200,000 euros in three months. In contemplation of this future 
import, the CFO purchased a euro call option to hedge the cash flow risk that the euro might appreciate 
against the U.S. dollar over the next three months. The CFO is aware that a foreign currency option used 
to hedge the cash flow risk associated with a forecasted foreign currency transaction may be designated 
as a hedge for accounting purposes only if the forecasted transaction is probable. However, he is unsure 
how he should demonstrate that the anticipated import purchase from Portugal is likely to occur. He won- 
ders whether management’s intention to make the purchase is sufficient. 


Required 


Search current U.S. authoritative accounting literature to determine whether management’s intent is suf- 
ficient to assess that a forecasted foreign currency transaction is likely to occur. If not, what additional 
evidence must be considered? Identify the source of guidance for answering these questions. 
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EXCEL CASE—DETERMINE FOREIGN EXCHANGE GAINS AND LOSSES 


Ore 


Import/Export Company, a U.S. company, made a number of import purchases and export sales denom- 
inated in foreign currency in 2008. Information related to these transactions is summarized in the fol- 
lowing table. The company made each purchase or sale on the date in the Transaction Date column and 
made payment in foreign currency or received payment on the date in the Settlement Date column. 


Amount in Transaction Settlement 
Foreign Currency Type of Transaction Foreign Currency Date Date 
Brazilian real (BRL) Import purchase (89,000) 1/1/2008 5/1/2008 
Swiss franc (CHF) Export sale 56,700 1/1/2008 4/1/2008 
Swiss franc (CHF) Import purchase (50,600) 4/1/2008 10/1/2008 
Euro Export sale 32 250) 4/1/2008 7/1/2008 
Euro Export sale 32,250 4/1/2008 9/1/2008 
South African rand (ZAR) Export sale 402,000 4/1/2008 8/1/2008 
Chinese yuan (CNY) Import purchase (360,000) 2/1/2008 8/1/2008 
South Korean won (KRW) Import purchase (47,300,000) 2/1/2008 8/1/2008 


Required 

1. Create an electronic spreadsheet with the information from the preceding table. Label columns as 
follows: 

Foreign Currency 

Type of Transaction 

Amount in Foreign Currency 
Transaction Date 

Exchange Rate at Transaction Date 
$ Value at Transaction Date 
Settlement Date 

Exchange Rate at Settlement Date 
$ Value at Settlement Date 

Foreign Exchange Gain (Loss) 

2. Use historical exchange rate information available on the Internet at www.x-rates.com, Historic 
Lookup, to find the 2008 exchange rates between the U.S. dollar and each foreign currency on the 
relevant transaction and settlement dates. 

3. Complete the electronic spreadsheet to determine the foreign exchange gain (loss) on each transac- 
tion. Determine the total net foreign exchange gain (loss) reported in Import/Export Company’s 2008 
income statement. 


ANALYSIS CASE—CASH FLOW HEDGE 


ore 


On February 1, 2011, Linber Company forecasted the purchase of component parts on May 1, 2011, ata 
price of 100,000 euros. On that date, Linber entered into a forward contract to purchase 100,000 euros 
on May 1, 2011. It designated the forward contract as a cash flow hedge of the forecasted transaction. 
The spot rate for euros on February 1, 2011, is $1 per euro. On May 1, 2011, the forward contract was 
settled, and the component parts were received and paid for. The parts were consumed in the second 
quarter of 2011. 

Linber’s financial statements reported the following amounts related to this cash flow hedge (credit 
balances in parentheses): 


Income Statement First Quarter 2011 Second Quarter 2011 
Premium expense $4,000 $ 2,000 
Cost of goods sold -0- 103,000 


Adjustment to net income —0- 3,000 
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Balance Sheet 3/31/11 5/1/11 

Forward contract (liability) $(1,980)* =0= 
AOCI (credit) (2,020) =O 
Change in cash -0- $(106,000) 


*$2,000 X 0.9901 = $1,980, where 0.9901 is the present value factor for one month at an annual interest rate of 12 percent calculated as 1/1.01. 


Required 


1. On January 15, 2011, what was the U.S. dollar per euro forward rate to May 1, 2011? 
2. On March 31, 2011, what was the U.S. dollar per euro forward rate to May 1, 2011? 


3. Was Linber better off or worse off as a result of having entered into this cash flow hedge of a fore- 
casted transaction? By what amount? 


4. What does the total premium expense of $6,000 reflect? 


INTERNET CASE—HISTORICAL EXCHANGE RATES 


Ore 


The Pier Ten Company, a U.S. company, made credit sales to four customers in Asia on December 15, 
2008, and received payment on January 15, 2009. Information related to these sales is as follows: 


Customer Location Invoice Price 

Balihasa Properties Group Jakarta 218,000,000 Indonesian rupiah (IDR) 
Daewon Commercial Ltd. Seoul 27,350,000 South Korean won (KRW) 
Mishima Industrial Ltd. Tokyo 1,825,000 Japanese yen (JPY) 
Singapore Trading Company Singapore 29,800 Singapore dollar (SGD) 


The Pier Ten Company’s fiscal year ends December 31. 


Required 


1. Use historical exchange rate information available on the Internet at www.oanda.com, FX Daily, to 
find exchange rates between the U.S. dollar and each foreign currency for December 15, 2008, 
December 31, 2008, and January 15, 2009. 

2. Determine the foreign exchange gains and losses that Pier Ten would have recognized in net income 
in 2008 and 2009, and the overall foreign exchange gain or loss for each transaction. Determine for 
which transaction it would have been most important for Pier Ten to hedge its foreign exchange risk. 

3. Pier Ten could have acquired a one-month put option on December 15, 2008, to hedge the foreign 
exchange risk associated with each of the four export sales. In each case, the put option would have 
cost $100 with the strike price equal to the December 15, 2008, spot rate. Determine for which 
hedges, if any, Pier Ten would have recognized a net gain on the foreign currency option. 


COMMUNICATION CASE—FORWARD CONTRACTS AND OPTIONS 


Ore 


Palmetto Bug Extermination Corporation (PBEC), a U.S. company, regularly purchases chemicals from 
a supplier in Switzerland with the invoice price denominated in Swiss francs. PBEC has experienced 
several foreign exchange losses in the past year due to increases in the U.S. dollar price of the Swiss cur- 
rency. As a result, Dewey Nukem, PBEC’s CEO, has asked you to investigate the possibility of using 
derivative financial instruments, specifically foreign currency forward contracts and foreign currency 
options, to hedge the company’s exposure to foreign exchange risk. 


Required 


Draft a memo to CEO Nukem comparing the advantages and disadvantages of using forward contracts 
and options to hedge foreign exchange risk. Recommend the type of hedging instrument you believe the 
company should employ and justify this recommendation. 


Translation of 
Foreign Currency 
Financial 
Statements 


e Anheuser-Busch agreed on Sunday night to sell itself to the Belgian 
brewer InBev for about $52 billion, putting control of the nation’s 
largest beermaker and a fixture of American culture into a European 
rival's hands." 

* On March 3, 2008, we completed the acquisition of 100 percent of 
the outstanding shares of Umbro Plc (“Umbro”), a leading United 
Kingdom-based global soccer brand, for a purchase price of 
£290.5 million in cash (approximately $576.4 million), inclusive 
of direct transaction costs.” 

¢ In Fiscal 2009, cash paid for acquisitions, net of divestitures, required 
$281 million, primarily related to the acquisitions of Benedicta, a 
sauce business in France; Golden Circle Limited, a fruit and juice 
business in Australia; La Bonne Cuisine, a chilled dip business in 
New Zealand; and Papillon, a small chilled products business in 
South Africa? 


Recent announcements such as these have become more the norm than 
the exception in today’s global economy. Companies establish opera- 
tions in foreign countries for a variety of reasons including to develop 
new markets for their products, take advantage of lower production 
costs, or gain access to raw materials. Some multinational companies 
have reached a stage in their development in which domestic operations 
are no longer considered to be of higher priority than international 
operations. For example, in 2008, U.S.-based International Flavors and 
Fragrances, Inc., had operations in 43 countries and 75 percent of its net 
sales outside North America; The Coca-Cola Company generated 75 per- 
cent of its sales and had 62 percent of its property, plant, and equipment 
outside of the United States. 


1 “Anheuser-Busch Agrees to Be Sold to InBev,” New York Times online edition, July 15, 
2008, www.nytimes.com. 


2 Nike, Inc., 2008 Form 10-K, p. 33. 
3 H.J. Heinz Company and Subsidiaries 2009 Annual Report, p. 22. 
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LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Explain the theoretical 
underpinnings and the 
limitations of the current 
rate and temporal 
methods. 


LO2 Describe guidelines as to 
when foreign currency 
financial statements are 
to be translated using the 
current rate method and 
when they are to be trans- 
lated using the temporal 
method. 


LO3 ‘Translate a foreign 
subsidiary’s financial 
statements into its parent's 
reporting currency using 
the current rate method 
and calculate the related 
translation adjustment. 


LO4 Remeasure a foreign sub- 
sidiary's financial state- 
ments using the temporal 
method and calculate the 
associated remeasurement 
gain or loss. 


LO5 Understand the rationale 
for hedging a net invest- 
ment in a foreign opera- 
tion and describe the 
treatment of gains and 
losses on hedges used for 
this purpose. 


LO6 _— Prepare a consolidation 
worksheet for a parent 
and its foreign subsidiary. 
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Foreign operations create numerous managerial problems for the parent company 
that do not exist for domestic operations. Some of these problems arise from cultural dif- 
ferences between the home and foreign countries. Other problems exist because foreign 
operations generally are required to comply with the laws and regulations of the foreign 
country. For example, most countries require companies to prepare financial statements 
in the local currency using local accounting rules. 

To prepare worldwide consolidated financial statements, a U.S. parent company must 
(1) convert the foreign GAAP financial statements of its foreign operations into U.S. GAAP 
and (2) translate the financial statements from the foreign currency into U.S. dollars. This 
conversion and translation process must be carried out regardless of whether the foreign 
operation is a branch, joint venture, majority-owned subsidiary, or affiliate accounted for 
under the equity method. This chapter deals with the issue of translating foreign currency 
financial statements into the parent's reporting currency. 

Two major theoretical issues are related to the translation process: (1) which transla- 
tion method should be used and (2) where the resulting translation adjustment should be 
reported in the consolidated financial statements. In this chapter, these two issues are 
examined first from a conceptual perspective and second by the manner in which the 
FASB in the United States has resolved these issues. The chapter concludes with a discus- 
sion of IFRS on this topic. 


EXCHANGE RATES USED IN TRANSLATION 


Two types of exchange rates are used in translating financial statements: 


1. Historical exchange rate: the exchange rate that exists when a transaction occurs. 
2. Current exchange rate: the exchange rate that exists at the balance sheet date. 


Translation methods differ as to which balance sheet and income statement accounts to trans- 
late at historical exchange rates and which to translate at current exchange rates. 

Assume that the company described in the discussion question on the next page began op- 
erations in Gualos on December 31, 2010, when the exchange rate was $0.20 per vilsek. When 
Southwestern Corporation prepared its consolidated balance sheet at December 31, 2010, it 
had no choice about the exchange rate used to translate the Land account into U.S. dollars. It 
translated the Land account carried on the foreign subsidiary’s books at 150,000 vilseks at an 
exchange rate of $0.20; $0.20 was both the historical and current exchange rate for the Land 
account at December 31, 2010. 


Consolidated Balance Sheet: 12/31/10 
Land (150,000 vilseks X $0.20) ............. $30,000 


During the first quarter of 2011, the vilsek appreciates relative to the U.S. dollar by 15 per- 
cent; the exchange rate at March 31, 2011, is $0.23 per vilsek. In preparing its balance sheet 
at the end of the first quarter of 2011, Southwestern must decide whether the Land account 
carried on the subsidiary’s balance sheet at 150,000 vilseks should be translated into dollars 
using the historical exchange rate of $0.20 or the current exchange rate of $0.23. 

If the historical exchange rate is used at March 31, 2011, Land continues to be carried on 
the consolidated balance sheet at $30,000 with no change from December 31, 2010. 


Historical Rate—Consolidated Balance Sheet: 3/31/11 
Land (150,000 vilseks X $0.20) ............. $30,000 


Discussion Question 


HOW DO WE REPORT THIS? 


Southwestern Corporation operates throughout Texas buying and selling widgets. To 
expand into more profitable markets, the company recently decided to open a small 
subsidiary in the nearby country of Gualos. The currency in Gualos is the vilsek. For some 
time, the government of that country held the exchange rate constant: 1 vilsek equaled 
$0.20 (or 5 vilseks equaled $1.00). Initially, Southwestern invested cash in this new opera- 
tion; its $90,000 was converted into 450,000 vilseks ($90,000 x 5). Southwestern used one- 
third of this money (150,000 vilseks, or $30,000) to purchase land to hold for the possible 
construction of a plant, invested one-third in short-term marketable securities, and spent 
one-third in acquiring inventory for future resale. 

Shortly thereafter, the Gualos government officially revalued the currency so that 
1 vilsek was worth $0.23. Because of the strength of the local economy, the vilsek gained 
buying power in relation to the U.S. dollar. The vilsek then was considered more valuable 
than in the past. Southwestern’s accountants realized that a change had occurred; each 
of the assets was now worth more in U.S. dollars than the original $30,000 investment: 
150,000 vilseks x $0.23 = $34,500. Two of the company’s top officers met to determine 
the appropriate method for reporting this change in currency values. 


Controller: Nothing has changed. Our cost is still $30,000 for each item. That's what we 
spent. Accounting uses historical cost wherever possible. Thus, we should do nothing. 

Finance director: Yes, but the old rates are meaningless now. We would be foolish to re- 
port figures based on a rate that no longer exists. The cost is still 150,000 vilseks for 
each item. You are right, the cost has not changed. However, the vilsek is now worth 
$0.23, so our reported value must change. 

Controller: The new rate affects us only if we take money out of the country. We don't 
plan to do that for many years. The rate will probably change 20 more times before we 
remove money from Gualos. We've got to stick to our $30,000 historical cost. That’s our 
cost and that’s good, basic accounting. 

Finance director: You mean that for the next 20 years we will be translating balances for 
external reporting purposes using an exchange rate that has not existed for years? 
That doesn't make sense. | have a real problem using an antiquated rate for the in- 
vestments and inventory. They will be sold for cash when the new rate is in effect. 
These balances have no remaining relation to the original exchange rate. 

Controller: You misunderstand the impact of an exchange rate fluctuation. Within Gualos, 
no impact occurs. One vilsek is still one vilsek. The effect is realized only when an actual 
conversion takes place into U.S. dollars at a new rate. At that point, we will properly 
measure and report the gain or loss. That is when realization takes place. Until then our 
cost has not changed. 

Finance director: | simply see no value at all in producing financial information based en- 
tirely on an exchange rate that does not exist. | don’t care when realization takes place. 

Controller: You've got to stick with historical cost, believe me. The exchange rate today 
isn’t important unless we actually convert vilseks to dollars. 

How should Southwestern report each of these three assets on its current balance sheet? 


Does the company have a gain because the value of the vilsek has increased relative to 
the U.S. dollar? 


If the current exchange rate is used, Land is carried on the consolidated balance sheet at 
$34,500, an increase of $4,500 from December 31, 2010. 


Current Rate—Consolidated Balance Sheet: 3/31/11 
Land (150,000 vilseks x $0.23) ..........0... $34,500 
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Translation Adjustments 


To keep the accounting equation (A = L + OE) in balance, the increase of $4,500 on the asset 
(A) side of the consolidated balance sheet when the current exchange rate is used must be offset 
by an equal $4,500 increase in owners’ equity (OE) on the other side of the balance sheet. The 
increase in owners’ equity is called a positive translation adjustment. It has a credit balance. 

The increase in dollar value of the Land due to the vilsek’s appreciation creates a positive 
translation adjustment. This is true for any asset on the Gualos subsidiary’s balance sheet that 
is translated at the current exchange rate. Assets translated at the current exchange rate when 
the foreign currency has appreciated generate a positive (credit) translation adjustment. 

Liabilities on the Gualos subsidiary’s balance sheet that are translated at the current ex- 
change rate also increase in dollar value when the vilsek appreciates. For example, South- 
western would report Notes Payable of 10,000 vilseks at $2,000 on the December 31, 2010, 
balance sheet and at $2,300 on the March 31, 2011, balance sheet. To keep the accounting 
equation in balance, the increase in liabilities (L) must be offset by a decrease in owners’ eq- 
uity (OE), giving rise to a negative translation adjustment. This has a debit balance. Liabilities 
translated at the current exchange rate when the foreign currency has appreciated generate a 
negative (debit) translation adjustment. 


Balance Sheet Exposure 


Balance sheet items (assets and liabilities) translated at the current exchange rate change in 
dollar value from balance sheet to balance sheet as a result of the change in exchange rate. 
These items are exposed to translation adjustment. Balance sheet items translated at histori- 
cal exchange rates do not change in dollar value from one balance sheet to the next. These 
items are not exposed to translation adjustment. Exposure to translation adjustment is 
referred to as balance sheet, translation, or accounting exposure. Balance sheet exposure can 
be contrasted with the transaction exposure discussed in Chapter 9 that arises when a com- 
pany has foreign currency receivables and payables in the following way: Transaction expo- 
sure gives rise to foreign exchange gains and losses that are ultimately realized in cash; 
translation adjustments arising from balance sheet exposure do not directly result in cash 
inflows or outflows. 

Each item translated at the current exchange rate is exposed to translation adjustment. In 
effect, a separate translation adjustment exists for each of these exposed items. However, neg- 
ative translation adjustments on liabilities offset positive translation adjustments on assets 
when the foreign currency appreciates. If total exposed assets equal total exposed liabilities 
throughout the year, the translation adjustments (although perhaps significant on an individ- 
ual basis) net to a zero balance. The net translation adjustment needed to keep the consolidated 
balance sheet in balance is based solely on the net asset or net liability exposure. 

A foreign operation has a net asset balance sheet exposure when assets translated at the 
current exchange rate are higher in amount than liabilities translated at the current exchange 
rate. A net liability balance sheet exposure exists when liabilities translated at the current 
exchange rate are higher than assets translated at the current exchange rate. The following 
summarizes the relationship between exchange rate fluctuations, balance sheet exposure, and 
translation adjustments: 


Foreign Currency (FC) 


Balance Sheet 


Exposure Appreciates Depreciates 
Net asset Positive translation adjustment Negative translation adjustment 
Net liability Negative translation adjustment Positive translation adjustment 


Exactly how to handle the translation adjustment in the consolidated financial statements 
is a matter of some debate. The major issue is whether the translation adjustment should be 
treated as a translation gain or loss reported in net income or whether the translation adjust- 
ment should be treated as a direct adjustment to owners’ equity without affecting net income. 
We consider this issue in more detail later after examining methods of translation. 
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TRANSLATION METHODS 


LO1 


Explain the theoretical underpin- 
nings and the limitations of the 
current rate and temporal 
methods. 


Two major translation methods are currently used: (1) the current rate (or closing rate) method 
and (2) the temporal method. We discuss each method from the perspective of a U.S.-based 
multinational company translating foreign currency financial statements into U.S. dollars. 


Current Rate Method 


The basic assumption underlying the current rate method is that a company’s net investment in 
a foreign operation is exposed to foreign exchange risk. In other words, a foreign operation 
represents a foreign currency net asset and if the foreign currency decreases in value against 
the U.S. dollar, a decrease in the U.S. dollar value of the foreign currency net asset occuts. 
This decrease in U.S. dollar value of the net investment will be reflected by reporting a nega- 
tive (debit balance) translation adjustment in the consolidated financial statements. If the for- 
eign currency increases in value, an increase in the U.S. dollar value of the net asset occurs 
and will be reflected through a positive (credit balance) translation adjustment. 

To measure the net investment’s exposure to foreign exchange risk, all assets and all liabil- 
ities of the foreign operation are translated at the current exchange rate. Stockholders’ equity 
items are translated at historical rates. The balance sheet exposure under the current rate 
method is equal to the foreign operation’ net asset (total assets minus total liabilities) position.’ 


Total assets > Total liabilities + Net asset exposure 


A positive translation adjustment arises when the foreign currency appreciates, and a negative 
translation adjustment arises when the foreign currency depreciates. 

As mentioned, the major difference between the translation adjustment and a foreign ex- 
change gain or loss is that the translation adjustment is not necessarily realized through inflows 
and outflows of cash. The translation adjustment that arises when using the current rate method 
is unrealized. It can become a realized gain or loss only if the foreign operation is sold (for its 
book value) and the foreign currency proceeds from the sale are converted into U.S. dollars. 

The current rate method requires translation of all income statement items at the exchange 
rate in effect at the date of accounting recognition. In most cases, an assumption can be made 
that the revenue or expense is incurred evenly throughout the accounting period and a 
weighted average-for-the-period exchange rate can be used for translation. However, when an 
income account, such as a gain or loss, occurs at a specific point in time, the exchange rate at 
that date should be used for translation.> 


Temporal Method 


The basic objective underlying the temporal method of translation is to produce a set of U.S. 
dollar—translated financial statements as if the foreign subsidiary had actually used U.S. dol- 
lars in conducting its operations. Continuing with the Gualos subsidiary example, Southwestern, 
the U.S. parent, should report the Land account on the consolidated balance sheet at the 
amount of U.S. dollars that it would have spent if it had sent dollars to the subsidiary to pur- 
chase land. Because the land cost 150,000 vilseks at a time when one vilsek could be acquired 
with $0.20, the parent would have sent $30,000 to the subsidiary to acquire the land; this is the 
land’s historical cost in U.S. dollar terms. The following rule is consistent with the temporal 
method’s underlying objective: 


1. Assets and liabilities carried on the foreign operation’s balance sheet at historical cost are 
translated at historical exchange rates to yield an equivalent historical cost in U.S. dollars. 


2. Conversely, assets and liabilities carried at a current or future value are translated at the 
current exchange rate to yield an equivalent current value in U.S. dollars. 


4 In rare cases, a foreign subsidiary could have liabilities higher than assets (negative stockholders’ equity). 
In those cases, a net liability exposure exists under the current rate method. 

> Alternatively, all income statement items may be translated at the current exchange rate. Later we 
demonstrate that translation at the current rate has a slight advantage over translation at the average- 
for-the-period rate. 
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Application of this rule maintains the underlying valuation method (current value or historical 
cost) that the foreign subsidiary uses in accounting for its assets and liabilities. In addition, 
stockholders’ equity accounts are translated at historical exchange rates. 

Cash, marketable securities, receivables, and most liabilities are carried at current or future 
value and translated at the current exchange rate under the temporal method.° The temporal 
method generates either a net asset or a net liability balance sheet exposure, depending on 
whether cash plus marketable securities plus receivables are more than or less than liabilities. 


Cash + Marketable securities + Receivables > Liabilities — Net asset exposure 


Cash + Marketable securities + Receivables < Liabilities — Net liability exposure 


Because liabilities (current plus long term) usually are more than assets translated at the cur- 
rent exchange rate, a net liability exposure generally exists when the temporal method is used. 

One way to understand the concept of exposure underlying the temporal method is to 
pretend that the parent actually carries on its balance sheet the foreign operation’s cash, mar- 
ketable securities, receivables, and payables. For example, consider the Japanese subsidiary 
of a U.S. parent company. The Japanese subsidiary’s yen receivables that result from sales 
in Japan may be thought of as Japanese yen receivables of the U.S. parent that result from 
export sales to Japan. If the U.S. parent had yen receivables on its balance sheet, a decrease 
in the yen’s value would result in a foreign exchange loss. A foreign exchange loss also 
occurs on the Japanese yen held in cash by the U.S. parent and on the Japanese yen denom- 
inated marketable securities. A foreign exchange gain on the parent’s Japanese yen payables 
resulting from foreign purchases would offset these foreign exchange losses. Whether a net 
gain or a net loss exists depends on the relative amount of yen cash, marketable securities, 
and receivables versus yen payables. Under the temporal method, the translation adjustment 
measures the “net foreign exchange gain or loss” on the foreign operation’s cash, mar- 
ketable securities, receivables, and payables, as if those items were actually carried on the 
parents books. 

Again, the major difference between the translation adjustment resulting from the use of the 
temporal method and a foreign exchange gain or loss is that the translation adjustment is not 
necessarily realized through inflows or outflows of cash. The U.S. dollar translation adjust- 
ment in this case is realized only if (1) the parent sends U.S. dollars to the Japanese subsidiary 
to pay all of its yen liabilities and (2) the subsidiary converts its yen receivables and mar- 
ketable securities into yen cash and then sends this amount plus the amount in its yen cash ac- 
count to the U.S. parent, which converts it into U.S. dollars. 

The temporal method translates income statement items at exchange rates that exist when 
the revenue is generated or the expense is incurred. For most items, an assumption can be 
made that the revenue or expense is incurred evenly throughout the accounting period and 
an average-for-the-period exchange rate can be used for translation. However, some ex- 
penses are related to assets carried at historical cost—for example, cost of goods sold, 
depreciation of fixed assets, and amortization of intangibles. Because the related assets are 
translated at historical exchange rates, these expenses must be translated at historical rates 
as well. 

The current rate method and temporal method are the two methods currently used in the 
United States. They are also the predominant methods used worldwide. A summary of the ap- 
propriate exchange rate for selected financial statement items under these two methods is pre- 
sented in Exhibit 10.1. 


Translation of Retained Earnings 

Stockholders’ equity items are translated at historical exchange rates under both the tempo- 
ral and current rate methods. This creates somewhat of a problem in translating retained 
earnings. This figure is actually a composite of many previous transactions: all revenues, 


© Under current authoritative literature, all marketable equity securities and marketable debt securities that 
are classified as “trading” or “available for sale” are carried at current market value. Marketable debt securi- 
ties classified as “held to maturity” are carried at amortized cost. Throughout the remainder of this chapter, 
we will assume that all marketable securities are reported at current value. 
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EXHIBIT 10.1 


Exchange Rates fr Temporal Method Current Rate Method 


Selected Financial Exchange Rate Exchange Rate 
Statement Items Balance Sheet 
Assets 
Cash and receivables Current Current 
Marketable securities Current* Current 
Inventory at market Current Current 
Inventory at cost Historical Current 
Prepaid expenses Historical Current 
Property, plant, and equipment Historical Current 
Intangible assets Historical Current 
Liabilities 
Current liabilities Current Current 
Deferred income Historical Current 
Long-term debt Current Current 
Stockholders’ equity 
Capital stock Historical Historical 
Additional paid-in capital Historical Historical 
Retained earnings Composite Composite 
Dividends Historical Historical 
Income Statement 
Revenues Average Average 
Most expenses Average Average 
Cost of goods sold Historical Average 
Depreciation of property, 
plant, and equipment Historical Average 
Amortization of intangibles Historical Average 


*Marketable debt securities classified as held to maturity are carried at cost and translated at the historical exchange rate under the temporal 
method. 


expenses, gains, losses, and declared dividends occurring over the company’s life. At the 
end of the first year of operations, foreign currency (FC) retained earnings (R/E) is trans- 
lated as follows: 


Net income in FC [translated per method used to translate 

income statement items] = Netincome in $ 
— Dividends in FC X historical exchange rate when declared = — Dividends in $ 
Ending R/E in FC Ending R/E in $ 


The ending dollar amount of retained earnings in Year 1 becomes the beginning dollar 
retained earnings for Year 2, and the translated retained earnings in Year 2 (and subsequent 
years) are then determined as follows: 


Beginning R/E in FC (from last year’s translation) = Beginning R/E in $ 
+ Net income in FC [translated per method used to translate 

income statement items] = + Net income in $ 
— Dividends in FC X historical exchange rate when declared = — Dividends in $ 
Ending R/E in FC Ending R/E in $ 


The same approach translates retained earnings under both the current rate and the temporal 
methods. The only difference is that translation of the current period net income is calculated 
differently under the two methods. 
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COMPLICATING ASPECTS OF THE TEMPORAL METHOD 


Under the temporal method, keeping a record of the exchange rates is necessary when acquir- 
ing inventory, prepaid expenses, fixed assets, and intangible assets because these assets, car- 
ried at historical cost, are translated at historical exchange rates. Keeping track of the historical 
rates for these assets is not necessary under the current rate method. Translating these assets 
at historical rates makes the application of the temporal method more complicated than the 
current rate method. 


Calculation of Cost of Goods Sold 


Under the current rate method, the account Cost of Goods Sold (COGS) in foreign currency 
(FC) is simply translated using the average-for-the-period exchange rate (ER): 


COGS in FC X Average ER = COGS in $ 


Under the temporal method, COGS must be decomposed into beginning inventory, pur- 
chases, and ending inventory, and each component of COGS must then be translated at its ap- 
propriate historical rate. For example, if a company acquires beginning inventory (FIFO basis) 
in the year 2011 evenly throughout the fourth quarter of 2010, then it uses the average ex- 
change rate in the fourth quarter of 2010 to translate beginning inventory. Likewise, it uses the 
fourth quarter (4thQ) 2011 exchange rate to translate ending inventory. When purchases can 
be assumed to have been made evenly throughout 2011, the average 2011 exchange rate is 
used to translate purchases: 


Beginning inventory inFC X_ Historical ER (4thQ 2010) 


Beginning inventory in $ 


+ Purchases in FC x Average ER (2011) - + Purchases in $ 
— Ending inventory inFC X_ Historical ER (4thQ 2011) = — Ending inventory in $ 
COGS in FC COGS in $ 


No single exchange rate can be used to directly translate COGS in FC into COGS in dollars. 


Application of the Lower-of-Cost-or-Market Rule 

Under the current rate method, the ending inventory reported on the foreign currency balance 
sheet is translated at the current exchange rate regardless of whether it is carried at cost or a 
lower market value. Application of the temporal method requires the inventory’s foreign cur- 
rency cost and foreign currency market value to be translated into U.S. dollars at appropriate 
exchange rates, and the /ower of the dollar cost and dollar market value is reported on the 
consolidated balance sheet. As a result, inventory can be carried at cost on the foreign cur- 
rency balance sheet and at market value on the U.S. dollar consolidated balance sheet, and 
vice versa. 


Fixed Assets, Depreciation, and Accumulated Depreciation 

The temporal method requires translating fixed assets acquired at different times at different 
(historical) exchange rates. The same is true for depreciation of fixed assets and accumulated 
depreciation related to fixed assets. 

For example, assume that a company purchases a piece of equipment on January 1, 2010, 
for FC 1,000 when the exchange rate is $1.00 per FC. It purchases another item of equipment 
on January 1, 2011, for FC 5,000 when the exchange rate is $1.20 per FC. Both pieces of 
equipment have a five-year useful life. The temporal method reports the amount of the equip- 
ment on the consolidated balance sheet on December 31, 2012, when the exchange rate is 
$1.50 per FC, as follows: 


FC 1,000 xX $1.00 = $1,000 
5,000 X 1.20 = 6,000 


FC 6,000 $7,000 
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Depreciation expense for 2012 under the temporal method is calculated as shown here: 


FC 200 X $1.00 =$ 200 
1,000 x 1.20 = 1,200 


FC 1,200 $1,400 


Accumulated depreciation under the temporal method is calculated as shown: 


FC 600 X $1.00 = $ 600 
2,000 x 1.20 = 2,400 


FC 2,600 $3,000 


Similar procedures apply for intangible assets as well. 

The current rate method reports equipment on the December 31, 2012, balance sheet at 
FC 6,000 $1.50 = $9,000. Depreciation expense is translated at the average exchange rate of 
$1.40, FC 1,200 X $1.40 = $1,680, and accumulated depreciation is FC 2,600 X $1.50 = $3,900. 

In this example, the foreign subsidiary has only two fixed assets requiring translation. In 
comparison with the current rate method, the temporal method can require substantial addi- 
tional work for subsidiaries that own hundreds and thousands of fixed assets. 


Gain or Loss on the Sale of an Asset 
Assume that a foreign subsidiary sells land that cost FC 1,000 at a selling price of FC 1,200. 
The subsidiary reports an FC 200 gain on the sale of land on its income statement. It acquired 
the land when the exchange rate was $1.00 per FC; it made the sale when the exchange rate 
was $1.20 per FC; and the exchange rate at the balance sheet date is $1.50 per FC. 

The current rate method translates the gain on sale of land at the exchange rate in effect at 
the date of sale: 


FC 200 X $1.20 = $240 


The temporal method cannot translate the gain on the sale of land directly. Instead, it re- 
quires translating the cash received and the cost of the land sold into U.S. dollars separately, 
with the difference being the U.S. dollar value of the gain. In accordance with the rules of the 
temporal method, the Cash account is translated at the exchange rate on the date of sale, and 
the Land account is translated at the historical rate: 


Cash FC 1,200 X $1.20 = $1,440 
Land 1,000 x 1.00 = 1,000 


Gain FC 200 $ 440 


DISPOSITION OF TRANSLATION ADJUSTMENT 


The first issue related to the translation of foreign currency financial statements is selecting 
the appropriate method. The second issue in financial statement translation relates to deciding 
where to report the resulting translation adjustment in the consolidated financial statements. 
There are two prevailing schools of thought with regard to this issue: 


1. Translation gain or loss: This treatment considers the translation adjustment to be a gain 
or loss analogous to the gains and losses arising from foreign currency transactions and reports 
it in net income in the period in which the fluctuation in the exchange rate occurs. 

The first of two conceptual problems with treating translation adjustments as gains or 
losses in income is that the gain or loss is unrealized; that is, no cash inflow or outflow ac- 
companies it. The second problem is that the gain or loss could be inconsistent with economic 
reality. For example, the depreciation of a foreign currency can have a positive impact on the 
foreign operation’s export sales and income, but the particular translation method used gives 
rise to a translation Joss. 
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U.S. RULES 


LO2 


Describe guidelines as to when 
foreign currency financial state- 
ments are to be translated using 
the current rate method and 
when they are to be translated 
using the temporal method. 


2. Cumulative translation adjustment in other comprehensive income: The alternative to 
reporting the translation adjustment as a gain or loss in net income is to include it in Other 
Comprehensive Income. In effect, this treatment defers the gain or loss in stockholders’ equity 
until it is realized in some way. As a balance sheet account, the cumulative translation adjust- 
ment is not closed at the end of an accounting period and fluctuates in amount over time. 


The two major translation methods and the two possible treatments for the translation ad- 
justment give rise to these four possible combinations: 


Combination Translation Method Treatment of Translation Adjustment 
A Temporal Gain or loss in Net Income 
B Temporal Deferred in Other Comprehensive Income 
C Current rate Gain or loss in Net Income 
D Current rate Deferred in Other Comprehensive Income 


Prior to 1975, the United States had no authoritative rules about which translation method to 
use or where to report the translation adjustment in the consolidated financial statements. Dif- 
ferent companies used different combinations. As an indication of the importance of this par- 
ticular accounting issue, the first official pronouncement issued by the newly created FASB in 
1974 was SFAS J, “Disclosure of Foreign Currency Translation Information.” It did not ex- 
press a preference for any particular combination but simply required disclosure of the method 
used and the treatment of the translation adjustment. 

The use of different combinations by different companies created a lack of comparability 
across companies. To eliminate this noncomparability, in 1975 the FASB issued SFAS 8, “Ac- 
counting for the Translation of Foreign Currency Transactions and Foreign Currency Financial 
Statements.” It mandated use of the temporal method with all companies reporting translation 
gains or losses in net income for all foreign operations (Combination A in the preceding table). 

US. multinational companies (MNCs) strongly opposed SFAS 8. Specifically, they consid- 
ered reporting translation gains and losses in income to be inappropriate because they are un- 
realized. Moreover, because currency fluctuations often reversed themselves in subsequent 
quarters, artificial volatility in quarterly earnings resulted. 

After releasing two exposure drafts proposing new translation rules, the FASB finally issued 
SFAS 52, “Foreign Currency Translation,” in 1981. This resulted in a complete overhaul of U.S. 
GAAP with regard to foreign currency translation. A narrow four-to-three vote of the board ap- 
proving SFAS 52 indicates how contentious the issue of foreign currency translation has been. 
Despite the narrow vote, SEAS 52 has stood the test of time and was incorporated into the FASB 
Accounting Standards Codification (ASC) in 2009 as part of Topic 830 Foreign Currency Matters. 


Two Translation Combinations 

Implicit in the temporal method is the assumption that foreign subsidiaries of U.S. MNCs have 
very close ties to their parent companies and that they would actually carry out their day-to- 
day operations and keep their books in the U.S. dollar if they could. To reflect the integrated 
nature of the foreign subsidiary with its U.S. parent, the translation process should create a set 
of U.S. dollar—translated financial statements as if the foreign subsidiary had actually used the 
dollar in carrying out its activities. This is the U.S. dollar perspective to translation. 

In developing the current rules, the FASB recognized two types of foreign entities. First, 
some foreign entities are so closely integrated with their parents that they conduct much of 
their business in U.S. dollars. Second, other foreign entities are relatively self-contained and 
integrated with the local economy; primarily, they use a foreign currency in their daily oper- 
ations. For the first type of entity, the FASB determined that the U.S. dollar perspective still 
applies and, therefore, Combination A is still relevant. 

For the second relatively independent type of entity, a Jocal currency perspective to trans- 
lation is applicable. For this type of entity, the FASB determined that a different translation 
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methodology, namely the current rate method, should be used for translation and that transla- 
tion adjustments should be reported as a separate component in other comprehensive income 
(Combination D on the previous page). In addition, the FASB requires using the average-for- 
the-period exchange rate to translate income when the current rate method is used. 

In rationalizing the placement of the translation adjustment in stockholders’ equity rather than 
net income, the FASB offered two contrasting positions on the conceptual nature of the translation 
adjustment. One view is that the “change in the dollar equivalent of the net investment is an unre- 
alized enhancement or reduction, having no effect on the functional currency net cash flow gen- 
erated by the foreign entity which may be currently reinvested or distributed to the parent.” 
Philosophically, this position holds that even though changes in the exchange rate create gains and 
losses, they are unrealized in nature and should, therefore, not be included within net income. 

The alternative perspective put forth by the FASB “regards the translation adjustment as 
merely a mechanical by-product of the translation process.” This second contention argues that 
exchange rate fluctuation creates no meaningful effect; the resulting translation adjustment 
merely serves to keep the balance sheet in equilibrium. 

Interestingly enough, the FASB chose not to express preference for either of these theoretical 
views. The board felt no need to offer a hint of guidance as to the essential nature of the transla- 
tion adjustment because both explanations point to its exclusion from net income. Thus, a bal- 
ance sheet figure that can amount to millions of dollars is basically undefined by the FASB. 


Functional Currency 


To determine whether a specific foreign operation is integrated with its parent or self-contained 
and integrated with the local economy, the FASB created the concept of the functional currency. 
The functional currency is the primary currency of the foreign entity’s operating environment. 
It can be either the parent’s currency (U.S.$) or a foreign currency (generally the local cur- 
rency). The functional currency orientation results in the following rule: 


Functional Currency Translation Method Translation Adjustment 
U.S. dollar Temporal method Gain (loss) in Net Income 
Foreign currency Current rate method Separate component of Other 


Comprehensive Income 
(Stockholders’ Equity) 


In addition to introducing the concept of the functional currency, the FASB introduced some 
new terminology. The reporting currency is the currency in which the entity prepares its financial 
statements. For U.S.-based corporations, this is the U.S. dollar. If a foreign operation’s functional 
currency is the U.S. dollar, foreign currency balances must be remeasured into U.S. dollars using 
the temporal method with translation adjustments reported as remeasurement gains and losses in 
income. When a foreign currency is the functional currency, foreign currency balances are trans- 
lated using the current rate method and a translation adjustment is reported on the balance sheet. 

The functional currency is essentially a matter of fact. However, in some cases the facts will 
not clearly indicate a single functional currency. Management’s judgment is essential in as- 
sessing the facts to determine the functional currency. Indicators to guide parent company 
management in its determination of a foreign entity’s functional currency are presented in 
Exhibit 10.2. Current authoritative literature provides no guidance as to how to weight these 
indicators in determining the functional currency. Leaving the decision about identifying the 
functional currency up to management allows some leeway in this process. Different companies 
approach this selection in different ways: 


“For us it was intuitively obvious” versus “It was quite a process. We took the six criteria and 
developed a matrix. We then considered the dollar amount and the related percentages in devel- 
oping a point scheme. Each of the separate criteria was given equal weight (in the analytical 
methods applied).”” 


7 Jerry L. Arnold and William W. Holder, Impact of Statement 52 on Decisions, Financial Reports and 
Attitudes (Morristown, NJ: Financial Executives Research Foundation, 1986), p. 89. 
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EXHIBIT 10.2 
Indicators for Determining 
the Functional Currency 


Indication That Functional Currency Is the 


Indicator Foreign Currency Parent's Currency 

Cash flow Primarily in FC and does not Directly impacts parent's cash 
affect parent's cash flows flows on a current basis 

Sales price Not affected on short-term basis Affected on short-term basis by 
by changes in exchange rate changes in exchange rate 

Sales market Active local sales market Sales market mostly in parent's 


country or sales denominated in 
parent's currency 


Expenses Primarily local costs Primarily costs for components 
obtained from parent’s country 
Financing Primarily denominated in Primarily from parent or 
foreign currency and FC cash denominated in parent currency 
flows adequate to service or FC cash flows not adequate 
obligations to service obligations 
Intra-entity Low volume of intra-entity High volume of intra-entity 
transactions transactions, not extensive transactions and extensive 
interrelationship with parent’s interrelationship with parent's 
operations operations 


Research has shown that the weighting schemes used by U.S. multinationals to determine 
the functional currency might be biased toward selection of the foreign currency as the func- 
tional currency.’ This would be rational behavior for multinationals because, when the foreign 
currency is the functional currency, the translation adjustment is reported in stockholders’ 
equity and does not affect net income. 


Highly Inflationary Economies 

Multinationals do not need to determine the functional currency of those foreign entities 
located in a highly inflationary economy. In those cases, entities must use the temporal method 
with remeasurement gains or losses reported in income. 

A country is defined as having a highly inflationary economy when its cumulative three- 
year inflation exceeds 100 percent. With compounding, this equates to an average of approxi- 
mately 26 percent per year for three years in a row. Countries that have met this definition at 
some time include Argentina, Brazil, Israel, Mexico, and Turkey. In any given year, a country 
may or may not be classified as highly inflationary, depending on its most recent three-year 
experience with inflation. 

One reason for this rule is to avoid a “disappearing plant problem” caused by using the cur- 
rent rate method in a country with high inflation. Remember that under the current rate 
method, all assets (including fixed assets) are translated at the current exchange rate. To see 
the problem this creates in a highly inflationary economy, consider the following hypothetical 
example. 

The Brazilian subsidiary of a U.S. parent purchased land at the end of 1984 for 10,000,000 
cruzeiros (Cr$) when the exchange rate was $0.001 per Cr$. Under the current rate method, 
the land is reported in the parent’s consolidated balance sheet (B.S.) at $10,000: 


Historical Cost Current ER Consolidated B.S. 


1984 Cr$ 10,000,000 x $0.001 = $10,000 


In 1985, Brazil experienced roughly 200 percent inflation. Accordingly, with the forces of 
purchasing power parity at work, the cruzeiro plummeted against the U.S. dollar to a value of 


8 Timothy S. Doupnik and Thomas G. Evans, “Functional Currency as a Strategy to Smooth Income,” 
Advances in International Accounting, 1988. 
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$0.00025 at the end of 1985. Under the current rate method, the parent’s consolidated balance 
sheet reports land at $2,500, and a negative translation adjustment of $7,500 results: 


1985 Cr$ 10,000,000 x $0.00025 = $2,500 


Using the current rate method, the land has lost 75 percent of its U.S. dollar value in one 
year—and land is not even a depreciable asset! 

High rates of inflation continued in Brazil and reached the high point of roughly 1,800 per- 
cent in 1993. As a result of applying the current rate method, the land originally reported on 
the 1984 consolidated balance sheet at $10,000 was carried on the 1993 balance sheet at less 
than $1.00. 

In the exposure draft leading to the current authoritative guidance on translation, the FASB 
proposed requiring companies with operations in highly inflationary countries to first restate 
the historical costs for inflation and then translate using the current rate method. For exam- 
ple, with 200 percent inflation in 1985, the Land account would have been written up to 
Cr$ 40,000,000 and then translated at the current exchange rate of $0.00025, producing a 
translated amount of $10,000, the same as in 1984. 

Companies objected to making inflation adjustments, however, because of a lack of reliable 
inflation indices in many countries. The FASB backed off from requiring the restate/translate 
approach; instead it requires using the temporal method in highly inflationary countries. In the 
previous example, under the temporal method, a firm uses the historical rate of $0.001 to 
translate the land value year after year. The firm carries land on the consolidated balance sheet 
at $10,000 each year, thereby avoiding the disappearing plant problem. 


THE PROCESS ILLUSTRATED 


To provide a basis for demonstrating the translation and remeasurement procedures prescribed 
by current authoritative literature, assume that USCO (a U.S.-based company) forms a wholly 
owned subsidiary in Switzerland (SWISSCO) on December 31, 2010. On that date, USCO in- 
vested $300,000 in exchange for all of the subsidiary’s common stock. Given the exchange 
rate of $0.60 per Swiss franc (CHF), the initial capital investment was CHF 500,000, of which 
CHF 150,000 was immediately invested in inventory and the remainder held in cash. Thus, 
SWISSCO began operations on January 1, 2011, with stockholders’ equity (net assets) of 
CHF 500,000 and net monetary assets of CHF 350,000. 


SWISSCO 
Opening Balance Sheet 
January 1, 2011 


Assets CHF Liabilities and Equity CHF 
GSH Sse: doles nena aun eneraien, barears CHF 350,000 Common stock................ CHF 100,000 
Inventory. ...........220000- 150,000 Additional paid-in capital ........ 400,000 


CHF 500,000 CHF 500,000 


During 2011, SWISSCO purchased property and equipment, acquired a patent, and pur- 
chased additional inventory, primarily on account. It negotiated a five-year loan to help fi- 
nance the purchase of equipment. It sold goods, primarily on account, and incurred expenses. 
It generated income after taxes of CHF 470,000 and declared dividends of CHF 150,000 on 
October 1, 2011. 

As a company incorporated in Switzerland, SWISSCO must account for its activities using 
Swiss accounting rules, which differ from U.S. GAAP in many respects. As noted in the in- 
troduction to this chapter, to prepare consolidated financial statements, USCO must first con- 
vert SWISSCO’s financial statements to a U.S. GAAP basis.” SWISSCO’s U.S. GAAP 
financial statements for the year 2011 in Swiss francs appear in Exhibit 10.3. 


° Differences in accounting rules across countries are discussed in more detail in Chapter 11. 
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EXHIBIT 10.3 
Foreign Currency 
Financial Statements 


SWISSCO 
Income Statement 
For Year Ending December 31, 2011 


CHF 
Bye IL Sitics, cits rel earth Sr ee eee ak tae aa a a hrs a Aa 4,000,000 
Gostioligoods}soldigeeet sete ee eee etn oh reece eens (3,000,000) 
Grossiprotiteen ert eee rere as eee nee re ane: 1,000,000 
Depreciationtexpemse: er tees eho ee ems 2 oeu (100,000) 
Ame ntizatlomexPemSGarenetccnets a tena eee eee eee eae (10,000) 
UME EXOEMSCSar eer ce aetna ree (220,000) 
Income before income taxes .............. 00000000 670,000 
[GOMeNtaXeSis fees 3 nee eer a neee yg ee anne rrr nets (200,000) 
NetinGOmeseaamures : cco ic a erence mean nn  cosaneete 470,000 

Statement of Retained Earnings 
For Year Ending December 31, 2011 

CHF 
Newelinetel Geiialiates, WWI) 2eococeecdeucecaneeuandaus -0- 
INfeledTnyeroy niveksrXOH [Gl sabe ncaitins Nenana sic oie Aa RMn pominHI ae ena 470,000 
kessHDividemcds a LONI cea stececne serene Stree (150,000) 
ele mecl eeiinines, IASIWN) .seceneccesnccceuendans 320,000 


Balance Sheet 
December 31, 2011 


Assets CHF Liabilities and Equity 
Gas ive eee ene ea Raa at 130,000 Accounts payable ............. 
Accounts receivable ............. 200,000 Total current liabilities ........ 
INVEMLONY A marecara en aeeh sy nie, aren 400,000 Long-term debt .............. 
Total current assets............ 730,000 Total liabilities .............. 
Property and equipment ......... 1,000,000 COMIN SOCK 2 ooccenconcasae 
Accumulated depreciation ........ (100,000) Additional paid-in capital ..... 
Patemts::m@te cs snei nasa er 40,000 Retained earnings............. 
NOtalkaSSGtS wee eee 1,670,000 TOBIN CCW .2soceeeceacdsas 


Total liabilities and equity ....... 


CHF 


600,000 


*Inventory is valued at FIFO cost under the lower-of-cost-or-market-value rule; ending inventory was acquired evenly throughout the 


fourth quarter. 


Statement of Cash Flows 
For Year Ending December 31, 2011 


CHF 

Operating activities: 
INFeteinqelanrey een eva uenwehrors ataectuaror curt ce mon amncosein eaeedan aeaccanrerc 470,000 
Adds Depreciatiomexpenseuem ein ernie r ner 100,000 
Amomntizatloniexoense ss eens eee ee 10,000 
Increase in accounts receivable..................... (200,000) 
Ineifeveiseviiavineintelay 2agscausneonedugsoesedendase (250,000) 
Increase in accounts payable ...................... 600,000 
Neticashitromiopehatlomsin isn erin een near 730,000 

Investing activities: 
Purchase of property and equipment ................ (1,000,000) 
PACOIMA (Ol (SEMEN ono anon padnonsesapanoHonaaos (50,000) 
Net cash from investing activities ................. (1,050,000) 

Financing activities: 
Proceeds from long-term debt ....................- 250,000 
PeWmaeint Ol CIMICKINCS .5n6e0dnadeausceaseaonepaace (150,000) 
Net cash from financing activities ................. 100,000 
DEGreaSChineGaslip are ece ease e Ace usiiteyte teers ett ernrag (220,000) 
Gasigats2/31/(O Mate ken we cure ete rein ar pee 350,000 


ashratal A/S Ge erent eet acre tear moo meR ener erat 130,000 


TRANSLATION OF 


LO3 


Translate a foreign subsidiary ’s 
financial statements into its 
parent's reporting currency 
using the current rate method 
and calculate the related 
translation adjustment. 


EXHIBIT 10.4 
Translation of Income 
Statement and Statement 
of Retained Earnings— 
Current Rate Method 
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To properly translate the Swiss franc financial statements into U.S. dollars, USCO must 
gather exchange rates between the Swiss franc and U.S. dollar at various points in time. Rele- 
vant exchange rates (in U.S. dollars) are as follows: 


Janany T2201 2 wa tangs ae stds fon ane took he AY Eee dea a FR wid Pee a ae 2 $0.60 
Rate when property and equipment were acquired and 

long-term debt was incurred, March 15,2011 ...................0.5. 0.61 
Rate when patent was acquired, April 10,2011 ................0000505 0.62 
Average 2011-3: ooae dared ide anite dts ced Ge aaa a Dee bee Se 0.65 
Rate when dividends were declared, October 1,2011 .................. 0.67 
Average fourth quarter 2011.0... 2... ee 0.68 
December.3. ZO se accu ard ax when pecs doe ek ace Sonia Ute Rh oud rete x 0.70 


As you can see, the Swiss franc steadily appreciated against the dollar during the year. 


FINANCIAL STATEMENTS—CURRENT RATE METHOD 


The first step in translating foreign currency financial statements is to determine the func- 
tional currency. Assuming that the Swiss franc is the functional currency, the income statement 
and statement of retained earnings are translated into U.S. dollars using the current rate 
method as shown in Exhibit 10.4. 

All revenues and expenses are translated at the exchange rate in effect at the date of ac- 
counting recognition. We utilize the weighted average exchange rate for 2011 here because 
each revenue and expense in this illustration would have been recognized evenly throughout 
the year. However, when an income account, such as a gain or loss, occurs at a specific point 
in time, the exchange rate as of that date is applied. Depreciation and amortization expenses 
also are translated at the average rate for the year. These expenses accrue evenly throughout 
the year even though the journal entry could have been delayed until year-end for convenience. 


SWISSCO 
Income Statement 
For Year Ending December 31, 2011 


Translation 
CHF Rate* US$ 

SaleSieeate eee ee ems CHF 4,000,000 0.65A $ 2,600,000 
Cost mr @omclsSolle] coséucoucosneoes (3,000,000) 0.65A (1,950,000) 
Grossi protiteewawcre ey emcee ee 1,000,000 650,000 
Depreciation expense............... (100,000) 0.65A (65,000) 
Amortization expense ............-.. (10,000) 0.65A (6,500) 
OWN OMONNEES s4accecencarebencen (220,000) 0.65A (143,000) 
Income before income taxes ......... 670,000 435,500 
ImGonmestaxesen cere ete eee nee (200,000) 0.65A (130,000) 

NGtInGOMeser ssc nea eee CHF 470,000 $ 305,500 


Statement of Retained Earnings 
For Year Ending December 31, 2011 


Translation 
CHF Rate* US$ 
Retained earnings, 1/1/11 ........... CHF —-0- $ —0- 
Netincomes2 Oise enna 470,000 Above 305,500 
Divicancs, IAW ccsccnaseudeanae (150,000) 0.67 H (100,500) 
Retained earnings, 12/31/11 ....... CHF 320,000 $ 205,000 


*Indicates the exchange rate used and whether the rate is the current (C), average (A), or a historical (H) rate. 
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EXHIBIT 10.5 
Translation of Balance 
Sheet—Current Rate 
Method 


SWISSCO 
Balance Sheet 
December 31, 2011 


Translation 
CHF Rate US$ 

Assets 
(SRI VRS Ate Arte cat ales mycin eager ate BS CHF 130,000 0.70 C $ 91,000 
Accounts receivable ................ 200,000 OW Ole 140,000 
Invemtonyaienecaanth ceiehe ments ovteedesnse: ____ 400,000 0.70 C __280,000 

Total current assets............... 730,000 511,000 
Property and equipment ............ 1,000,000 0.70 C 700,000 
Less: Accumulated depreciation ....... (100,000) 0.70 C (70,000) 
Ratentsaneteumaw te eee eer a een 40,000 0.70 C 28,000 

lotalkassetsseeer eee ere CHF 1,670,000 $1,169,000 
Liabilities and Equities 
/NECOUIMNIS EWEN ocanccreanenancns CHF 600,000 0.70 C $ 420,000 

Total current liabilities............. 600,000 420,000 
(Morntorteiinm Clot! 2 .encdeaceasenonepe 250,000 0.70 C 175,000 

WOU MEINIWES coso5cccascececeus 850,000 595,000 
COMMMOMSIOES socacrscesooncsoesos 100,000 0.60 H 60,000 
Additional paid-in capital ............ 400,000 0.60 H 240,000 
RetaimeciearninGSma rete nee 320,000 Above 205,000 
Cumulative translation adjustment. . To balance 69,000 

TOtalhequity:<.hess am we ee eee 820,000 574,000 
Total liabilities and equity............ CHF 1,670,000 $1,169,000 


The translated amount of net income for 2011 is brought down from the income statement 
into the statement of retained earnings. Dividends are translated at the exchange rate on the 
date of declaration. 


Translation of the Balance Sheet 


Looking at SWISSCO’s translated balance sheet in Exhibit 10.5, note that all assets and lia- 
bilities are translated at the current exchange rate. Common stock and additional paid-in cap- 
ital are translated at the exchange rate on the day the common stock was originally sold. 
Retained earnings at December 31, 2011, is brought down from the statement of retained earn- 
ings. Application of these procedures results in total assets of $1,169,000 and total liabilities 
and equities of $1,100,000. The balance sheet is brought into balance by creating a positive 
translation adjustment of $69,000 that is treated as an increase in Stockholders’ Equity. 

Note that the translation adjustment for 2011 is a positive $69,000 (credit balance). The 
sign of the translation adjustment (positive or negative) is a function of two factors: (1) the 
nature of the balance sheet exposure (asset or liability) and (2) the change in the exchange 
rate (appreciation or depreciation). In this illustration, SWISSCO has a net asset exposure 
(total assets translated at the current exchange rate are more than total liabilities translated at 
the current exchange rate), and the Swiss franc has appreciated, creating a positive translation 
adjustment. 

The translation adjustment can be derived as the amount needed to bring the balance sheet 
back into balance. The translation adjustment also can be calculated by considering the impact 
of exchange rate changes on the beginning balance and subsequent changes in the net asset po- 
sition summarized as follows: 


1. Translate the net asset balance of the subsidiary at the beginning of the year at the exchange 
rate in effect on that date (a). 
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2. Translate individual increases and decreases in the net asset balance during the year at the 
rates in effect when those increases and decreases occurred (b). Only a few events, such as 
net income, dividends, stock issuance, and the acquisition of treasury stock, actually 
change net assets. Transactions such as the acquisition of equipment or the payment of a li- 
ability have no effect on total net assets. 

3. Combine the translated beginning net asset balance (a) and the translated value of the indi- 
vidual changes (b) to arrive at the relative value of the net assets being held prior to the 
impact of any exchange rate fluctuations during the year (c). 

4. Translate the ending net asset balance at the current exchange rate to determine the re- 
ported value after all exchange rate changes have occurred (d). 

5. Compare the translated value of the net assets prior to any rate changes (c) with the ending 
translated value (d). The difference is the result of exchange rate changes during the period. 
If (c) is higher than (d), a negative (debit) translation adjustment arises. If (d) is higher than 
(c), a positive (credit) translation adjustment results. 


Computation of Translation Adjustment 


Based on the process just described, the translation adjustment for SWISSCO in this example 
is calculated as follows: 


Net asset balance, 1/1/11 ................ CHF 500,000 x 060 = $300,000 (a) 
Change in net assets: 
Net income, 2011 ...............0..0. 470,000 xX 065 = 305,500 (b) 
Dividends declared, 10/1/11 ............ (150,000) x 0.67 = (100,500) (b) 
Net asset balance, 12/31/11 .............. CHF 820,000 $505,000 (c) 
Net asset balance, 12/31/11 
at current exchange rate ............... CHF 820,000 x 0.70 = 574,000 (d) 
Translation adjustment, 2011 (positive)... . $ (69,000) 


The process described and demonstrated above is used to calculate the current period’s trans- 
lation adjustment. Because SWISSCO began operations at the beginning of the current year, the 
$69,000 translation adjustment is the only amount that will be needed to keep the U.S. dollar 
consolidated balance sheet in balance. In subsequent years, a cumulative translation adjustment 
comprised of the current year’s translation adjustment plus translation adjustments from prior 
years will be included in stockholders’ equity on the U.S. dollar consolidated balance sheet. 
Most companies report the cumulative translation adjustment in Accumulated Other Compre- 
hensive Income, along with unrealized foreign exchange gains and losses, gains and losses on 
cash flow hedges, unrealized gains and losses on available-for-sale marketable securities, and 
adjustments for pension accounting. 

The cumulative translation adjustment is carried in accumulated other comprehensive in- 
come only until the foreign operation is sold or liquidated. In the period in which sale or liq- 
uidation occurs, the cumulative translation adjustment related to the particular entity is 
removed from accumulated other comprehensive income and included as part of the gain or 
loss on the sale of the investment. In effect, the accumulated unrealized foreign exchange gain 
or loss that has been deferred in accumulated other comprehensive income becomes realized 
when the entity is disposed of. 


Translation of the Statement of Cash Flows 


The current rate method requires translating all operating items in the statement of cash flows 
at the average-for-the-period exchange rate (see Exhibit 10.6). This is the same rate used for 
translating income statement items. Although the ending balances in Accounts Receivable, In- 
ventory, and Accounts Payable on the balance sheet are translated at the current exchange rate, 
the average rate is used for the changes in these accounts because those changes are caused by 
operating activities (such as sales and purchases) that are translated at the average rate. 
Investing and financing activities are translated at the exchange rate on the day the activity 
took place. Although long-term debt is translated in the balance sheet at the current rate, in the 
statement of cash flows, it is translated at the historical rate when the debt was incurred. 
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EXHIBIT 10.6 
Translated Statement 

of Cash Flows—Current 
Rate Method 


SWISSCO 
Statement of Cash Flows 
For Year Ending December 31, 2011 


Translation 
CHF Rate US$ 

Operating activities: 
Netincomeay tesco cee eee oe CHF 470,000 0.65A $ 305,500 
Adda Depreciatlonmeann tee ee 100,000 0.65A 65,000 
PNTMOUUPZNION «2 ss oencceecsece 10,000 0.65A 6,500 
Increase in accounts receivable ........ (200,000) 0.65A (130,000) 
Increase in inventory ................ (250,000) 0.65A (162,500) 
Increase in accounts payable .......... 600,000 0.65A 390,000 
Net cash from operations .......... 730,000 474,500 

Investing activities: 
Purchase of property and equipment... . (1,000,000) 0.61 H (610,000) 
Acquisition of patent ............... (50,000) 0.62 H (31,000) 
Net cash from investing activities ..... (1,050,000) (641,000) 

Financing activities: 
Proceeds from long-term debt......... 250,000 0.61 H 152,500 
Payment of dividends ............... (150,000) 0.67 H (100,500) 
Net cash from financing activities .... 100,000 52,000 
Decreaseiinicashieressaic sre caterer (220,000) (114,500) 

Effect of exchange 

(lS GNEINOS OM CANN cacaeacgoaueaaoes To balance (4,500) 
Cash at December 31,2010 ............ CHF 350,000 0.60 H 210,000 
Cash at December 31,2011 ............ CHF 130,000 0.70 C $ 91,000 


The $(4,500) “effect of exchange rate change on cash” is a part of the overall translation 
adjustment of $69,000. It represents that part of the translation adjustment attributable to a 
decrease in Cash and is derived as a balancing amount. 


REMEASUREMENT OF FINANCIAL STATEMENTS—TEMPORAL METHOD 


LO4 


Remeasure a foreign subsidiary’s 
financial statements using the 
temporal method and calculate 
the associated remeasurement 
gain or loss. 


Now assume that a careful examination of the functional currency indicators in Exhibit 10.2 
leads USCO’s management to conclude that SWISSCO’s functional currency is the U.S. 
dollar. In that case, the Swiss franc financial statements must be remeasured into U.S. dollars 
using the temporal method and the remeasurement gain or loss reported in income. To ensure 
that the remeasurement gain or loss is reported in income, it is easiest to remeasure the bal- 
ance sheet first (as shown in Exhibit 10.7). 

According to the procedures outlined in Exhibit 10.1, the temporal method remeasures 
cash, receivables, and liabilities into U.S. dollars using the current exchange rate of $0.70. In- 
ventory (carried at FIFO cost), property and equipment, patents, and the contributed capital 
accounts (Common Stock and Additional Paid-In Capital) are remeasured at historical rates. 
These procedures result in total assets of $1,076,800 and liabilities and contributed capital of 
$895,000. To balance the balance sheet, Retained Earnings must total $181,800. We verify the 
accuracy of this amount later. 


Remeasurement of the Income Statement 


Exhibit 10.8 shows the remeasurement of SWISSCO’s income statement and statement of 
retained earnings. Revenues and expenses incurred evenly throughout the year (sales, other 
expenses, and income taxes) are remeasured at the average exchange rate of $0.65. Expenses 
related to assets remeasured at historical exchange rates (depreciation expense and amortiza- 
tion expense) are remeasured at relevant historical rates. 
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EXHIBIT 10.7 


SWISSCO 
Remeasurement of Balance 


Balance Sheet 


Sheet—Temporal Method December 31, 2011 
Remeasurement 
CHF Rate US$ 
Assets 
Gasihiisae ee era ae eee CHF 130,000 0.70 C $ 91,000 
Accounts receivable ................ 200,000 O70 C 140,000 
IMVENTONY, serene is ane oreo eeoes ___ 400,000 0.68 H __272,000 
Total current assets............... 730,000 503,000 
Property and equipment ............ 1,000,000 0.61 H 610,000 
Less: Accumulated depreciation ....... (100,000) 0.61 H (61,000) 
Patentssnctaa eee meter eerie rre ce 40,000 0.62 H 24,800 
lotalrassetssee ee ee CHF 1,670,000 $1,076,800 
Liabilities and Equities 
PRECOWINIS OENEINS 5 2cccesuncousese CHF 600,000 0.70 C $ 420,000 
Total current liabilities............. 600,000 420,000 
Koynro Pitan Cleloit 2 seg scdancussoncase 250,000 0.70 C 175,000 
Otel lailiticSaes esa ene 850,000 595,000 
COMMMON- SICK 22sec sesceosedesesae 100,000 0.60 H 60,000 
Additional paid-in capital............ 400,000 0.60 H 240,000 
NENCIMGCNGRVIMINGS concn sqseccumnce 320,000 To balance 181,800 
TOtalequitymeeseesece steer a ee 820,000 481,800 
Total liabilities and equity............ CHF 1,670,000 $1,076,800 
sala aie 1 priaeee 
emeasurement of Income income Since inont 
Statement and Statement For Year Ending December 31, 2011 
of Retained Earnings— 
Temporal Method Remeasurement 
CHF Rate US$ 
Sales Rare ce eee es en ee ee eek ee CHF 4,000,000 0.65A $ 2,600,000 
CGostOl ooo Sole] sosccsaseweegacn (3,000,000) Calculation (1,930,500) 
Glossiploliteeer eae eres 1,000,000 669,500 
Depreciation expense............... (100,000) 0.61 H (61,000) 
Amortization expense .............. (10,000) 0.62 H (6,200) 
Othemexnensesmen ti anne (220,000) 0.65A (143,000) 
Income before income taxes ......... 670,000 459,300 
IMGOmestaxestares setae ha ee (200,000) 0.65A (130,000) 
Remeasurement Loss ............. To balance (47,000) 
Netinconniei sae ema nc euneters oe CHF 470,000 Below $ 282,300 


Statement of Retained Earnings 
For Year Ending December 31, 2011 


Remeasurement 
CHF Rate US$ 
Retained earnings, 1/1/11 ........... CHF -0- $ -0- 
INikeiineolante: ZOW sasecsecnecos toes 470,000 To balance 282,300 
BIVIGEMCSemeey were erate tee ert aan (150,000) 0.67 H (100,500) 
Retained earnings, 12/31/11 ....... CHF 320,000 Above $ 181,800 
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The following procedure remeasures cost of goods sold at historical exchange rates. Be- 
ginning inventory acquired on January 1 is remeasured at the exchange rate on that date 
($0.60). Purchases made evenly throughout the year are remeasured at the average rate for the 
year ($0.65). Ending inventory (at FIFO cost) is purchased evenly throughout the fourth quar- 
ter of 2011 and the average exchange rate for the quarter ($0.68) is used to remeasure that 
component of cost of goods sold. These procedures result in Cost of Goods Sold of 
$1,930,500, calculated as follows: 


Beginning inventory, 1/1/11 .............. CHF 150,000 x 0.60 = $ 90,000 
Plus: Purchases, 2011 ................... 3,250,000 x 0.65 = 2,112,500 
Less: Ending inventory, 12/31/11 .......... (400,000) x 0.68 = (272,000) 

Cost of goods sold, 2011 .............. CHF 3,000,000 $1,930,500 


The ending balances in Retained Earnings on the balance sheet and on the statement of re- 
tained earnings must reconcile with one another. Because dividends are remeasured into a U.S. 
dollar equivalent of $100,500 and the ending balance in Retained Earnings on the balance 
sheet is $181,800, net income must be $282,300. 

Reconciling the amount of income reported in the statement of retained earnings and in the 
income statement requires a remeasurement loss of $47,000 in calculating net income. With- 
out this remeasurement loss, the income statement, statement of retained earnings, and bal- 
ance sheet are not consistent with one another. 

The remeasurement loss can be calculated by considering the impact of exchange rate 
changes on the subsidiary’s balance sheet exposure. Under the temporal method, SWISSCO’s 
balance sheet exposure is defined by its net monetary asset or net monetary liability position. 
SWISSCO began 2011 with net monetary assets (cash) of CHF 350,000. During the year, 
however, expenditures of cash and the incurrence of liabilities caused monetary liabilities 
(accounts payable + long-term debt = CHF 850,000) to exceed monetary assets (cash + 
accounts receivable = CHF 330,000). A net monetary liability position of CHF 520,000 ex- 
ists at December 31, 2011. The remeasurement loss is computed by translating the beginning 
net monetary asset position and subsequent changes in monetary items at appropriate ex- 
change rates and then comparing this with the dollar value of net monetary liabilities at year- 
end based on the current exchange rate: 


Computation of Remeasurement Loss 


Net monetary assets, 1/1/11 .................. CHF 350,000 x 0.60 = $ 210,000 
Increase in monetary assets: 
Sal@Se ZOU ur ech c nes ined ten haere debe a Da 4,000,000 x 0.65 = 2,600,000 


Decreases in monetary assets and increases 
in monetary liabilities: 


Purchases; 2011) 2.2 Sci sescvcet-oaceted adding Pears (3,250,000) x 0.65 = (2,112,500) 
Other expenses, 2011 ................0005. (220,000) x 0.65 = (143,000) 
Income taxes, 2011 ...... 0.0.0.0... 0.00 ee eee (200,000) x 0.65 = (130,000) 
Purchase of property and equipment, 3/15/11 ... (1,000,000) x 0.61 = (610,000) 
Acquisition of patent, 4/10/11 ............... (50,000) xX 0.62 = (31,000) 
Dividends, 10/1/11 .........00.0.... 00000. (150,000) x 0.67 = (100,500) 

Net monetary liabilities, 12/31/11 .............. CHF (520,000) $ (317,000) 

Net monetary liabilities, 12/31/11 

at the current exchange rate ................. CHF (520,000) X 0.70 = (364,000) 
Remeasurement loss ..................000. $ 47,000 


Had SWISSCO maintained its net monetary asset position of CHF 350,000 for the entire 
year, a $35,000 remeasurement gain would have resulted. The CHF held in cash was worth 
$210,000 (CHF 350,000 X $0.60) at the beginning of the year and $245,000 (CHF 350,000 x 
$0.70) at year-end. However, the net monetary asset position is not maintained because of 
changes during the year in monetary items other than the original cash balance. Indeed, a net 


EXHIBIT 10.9 
Remeasurement of 
Statement of Cash Flows— 
Temporal Method 
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SWISSCO 
Statement of Cash Flows 
For Year Ending December 31, 2011 


Remeasurement 
CHF Rate US$ 

Operating activities: 
Netincomemmce tame ar meres CHF 470,000 From I/S $ 282,300 
Add: Depreciation expense......... 100,000 0.61 H 61,000 
Amortization expense ........ 10,000 0.62 H 6,200 
Remeasurement loss ....... From I/S 47,000 
Increase in accounts receivable ...... (200,000) 0.65A (130,000) 
Increase in inventory ............. (250,000) x (182,000) 
Increase in accounts payable ....... 600,000 0.65A 390,000 
Net cash from operations ........ 730,000 474,500 

Investing activities: 
Purchase of property and equipment . . (1,000,000) 0.61 H (610,000) 
Acquisition of patent ............. (50,000) 0.62 H (31,000) 
Net cash from investing activities . . (1,050,000) (641,000) 

Financing activities: 
Proceeds from long-term debt ...... 250,000 0.61 H 152,500 
Payment of dividends ............. (150,000) 0.67 H (100,500) 
Net cash from financing activities . . 100,000 52,000 
Decrease:imicashy 2s ee ee (220,000) (114,500) 
Effect of exchange rate changes on cash To balance (4,500) 
Cash at December 31,2010 ......... CHF 350,000 0.6 H $ 210,000 
Cash at December 31,2011 ......... CHF 130,000 0.7C $ 91,000 


*In remeasuring cost of goods sold earlier, beginning inventory was remeasured as $90,000 and ending inventory was remeasured as $272,000: 
an increase of $182,000. 


monetary liability position arises. The foreign currency appreciation coupled with an increase 
in net monetary liabilities generates a remeasurement loss for the year. 


Remeasurement of the Statement of Cash Flows 


In remeasuring the statement of cash flows (shown in Exhibit 10.9), the U.S. dollar value for 
net income comes directly from the remeasured income statement. Depreciation and amortti- 
zation are remeasured at the rates used in the income statement, and the remeasurement loss 
is added back to net income because it is a noncash item. The increases in accounts receivable 
and accounts payable relate to sales and purchases and therefore are remeasured at the average 
rate. The U.S. dollar value for the increase in inventory is determined by referring to the re- 
measurement of the cost of goods sold. 

The resulting U.S. dollar amount of “net cash from operations” ($474,500) is exactly the 
same as when the current rate method was used in translation. In addition, the investing and 
financing activities are translated in the same manner under both methods. This makes sense; 
the amount of cash inflows and outflows is a matter of fact and is not affected by the particu- 
lar translation methodology employed. 


Nonlocal Currency Balances 


One additional issue related to the translation of foreign currency financial statements needs 
to be considered. If any of the accounts of the Swiss subsidiary are denominated in a currency 
other than the Swiss franc, those balances would first have to be restated into francs in accor- 
dance with the rules discussed in Chapter 9. Both the foreign currency balance and any related 
foreign exchange gain or loss would then be translated (or remeasured) into U.S. dollars. For 
example, a note payable of 10,000 British pounds first would be remeasured into Swiss francs 
before the translation process could commence. 
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COMPARISON OF THE RESULTS FROM APPLYING 
THE TWO DIFFERENT METHODS 


LO1 


Explain the theoretical under- 
pinnings and the limitations of 
the current rate and temporal 
methods. 


The determination of the foreign subsidiary’s functional currency (and the use of different 
translation methods) can have a significant impact on consolidated financial statements. The 
following chart shows differences for SWISSCO in several key items under the two different 
translation methods: 


Translation Method 


Item Current Rate Temporal Difference 
Netincome ................ $ 305,500 $ 282,300 + 8.2% 
Total assets ................ 1,169,000 1,076,800 + 8.6 
Total equity ................ 574,000 481,800 + 19.1 
Return on equity ............ 53.2% 58.6% = 9.2 


In this illustration, if the Swiss franc is determined to be SWISSCO’s functional currency 
(and the current rate method is applied), net income reported in the consolidated income state- 
ment would be 8.2 percent more than if the U.S. dollar is the functional currency (and the tem- 
poral method is applied). In addition, total assets would be 8.6 percent more and total equity 
would be 19.1 percent more using the current rate method. Because of the larger amount of eq- 
uity, return on equity using the current rate method is 9.2 percent less. 

Note that the current rate method does not always result in higher net income and a higher 
amount of equity than the temporal method. For example, had SWISSCO maintained its net mon- 
etary asset position, it would have computed a remeasurement gain under the temporal method 
leading to higher income than under the current rate method. Moreover, if the Swiss franc had de- 
preciated during 2011, the temporal method would have resulted in higher net income. 

The important point is that determining the functional currency and resulting translation 
method can have a significant impact on the amounts a parent company reports in its consol- 
idated financial statements. The appropriate determination of the functional currency is an im- 
portant issue. 


“Within rather broad parameters,” says Peat, Marwick, Mitchell partner James Weir, choosing 
the functional currency is basically a management call. So much so, in fact, that Texaco, Occi- 
dental, and Unocal settled on the dollar as the functional currency for most of their foreign oper- 
ations, whereas competitors Exxon, Mobil, and Amoco chose primarily the local currencies as 
the functional currencies for their foreign businesses. !° 


Different functional currencies selected by different companies in the same industry could 
have a significant impact on the comparability of financial statements within that industry. In- 
deed, one concern that those FASB members dissenting on the current standard raised was that 
the functional currency rules might not result in similar accounting for similar situations. 

In addition to differences in amounts reported in the consolidated financial statements, the 
results of the SWISSCO illustration demonstrate several conceptual differences between the 
two translation methods. 


Underlying Valuation Method 
Using the temporal method, SWISSCO remeasured its property and equipment as follows: 
Property and equipment CHF 1,000,000 x $0.61 H = $610,000 


By multiplying the historical cost in Swiss francs by the historical exchange rate, $610,000 
represents the U.S. dollar—equivalent historical cost of this asset. It is the amount of U.S. dol- 
lars that the parent company would have had to pay to acquire assets having a cost of CHF 
1,000,000 when the exchange rate was $0.61 per Swiss franc. 


10 John Heins, “Plenty of Opportunity to Fool Around,” Forbes, June 2, 1986, p. 139. 
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Property and equipment were translated under the current rate method as follows: 
Property and equipment CHF 1,000,000 x $0.70 C = $700,000 


The $700,000 amount is not readily interpretable. It does not represent the U.S. dollar equiva- 
lent historical cost of the asset; that amount is $610,000. Nor does it represent the U.S. dollar 
equivalent current cost of the asset because CHF 1,000,000 is not the current cost of the asset 
in Switzerland. The $700,000 amount is simply the product of multiplying two numbers 
together! 


Underlying Relationships 

The following table reports the values for selected financial ratios calculated from the original 
foreign currency financial statements and from the U.S. dollar—translated statements using the 
two different translation methods: 


US$ US$ 
Ratio CHF Temporal Current Rate 
Current ratio (current assets/current liabilities) .... 1.22 1.20 1.22 
Debt/equity ratio (total liabilities/total equities).... 1.04 1.23 1.04 
Gross profit ratio (gross profit/sales) ............ 25% 25.8% 25% 
Return on equity (net income/total equity) ....... 57.3% 58.6% 53.2% 


The temporal method distorts all of the ratios measured in the foreign currency. The sub- 
sidiary appears to be less liquid, more highly leveraged, and more profitable than it does in 
Swiss franc terms. 

The current rate method maintains the first three ratios but distorts return on equity. The 
distortion occurs because income was translated at the average-for-the-period exchange rate 
whereas total equity was translated at the current exchange rate. In fact, the use of the average 
rate for income and the current rate for assets and liabilities distorts any ratio combining bal- 
ance sheet and income statement figures, such as turnover ratios. 

Conceptually, when the current rate method is employed, income statement items can be 
translated at either the average or the current exchange rate. U.S. GAAP requires using the av- 
erage exchange rate. In this illustration, if revenues and expenses had been translated at the 
current exchange rate, net income would have been $329,000 (CHF 470,000 X $0.70), and 
the return on equity would have been 57.3 percent ($329,000/$574,000), exactly the amount 
reflected in the Swiss franc financial statements. 


HEDGING BALANCE SHEET EXPOSURE 


LO5 


Understand the rationale for 
hedging a net investment in a 
foreign operation and describe 
the treatment of gains and losses 
on hedges used for this purpose. 


When the U.S. dollar is the functional currency or when a foreign operation is located in a 
highly inflationary economy, remeasurement gains and losses are reported in the consolidated 
income statement. Management of U.S. multinational companies could wish to avoid report- 
ing remeasurement losses in net income because of the perceived negative impact this has on 
the company’s stock price. Likewise, when the foreign currency is the functional currency, 
management could wish to avoid negative translation adjustments because of the adverse im- 
pact on the debt to equity ratio. 


More and more corporations are hedging their translation exposure—the recorded value of inter- 
national assets such as plant, equipment and inventory—to prevent gyrations in their quarterly 
accounts. Though technically only paper gains or losses, translation adjustments can play havoc 
with balance-sheet ratios and can spook analysts and creditors alike.!! 


‘1 Ida Picker, “Indecent Exposure,” /nstitutional Investor, September 1991, p. 82. 
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Translation adjustments and remeasurement gains or losses are functions of two factors: 
(1) changes in the exchange rate and (2) balance sheet exposure. Although a company can do 
little if anything to influence exchange rates, parent companies can use several techniques to 
hedge the balance sheet exposures of their foreign operations. 

Parent companies can hedge balance sheet exposure by using a derivative financial in- 
strument, such as a forward contract or foreign currency option, or a nonderivative hedging 
instrument, such as a foreign currency borrowing. To illustrate, assume that SWISSCO’s 
functional currency is the Swiss franc; this creates a net asset balance sheet exposure. 
USCO believes that the Swiss franc will depreciate, thereby generating a negative transla- 
tion adjustment that will reduce consolidated stockholders’ equity. USCO could hedge this 
balance sheet exposure by borrowing Swiss francs for a period of time, thus creating an 
offsetting Swiss franc liability exposure. As the Swiss franc depreciates, the U.S. dollar 
value of the Swiss franc borrowing decreases and USCO will be able to repay the Swiss 
franc borrowing using fewer U.S. dollars. This generates a foreign exchange gain, which 
offsets the negative translation adjustment arising from the translation of SWISSCO’s 
financial statements. As an alternative to the Swiss franc borrowing, USCO might have 
acquired a Swiss franc put option to hedge its balance sheet exposure. A put option gives 
the company the right to sell Swiss francs at a predetermined strike price. As the Swiss 
franc depreciates, the fair value of the put option should increase, resulting in a gain. Cur- 
rent standards provide that the gain or loss on a hedging instrument designated and effec- 
tive as a hedge of the net investment in a foreign operation should be reported in the same 
manner as the translation adjustment being hedged. Thus, the foreign exchange gain on the 
Swiss franc borrowing or the gain on the foreign currency option would be included in 
Accumulated Other Comprehensive Income along with the negative translation adjustment 
arising from the translation of SWISSCO’s financial statements. In the event that the gain 
on the hedging instrument is larger than the translation adjustment being hedged, the 
excess is taken to net income. 

The paradox of hedging a balance sheet exposure is that in the process of avoiding an un- 
realized translation adjustment, realized foreign exchange gains and losses can result. Con- 
sider USCO’s foreign currency borrowing to hedge a Swiss franc balance sheet exposure. At 
the initiation of the loan, USCO converts the borrowed Swiss francs into U.S. dollars at the 
spot exchange rate. When the liability matures, USCO purchases Swiss francs at the spot rate 
prevailing at that date to repay the loan. The change in exchange rate over the life of the loan 
generates a realized gain or loss. If the Swiss franc depreciates as expected, a realized foreign 
exchange gain that offsets the negative translation adjustment in Accumulated Other Compre- 
hensive Income results. Although the net effect on Accumulated Other Comprehensive Income 
is zero, a net increase in cash occurs as a result of the hedge. If the Swiss franc unexpectedly 
appreciates, a realized foreign exchange loss occurs. This is offset by a positive translation ad- 
justment in Accumulated Other Comprehensive Income, but a net decrease in cash exists. 
While a hedge of a net investment in a foreign operation eliminates the possibility of report- 
ing a negative translation adjustment in Accumulated Other Comprehensive Income, gains and 
losses realized in cash can result. 


DISCLOSURES RELATED TO TRANSLATION 


Current standards require firms to present an analysis of the change in the cumulative transla- 
tion adjustment account in the financial statements or notes thereto. Many companies comply 
with this requirement by including an Accumulated Other Comprehensive Income column in 
their statement of stockholders’ equity. Other companies provide separate disclosure in the 
notes; see Exhibit 10.10 for an example of this disclosure for Sonoco Products Company. 

An analysis of the Foreign Currency Translation Adjustments column indicates a positive 
translation adjustment of $95,449 in 2007 and a negative translation adjustment of $141,556 
in 2008. From the signs of these adjustments, one can infer that, in aggregate, the foreign cur- 
rencies in which Sonoco has operations appreciated against the U.S. dollar in 2007 and depre- 
ciated against the U.S. dollar in 2008. 


EXHIBIT 10.10 
Sonoco Products Company, 
2008 Annual Report 
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18 Accumulated Other Comprehensive Loss 


The following table summarizes the components of accumulated other comprehensive loss 
and the changes in accumulated comprehensive loss, net of tax as applicable, for the years 
ended December 31, 2008, and 2007: 


Foreign Accumulated 
Currency Defined Derivative Other 
Translation Benefit Financial Comprehensive 
Adjustments Plans Instruments Loss 
Balance at December 31, 2006 $ (22,630) $(237,616) $ (2,059) $(262,305) 
Change during 2007 95,449 58,958 524 154,931 
Balance at December 31, 2007 72,819 (178,658) (1,535) (107,374) 
Change during 2008 (141,556) (194,149) (11,600) (347,305) 
Balance at December 31,2008 $ (68,737) $(372,807) $(13,135) $(454,679) 


Although not specifically required to do so, many companies describe their translation pro- 
cedures in their “summary of significant accounting policies” in the notes to the financial 
statements. The following excerpt from International Business Machines Corporation’s 2008 
annual report illustrates this type of disclosure: 


Translation of Non-U.S. Currency Amounts—Assets and liabilities of non-U.S. subsidiaries 
that have a local functional currency are translated to U.S. dollars at year-end exchange rates. 
Translation adjustments are recorded in Accumulated gains and losses not affecting retained 
earnings in the Consolidated Statement of Stockholders’ Equity. Income and expense items are 
translated at weighted-average rates of exchange prevailing during the year. 

Inventories, plant, rental machines and other properties—net, and other non-monetary assets 
and liabilities of non-U.S. subsidiaries and branches that operate in U.S. dollars are translated at 
approximate exchange rates prevailing when the company acquired the assets or liabilities. All 
other assets and liabilities denominated in a currency other than U.S. dollars are translated at 
year-end exchange rates with the transaction gain or loss recognized in other (income) and ex- 
pense. Cost of sales and depreciation are translated at historical exchange rates. All other income 
and expense items are translated at the weighted-average rates of exchange prevailing during 
the year. These translation gains and losses are included in net income for the period in which 
exchange rates change. 


CONSOLIDATION OF A FOREIGN SUBSIDIARY 


LO6 


Prepare a consolidation work- 
sheet for a parent and its foreign 
subsidiary. 


This section of the chapter demonstrates the procedures used to consolidate a foreign sub- 
sidiary’s financial statements with those of its parent. The treatment of the excess of fair 
value over book value requires special attention. As an item denominated in foreign currency, 
translation of the excess gives rise to a translation adjustment recorded on the consolidation 
worksheet. 

On January 1, 2010, Altman, Inc., a U.S.-based manufacturing firm, acquired 100 percent 
of Bradford Ltd. in Great Britain. Altman paid £25,000,000, which was equal to Bradford’s 
fair value. Bradford’s balance sheet on January 1, 2010, was as follows: 


CaS snccaon tie teks ale f£ 925,000 Accounts payable ........ £ 675,000 
Accounts receivable .......... 1,400,000 Long-term debt .......... 4,000,000 
INVENTONY 6 a2 ct.n dee tee aed 6,050,000 Common stock .......... 20,000,000 
Plant and equipment (net) ..... 19,000,000 Retained earnings ........ 2,700,000 

TO tal, wc: denies a Ma anata oaed £27,375,000 TOtal os eto. 4. 05 dai Seuwha, ba £27,375,000 


The £2,300,000 excess of fair value over book value resulted from undervalued land (part of 
plant and equipment) and therefore is not subject to amortization. Altman uses the equity 
method to account for its investment in Bradford. 
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On December 31, 2011, two years after the acquisition date, Bradford submitted the fol- 
lowing trial balance for consolidation (credit balances are in parentheses): 


CAS ix tee ett acteghonn eheet chart. dh dg lester Nene aTouels ars £ 600,000 
Accounts Receivable ..................0.. 2,700,000 
IAVERTONY si cca fare ed eMae nace ae eine eed 9,000,000 
Plant and Equipment (net) ................ 17,200,000 
Accounts Payable ...................00.. (500,000) 
LongsTerm: Debt, esc sick bacedas Waa dani (2,000,000) 
Common Stock .............. 0.200000 0 (20,000,000) 
Retained Earnings, 1/1/11 ................. (3,800,000) 
SAIS ie cexscee ns tte ache ecu tonne Sn tn ean (13,900,000) 
Cost of Goods Sold ..................0.. 8,100,000 
Depreciation Expense ..............--20.. 900,000 
Other Expenses ............. 0.002000 00005 950,000 
Dividends Declared, 6/30/11 ............... 750,000 

£ —0- 


Although Bradford generated net income of £1,100,000 in 2010, it declared or paid no div- 
idends that year. Other than the payment of dividends in 2011, no intra-entity transactions 
occurred between the two affiliates. Altman has determined the British pound to be Bradford’s 
functional currency. 

Relevant exchange rates for the British pound were as follows: 


January 1 June 30 December 31 Average 
2010 $1.51 —0- $1.56 $1.54 
2011 1.56 $1.58 1.53 1.55 


Translation of Foreign Subsidiary Trial Balance 

The initial step in consolidating the foreign subsidiary is to translate its trial balance from 
British pounds into U.S. dollars. Because the British pound has been determined to be the 
functional currency, this translation uses the current rate method. The historical exchange rate 
for translating Bradford’s common stock and January 1, 2010, retained earnings is the ex- 
change rate that existed at the acquisition date—$1.51. 


British Pounds Rate U.S. Dollars 
COSiiesiitats fot, cts ees oh Be a eee ee ae £ 600,000 1.53C $ 918,000 
Accounts Receivable .................. 2,700,000 1.53C 4,131,000 
IAVENTONY: 2 6..2n dG naan sis woes ayetante aa os 9,000,000 1.53 C 13,770,000 
Plant and Equipment (net) ............. 17,200,000 1.53C 26,316,000 
Accounts Payable ...................-. (500,000) 1.53 C (765,000) 
Long-Term Debt ..................0.. (2,000,000) 1.53 C (3,060,000) 
COMMON STOCK: «205 ccien see ede tie bak (20,000,000) TS 1A (30,200,000) 
Retained Earnings, 1/1/11.............. (3,800,000) * (5,771,000) 
Sale: 1.8 aoeiowrgins ain ow eho hobs tabs & (13,900,000) 1.55A (21,545,000) 
Cost of Goods Sold .................. 8,100,000 155A 12,555,000 
Depreciation Expense ................. 900,000 1.55A 1,395,000 
Other Expenses. .................000. 950,000 1.55A 1,472,500 
Dividends Declared, 6/30/11 ............ 750,000 1.58H 1,185,000 
Cumulative translation adjustment ... . (401,500) 

£ -0- $ -0- 
*Retained Earnings, 1/1/10 .............. 0. cece eee eee eee £2,700,000 1.51H $4,077,000 
Nét Income; 2010: isccciasncevaae das sa ea taweaeaceecee 1,100,000 154A 1,694,000 
Retained Earnings, 12/31/10 ........ 0.0.0... cece eee eee £3,800,000 $5,771,000 


A positive (credit balance) cumulative translation adjustment is required to make the trial 
balance actually balance. The cumulative translation adjustment is calculated as follows: 
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Net assets, 1/1/10 ............. £22,700,000 1.51H $34,277,000 
Change in net assets, 2010 
Net income, 2010............ 1,100,000 1.54A 1,694,000 
Net assets, 12/31/10 ........... £23,800,000 $35,971,000 
Net assets, 12/31/10, at 
current exchange rate.......... £23,800,000 1.56 C 37,128,000 
Translation adjustment, 
2010 (positive) ............0.. $ (1,157,000) 
Net assets, 1/1/11 ............. £23,800,000 1.56H $37,128,000 
Change in net assets, 2011 
Net income, 2011 ............ 3,950,000 1.55A 6,122,500 
Dividends 6/30/11 ........... (750,000) 1.58H (1,185,000) 
Net assets, 12/31/11 ........... £27,000,000 $42,065,500 
Net assets, 12/31/11, at 
current exchange rate.......... £27,000,000 1.53 C 41,310,000 
Translation adjustment, 2011 (negative) 755,500 
Cumulative translation adjustment, 
12/31/11 (positive)............ $ (401,500) 


The translation adjustment in 2010 is positive because the British pound appreciated 
against the U.S. dollar that year; the translation adjustment in 2011 is negative because the 
British pound depreciated. 


Determination of Balance in Investment Account—Equity Method 


The original value of the investment in Bradford, the net income earned by Bradford, and the 
dividends paid by Bradford are all denominated in British pounds. Relevant amounts must be 
translated from pounds into U.S. dollars so Altman can account for its investment in Bradford 
under the equity method. In addition, the translation adjustment calculated each year is included 
in the Investment in Bradford account to update the foreign currency investment to its U.S. dol- 
lar equivalent. The counterpart is recorded as a translation adjustment on Altman’s books: 


ieenviom investment in Bradford .............2..2.022000eeeeees $1,157,000 
Cumulative Translation Adjustment .................. $1,157,000 


To record the positive translation adjustment related to the invest- 
ment in a British subsidiary when the British pound appreciated. 


12/31/11 Cumulative Translation Adjustment....................-. $ 755,500 
NmeSstinySinnt lial EVENCHONC) sco oc ecnceucsecoceecousecns $ 755,500 


To record the negative translation adjustment related to the invest- 
ment in a British subsidiary when the British pound depreciated. 


As a result of these two journal entries, Altman has a Cumulative Translation Adjustment 
of $401,500 on its separate balance sheet. 

The carrying value of the investment account in U.S. dollar terms at December 31, 2011, is 
determined as follows: 


Investment in Bradford British Pounds Exchange Rate U.S. Dollars 
Original value ................... £25,000,000 1.51H $37,750,000 
Bradford net income, 2010 ......... 1,100,000 1.54A 1,694,000 
Translation adjustment, 2010 ....... 1,157,000 
Balance, 12/31/10 ................ £26,100,000 $40,601,000 
Bradford net income, 2011 ......... 3,950,000 155A 6,122,500 
Bradford dividends, 6/30/11 ........ (750,000) 1.58 H (1,185,000) 
Translation adjustment, 2011 ....... (755,500) 

Balance, 12/31/11 .............. £29,300,000 $44,783,000 


In addition to Altman’s $44,783,000 investment in Bradford, it has equity income on its 
December 31, 2011, trial balance in the amount of $6,122,500. 
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Consolidation Worksheet 


Once the subsidiary’s trial balance has been translated into dollars and the carrying value of 
the investment is known, the consolidation worksheet at December 31, 2011, can be prepared. 
As is true in the consolidation of domestic subsidiaries, the investment account, the sub- 
sidiary’s equity accounts, and the effects of intra-entity transactions must be eliminated. The 
excess of fair value over book value at the date of acquisition also must be allocated to the ap- 
propriate accounts (in this example, plant and equipment). 

Unique to the consolidation of foreign subsidiaries is the fact that the excess of fair value 
over book value, denominated in foreign currency, also must be translated into the parent’s re- 
porting currency. When the foreign currency is the functional currency, the excess is translated 
at the current exchange rate with a resulting translation adjustment. The excess is not carried 
on either the parent’s or the subsidiary’s books but is recorded only in the consolidation work- 
sheet. Neither the parent nor the subsidiary has recognized the translation adjustment related 
to the excess, and it must be recorded in the consolidation worksheet. Exhibit 10.11 presents 
the consolidation worksheet of Altman and Bradford at December 31, 2011. 


EXHIBIT 10.11 Consolidation Worksheet—Parent and Foreign Subsidiary 
ALTMAN, INC., AND BRADFORD LTD. 
Consolidation Worksheet 
For Year Ending December 31, 2011 
Consolidated Entries 
Consolidated 
Accounts Altman Bradford Debits Credits Totals 
Income Statement 
Sales $ (32,489,000) | $(21,545,000) $ (54,034,000) 
Cost of goods sold 16,000,000 12,555,000 28,555,000 
Depreciation expense 9,700,000 1,395,000 11,095,000 
Other expenses 2,900,000 1,472,500 4,372,500 
Equity income (6,122,500) (I) 6,122,500 —0- 
Net income $ (10,011,500) | $ (6,122,500) $ (10,011,500) 
Statement of Retained Earnings 
Retained earnings, 1/1/11 $ (25,194,000) | $ (5,771,000) (S) 5,771,000 $ (25,194,000) 
Net income (above) (10,011,500) (6,122,500) (10,011,500) 
Dividends paid 1,500,000 1,185,000 (D) 1,185,000 1,500,000 
Retained earnings, 12/31/11 $ (33,705,500) | $(10,708,500) $ (33,705,500) 
Balance Sheet 
Cash $ 3,649,800 $ 918,000 $ 4,567,800 
Accounts receivable 3,100,000 4,131,000 7,231,000 
Inventory 11,410,000 13,770,000 25,180,000 
Investment in Bradford 44,783,000 (S) 35,971,000 —0- 
(A) 3,473,000 
(D) 1,185,000 (I) 6,122,500 
(T) 401,500 
Plant and equipment (net) 39,500,000 26,316,000 (A) 3,473,000 
(E) 46,000 69,335,000 
Total assets $ 102,442,800 | $45,135,000 | $ 106,313,800 | 
Accounts payable $ (2,500,000) | $ (765,000) $ (3,265,000) 
Long-term debt (22,728,800) (3,060,000) (25,788,800) 
Common stock (43,107,000) (30,200,000) (S) 30,200,000 (43,107,000) 
Retained earnings, 
12/31/11 (above) (33,705,500) (10,708,500) (33,705,500) 
Cumulative translation 
adjustment (401,500) (401,500) (T) 401,500 (E) 46,000 (447,500) 
Total liabilities and equities $(102,422,800) | $(45,135,000) $47,199,000 $47,199,000 $(106,313,800) 
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Explanation of Consolidation Entries 


S—Eliminates the subsidiary’s stockholders’ equity accounts as of the beginning of the 
current year along with the equivalent book value component within the original value of 
the Investment in Bradford account. 


A—Allocates the excess of fair value over book value at the date of acquisition to land 
(plant and equipment) and eliminates that amount within the original value of the Invest- 
ment in Bradford account. 

J—#liminates the amount of equity income recognized by the parent in the current year 
and included in the Investment in Bradford account under the equity method. 
D—Eliminates the subsidiary’s dividend payment that was a reduction in the Investment 
in Bradford account under the equity method. 

T—Eliminates the cumulative translation adjustment included in the Investment in 
Bradford account under the equity method and eliminates the cumulative translation 
adjustment carried on the parent’s books. 

E—Revalues the excess of fair value over book value for the change in exchange rate 
since the date of acquisition with the counterpart recognized as an increase in the consoli- 
dated cumulative translation adjustment. The revaluation is calculated as follows: 


Excess of Fair Value over Book Value 


U.S. dollar equivalent at 12/31/11 ............ £2,300,000 x $1.53 = $3,519,000 

U.S. dollar equivalent at 1/1/10 .............. 2,300,000 X $1.51 = 3,473,000 
Cumulative translation adjustment 

related to excess, 12/31/11 ...........0... $ 46,000 


IFRS—TRANSLATION OF FOREIGN CURRENCY FINANCIAL STATEMENTS 


TAS 21, “The Effects of Changes in Foreign Exchange Rates,” provides guidance in IFRS with 
respect to the translation of foreign currency financial statements. JAS 2/ generally follows the 
functional currency approach introduced by the FASB. Under JAS 2/, as is true under U.S. 
GAAP, a foreign subsidiary’s financial statements are translated using the current rate method 
when a foreign currency is the functional currency and using the temporal method when the 
parent company’s currency is the functional currency. Significant differences between IFRS 
and U.S. GAAP relate to (a) the hierarchy of factors used to determine the functional currency 
and (b) the method used to translate the foreign currency statements of a subsidiary located in 
a hyperinflationary country. 

Although stated differently, the factors to be considered in determining the functional cur- 
rency of a foreign subsidiary in JAS 2/ generally are consistent with U.S. GAAP functional 
currency indicators. Specifically, AS 2/ indicates that the primary factors to be considered are: 


1. The currency that mainly influences sales price. 


2. The currency of the country whose competitive forces and regulations mainly determine 
sales price. 


3. The currency that mainly influences labor, material, and other costs of providing goods and 
services. 


Other factors to be considered are: 


1. The currency in which funds from financing activities are generated. 
2. The currency in which receipts from operating activities are retained. 


3. Whether the foreign operation carries out its activities as an extension of the parent or with 
a significant degree of autonomy. 


4. The volume of transactions with the parent. 


5. Whether cash flows generated by the foreign operation directly affect the cash flows of the 
parent. 


6. Whether cash flows generated by the foreign operation are sufficient to service its debt. 
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IAS 21 states that when the above indicators are mixed and the functional currency is not 
obvious, the parent must give priority to the primary indicators in determining the foreign 
entity’s functional currency. 

As noted earlier, U.S. GAAP is silent with respect to weights to be assigned to various in- 
dicators to determine the functional currency and there is no hierarchy provided. Because of 
this difference in the functional currency determination process, it is possible that a foreign 
subsidiary could be determined to have a functional currency under IFRS that would be dif- 
ferent from the functional currency determined under U.S. GAAP. 

Under JAS 21, the financial statements of a foreign subsidiary located in a hyperinflationary 
economy are translated into the parent’s currency using a two-step process. First, the financial 
statements are restated for local inflation in accordance with JAS 29, “Financial Reporting in 
Hyperinflationary Economies.” Second, each financial statement line item, which has now been 
restated for local inflation, is translated using the current exchange rate. In effect, neither the 
temporal method nor the current rate method is used when the subsidiary is located in a coun- 
try experiencing hyperinflation. Because all balance sheet accounts, including stockholders’ eq- 
uity, are translated at the current exchange rate, a translation adjustment does not exist. Unlike 
U.S. GAAP, IFRS does not provide a bright-line threshold to identify a hyperinflationary econ- 
omy. Instead, JAS 29 provides a list of characteristics that indicate hyperinflation, including 
(a) the general population prefers to keep its wealth in a relatively stable foreign currency; 
(b) interest rates, wages, and other prices are linked to a price index; and (c) the cumulative rate 
of inflation over three years is approaching, or exceeds, 100 percent. As noted earlier in this 
chapter, under current U.S. GAAP, the financial statements of a foreign subsidiary located in a 
highly inflationary economy must be translated using the temporal method, and high inflation 
is defined as a cumulative three-year inflation of 100 percent or more. 

As noted in Chapter 9, there is considerable similarity between IFRS and U.S. GAAP with 
respect to the accounting for derivative financial instruments used to hedge foreign exchange 
risk. Similar to U.S. GAAP, JAS 39 also allows hedge accounting for hedges of net investments 
in a foreign operation. The gain or loss on the hedging instrument is recognized in Accumu- 
lated Other Comprehensive Income (AOCI) along with the translation adjustment that is being 
hedged. Under both IFRS and U.S. GAAP, the cumulative translation adjustment and cumula- 
tive net gain or loss on the net investment hedge are transferred from AOCI to net income 
when the foreign subsidiary is sold or otherwise disposed of. 


Summary 


1. Because many companies have significant financial involvement in foreign countries, the process by 
which foreign currency financial statements are translated into U.S. dollars has special accounting 
importance. The two major issues related to the translation process are (1) which method to use and 
(2) where to report the resulting translation adjustment in the consolidated financial statements. 


2. Translation methods differ on the basis of which accounts are translated at the current exchange rate 
and which are translated at historical rates. Accounts translated at the current exchange rate are ex- 
posed to translation adjustment. Different translation methods give rise to different concepts of bal- 
ance sheet exposure and translation adjustments of differing signs and magnitude. 

3. The temporal method translates assets carried at current value (cash, marketable securities, receivables) 
and liabilities at the current exchange rate. This method translates assets carried at historical cost and 
stockholders’ equity at historical exchange rates. When liabilities are more than the sum of cash, mar- 
ketable securities, and receivables, a net liability balance sheet exposure exists. Foreign currency appre- 
ciation results in a negative translation adjustment (remeasurement loss). Foreign currency depreciation 
results in a positive translation adjustment (remeasurement gain). By translating assets carried at his- 
torical cost at historical exchange rates, the temporal method maintains the underlying valuation method 
used by the foreign operation but distorts relationships in the foreign currency financial statements. 

4. The current rate method translates all assets and liabilities at the current exchange rate, giving rise to a net 
asset balance sheet exposure. Foreign currency appreciation results in a positive translation adjustment. 
Foreign currency depreciation results in a negative translation adjustment. By translating assets carried at 
historical cost at the current exchange rate, the current rate method maintains relationships in the foreign 
currency financial statements but distorts the underlying valuation method used by the foreign operation. 


5. Current U.S. accounting procedures require two separate procedures for translating foreign currency 
financial statements into the parent’s reporting currency. Translation through use of the current rate 
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method is appropriate when the foreign operation’s functional currency is a foreign currency. In 
this case, the translation adjustment is reported in Accumulated Other Comprehensive Income and 
reflected on the balance sheet as a separate component of stockholders’ equity. Remeasurement by 
using the temporal method is appropriate when the operation’s functional currency is the U.S. dol- 
lar. Remeasurement also is applied when the operation is in a country with a highly inflationary 
economy. In these situations, the translation adjustment is treated as a remeasurement gain or loss in 
net income. 


6. Some companies hedge their balance sheet exposures to avoid reporting remeasurement losses in net 
income and/or negative translation adjustments in Accumulated Other Comprehensive Income. Gains 
and losses on derivative or nonderivative instruments used to hedge net investments in foreign oper- 
ations are reported in the same manner as the translation adjustment being hedged. 


7. IFRS and U.S. GAAP have broadly similar rules with regard to the translation of foreign currency 
financial statements. Differences exist with respect to the determination of functional currency, with 
IAS 21 establishing a hierarchy of functional currency indicators, and in translating financial state- 
ments of foreign entities located in high inflation countries. For these entities, JAS 2/ requires finan- 
cial statements to first be restated for local inflation and then translated into the parent’s currency 
using the current exchange rate for all financial statement items. 


Comprehensive 
Illustration 


PROBLEM 


(Estimated Time: 55 to 65 Minutes) Arlington Company is a U.S.-based organization with numerous for- 
eign subsidiaries. As a preliminary step in preparing consolidated financial statements for 2011, it must 
translate the financial information from each foreign operation into its reporting currency, the U.S. dollar. 

Arlington owns a Swedish subsidiary that has been in business for several years. On December 31, 
2010, this entity’s balance sheet was translated from Swedish kroner (SEK) (its functional currency) into 
US. dollars as prescribed by U.S. GAAP. Equity accounts at that date follow (all credit balances): 


Common stock SEK 110,000 = $21,000 
Retained earnings 194,800 = 36,100 
Cumulative translation adjustment 3,860 


At the end of 2011, the Swedish subsidiary produced the following trial balance. These figures in- 
clude all of the entity’s transactions for the year except for the results of several transactions related to 
sales made to a Chinese customer. A separate ledger has been maintained for these transactions denom- 
inated in Chinese renminbi (RMB). This ledger follows the company’s trial balance. 


Trial Balance—Swedish Subsidiary 
December 31, 2011 


Debit Credit 
GaSe eee tend | ne EON Rene ate ane NE oo ROR IEE Occ yar TRAE SEK 41,000 
/NECOWIMIS INACANAODG .cccancervanasuanacuswasanuae 126,000 
IMVenitO ny Mares ar ee eaeeereicae ets een cues renee Nene 128,000 
aCe Sohne Severn Ire Mane: A Se Meaty Wet o aee 160,000 
FIXEGEASSCtSiereh sac ner tee teen ene enema ces eae ae 228,000 
AcctimulatecdiDepreciationmeraa est eer t ae near SEK 98,100 
AGGOUMtS: Payables 4 iyaeaa red en see nen acon ewes ean ae 39,000 
NGMESPENEING can cadonddeee nye beau awe aware go buen sk 56,000 
Bomds;Rayableries-..c.0e sears are eee ee, chee ue ane: 125,000 
(GOMMMONESTOGKa een ete eer er ree en eee 110,000 
evelinetel EeiiMiNGs, WW occccccenceaecunveucasvcs 194,800 
SalCS ae ie era ae ree WNC NEE REC Roe gore hare eet yen Nec War 350,000 
Cost Gf Goel Salle) .occasosssnconsnaosnuooavaness 165,000 
DepreciationiEXDemSe =e eee ey ee 10,900 
SalahviEXWenSeis.enruncomm ines. tear syne tn nueee aioe nes 36,000 
REMTIEXDEMSC2 arenas -cge cutee gaye ae ect ers eeee 12,000 
@ihenEXPEnsesmerec stm ky ey Cw eer tere Cue ers 41,000 
DyKoeivos Pele HAN ceceede ve de weesoddeegucseut 25,000 


IROL EN Reale cernecibtcne etn scanemens mensinstna ee iy nee Crs tun ned ere SEK 972,900 SEK 972,900 
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SOLUTION 


Ledger—Transactions in Chinese Renminbi 
December 31, 2011 


Debit Credit 

GAS lta eect er OP at fe 0 nhac CO RMB 10,000 
INECOWMIS RACANEAINS oc 0 cnac scope nesennutbscneoened 28,000 
RIXEGEASSCtSaant cig ee a et ee tng ep Pens ca eee 20,000 
Accumulated Depreciation ........................ RMB 4,000 
NotessPavable-c 2855 an anon ta Ren Cae Beer 15,000 
SelleGiamets Mae ART A AeA ER Siew epee Raw EIN a ence e wee es 44,000 
DeOreclationiEXpeMSes se. «ee. eee see renee 4,000 
InterestiEXpemSe etter ere nce soe cats etan en eee ____1,000 —— 

Otalsaees eae eee re arene deat eee een yen RMB 63,000 RMB 63,000 


Additional Information 


° The Swedish subsidiary began selling to the Chinese customer at the beginning of the current year. 
At that time, it borrowed 20,000 RMB to acquire a truck for delivery purposes. It paid one-fourth of 
that debt before the end of the year. The subsidiary made sales to China evenly during the period. 


¢ The US. dollar exchange rates for 1 SEK are as follows: 


January 1, 2011 $0.200 = 1.00 SEK 
Weighted average rate for 2011 0.192 = 1.00 
July 1, 2011 0.190 = 1.00 
December 31, 2011 0.182 = 1.00 


° The exchange rates applicable for the remeasurement of 1 RMB into Swedish kroner are as follows: 


January 1, 2011 1.25 SEK = 1.00 RMB 
Weighted average rate for 2011 1.16 = 1.00 
December 1, 2011 1.10 = 1.00 
December 31, 2011 1.04 = 1.00 


¢ The Swedish subsidiary expended SEK 10,000 during the year on development activities. In accor- 
dance with IFRS, this cost has been capitalized within the Fixed Assets account. This expenditure had 
no effect on the depreciation recognized for the year. 


Required 


Prepare financial statements for the year ending December 31, 2011, for the Swedish subsidiary. Trans- 
late these statements into U.S. dollars in accordance with U.S. accounting standards to facilitate the 
preparation of consolidated statements. The Swedish krona is the subsidiary’s functional currency. 


Remeasurement of Foreign Currency Balances 


A portion of the Swedish subsidiary’s operating results are presently stated in Chinese renminbi. These 
balances must be remeasured into the functional currency, the Swedish krona, before the translation 
process can begin. In remeasuring these accounts using the temporal method, the krona value of the mon- 
etary assets and liabilities is determined by using the current (C) exchange rate (1.04 SEK per RMB) 
whereas all other accounts are remeasured at historical (H) or average (A) rates. 


Remeasurement of Foreign Currency Balances 


Renminbi Rate Kroner 
SaleSheee pane ek ea eae arent Aceh EN ate nto RMB 44,000 x 1.16A = SEK 51,040 
[mtereStIEXDEMSGe eee ee ae crn ner Geoo) < LieAN = (1,160) 
Depreciation Expense................... GAooo) x 125i = (5,000) 
Income from renminbi transactions ...... 39,000 44,880 


(continued) 
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Remeasurement of Foreign Currency Balances (Continued) 


Renminbi Rate Kroner 
(Gas ning eee eee fetta Oe er cien cen Oh, re A ee I@0oo) * OAc = 10,400 
Accounts Receivable ................... 28,000 x 1.04C = 29,120 
Fixed Assetsmaw areata tee. rere ene weeny AOCOO) SS W225 = 25,000 
Accumulated Depreciation ............... GOO) « {25h = (5,000) 

OtalkasSGtsieeen te eter tre eae oar 54,000 59,520 
INOteSs Payables uw ceurer etme eretrt meray: 1b < iJOAC = 15,600 
Income from renminbi transactions ........ 39,000 From above 44,880 

54,000 60,480 
Remeasurement Loss ................... (960) 

WO tallll Peg ete en sane ae Ponce han mPa rn 59,520 
Remeasurement Loss for 2011 
Net monetary asset balance, 1/1/11 ........ —0- —0- 
Increases in net monetary items: 

Operations (sales less interest expense).... RMB43,000 xX _ 1.16 = SEK 49,880 
Decreases in net monetary items: 

Puidnesstcl wus, WIA ccc ccescagcusee (20,000) x 1.25 - (25,000) 
Net monetary assets, 12/31/11 ........... RMB 23,000 SEK 24,880 
Net monetary assets, 12/31/11, 

at current exchange rate ............... RMB 23,000 x 1.04 = SEK 23,920 

Remeasurement loss (gain) ............. SEK 960 


The net monetary asset exposure (cash and accounts receivable > notes payable) and depreciation of 
the Chinese renminbi create a remeasurement loss of SEK 960. 

The remeasured figures from the Chinese operation must be combined in some manner with the sub- 
sidiary’s trial balance denominated in Swedish kroner. For example, the accounts can simply be added 
together on a worksheet. As an alternative, a year-end adjustment can be recorded in the Swedish sub- 
sidiary’s accounting system to add the remeasured balances for financial reporting purposes, as follows: 


12/31/11 Adjustment Debit Credit 
GSI Rene ee Sore ates ee Os eno oe eee eT i ten cere 10,400 
PAGGOUMESHFEGEIVAD Cigar: erent a rece anon aire tener Cr ra ere unin ser ere ger 29,120 
Fixed rasSets cee eesn creel nee sine Me aeene Ont nena cas sale Meanne cree ene 25,000 
Depreciationsexpenser a erates ee een tae en ee ree eR 5,000 
IntevestRexDeMSeie rr cnrutn cs tevcat meee crayon leer ucennen en ium ner rars 1,160 
Remeasuinementlosssecwwssras-vers aan ry erry Wenn se cea eran y oman. Meare syne 960 
Accumulatedidepreciatlonme ies va reer erence rae 5,000 
Notesipayablera sets secs rasmus er aan onic ae ain mersn Su eee payin renown man 15,600 
SAlES i Reece eee Cee Se ee ee a umes 51,040 


To record in Swedish kroner the foreign currency transactions originally 
denominated in renminbi. 


One more adjustment is necessary before translating the subsidiary’s Swedish krona financial 
statements into the parent’s reporting currency. The development costs incurred by the Swedish entity 
should be reclassified as an expense as required by U.S. authoritative literature. After this adjustment, 
the Swedish subsidiary’s statements conform with U.S. GAAP. 


12/31/11 Adjustment Debit Credit 
Ohi eld oleae eee emer) een oe Rie Riera at es GL reece 10,000 
FIX@ GEASS LS meee mee eee eee ren rere ete oe EOI I MEUReE OE Tenant Canasta) 10,000 


To adjust fixed assets and expenses in Swedish kroner to be in compliance 
with U.S. GAAP. 
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Combining all remeasured and adjusted balances with the Swedish subsidiary’s trial balance allows 
totals to be derived. For example, total sales for the subsidiary are SEK 401,040 (350,000 + 51,040), 
cash is SEK 51,400 (41,000 + 10,400), and so on. Having established all account balances in the func- 
tional currency (Swedish kroner), the subsidiary’s statements now can be translated into U.S. dollars. Un- 
der the current rate method, the dollar values to be reported for income statement items are based on the 
average exchange rate for the current year. All assets and liabilities are translated at the current exchange 
rate at the balance sheet date, and equity accounts are translated at historical rates in effect at the date of 
accounting recognition. 


Swedish Subsidiary 
Income Statement for Year Ending December 31, 2011 


Sal ES ieeena terete aetna cottage teem rea oe ca SEK 401,040 x 0.192A= $ 76,999.68 
(COS OF GOOCS Solel cancconssnnneaes (165,000) xX 0.192A= (31,680.00) 
GIOSS:PlOlitseaa ee eat ee eee 236,040 45,319.68 
Depreciation expense .............. (15,900) xX 0.192A= (3,052.80) 
SEIEIN CHOENISS concontensseacugsec (36,000) x 0.192A= (6,912.00) 
NEMESIS Socnedaasnnsasnaneys (12,000) x 0.192A= (2,304.00) 
OthermexpeMnses ns ms es ees (51,000) xX 0.192A= (9,792.00) 
[AWS GCMOEMSE co aucaseacsbacgaas (1,160) x 0.192 A= (222.72) 
Remeasurement loss ............... (960) X 0.192A= (184.32) 

INVSICIAKCOITIE! a piesa yo Sin a AGA AG aoe SEK 119,020 $ 22,851.84 


Statement of Retained Earnings for Year Ending December 31, 2011 


Retained earnings, 1/1/11 ........... SEK 194,800 Given above $ 36,100.00 
INE Iineonne, ZOW ...ccnascavcscace 119,020 22,851.84 
Divitclermels oreiiel, HAW sec cecnosseas (25,000) *< O,1910 [A] = (4,750.00) 

Retained earnings, 12/31/11 ....... SEK 288,820 $ 54,201.84 


Balance Sheet 


December 31, 2011 

(GEIS nana aerate umaren Urine aetna tia SEK 51,400 x 0.182 C= $ 9,354.80 
PNECOWIMIS KACENAINIG 2 nccccaanancace 155,120 xX 0.182 C= 28,231.84 
IAVEIONV Mee center Pier tr seeing ore 128,000 xX 0.182 C= 23,296.00 
EE lao leet bea ere tr ee ead atte Ine Are er PR 160,000 xX 0.182 C= 29,120.00 
Fixediassetsy wearer awe ee a ee 243,000 xX 0.182 C= 44,226.00 
Accumulated depreciation .......... (103,100) x 0.182 C= (18,764.20) 

lOtalipeemew eer te ee ea er SEK 634,420 $115,464.44 
/NECOWIMS OEWEIDIE 2a cocncacancesaas SEK 39,000 X 0.182 C= $ 7,098.00 
INIWES (OR Wellley Seen eaeeo tebe a aene 71,600 xX 0.182 C= 130511. 20) 
EXOMMOKS (PEWS: skoancponscroawann 125,000 X< O12 C= 22,750.00 
COMMON SWORK .ccccscsendesunessa 110,000 Given above 21,000.00 
RENENIMNE] CEIMINGS anaccsascaesnusua 288,820 54,201.84 
Cumulative translation adjustment ... . (2,616.60) 

IO tall eateces ees 7 eee uae kale Sere SEK 634,420 $115,464.44 


The cumulative translation adjustment at 12/31/11 comprises the beginning balance (given) plus the 
translation adjustment for the current year: 


Cumulative Translation Adjustment 


ERIE WIV Geeeuuoeenn head ues sas $ 3,860.00 
Translation adjustment for 2011 ......... (6,476.60) 


Balen, I2SW anc sosenuenacavae $(2,616.60) 
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The negative translation adjustment for 2011 of $6,476.60 is calculated by considering the effect of 
exchange rate changes on net assets: 


Translation Adjustment for 2011 


Netsassetsnrl/M/iilieg cs eeaen ert ac ee ae SEK 304,800* x 0.200 = $60,960.00 
Increase in net assets: 

Niet tncenna, ZOU 2s csececceacescec 119,020 x O192 = 22,851.84 
Decrease in net assets: 

Dinos, WW accncacasvovasuse —_ (25,000) x 0.190 = — (4,750.00) 
Net asses, WSWA coc nccccecdeotsce SEK 398,820t $79,061.84 
Net assets, 12/31/11, at 

Gunfemmexchangelfatel sess enn SEK 398,820 < Oe = 72,585.24 

Translation adjustment, 201 1—negative $ 6,476.60 


*Indicated by January 1, 2011, stockholders’ equity balances—Common Stock, SEK 110,000; Retained Earnings, SEK 194,800. 
tIndicated by December 31, 2011, stockholders’ equity balances—Common Stock, SEK 110,000; Retained Earnings, SEK 288,820. 


Questions 1. What are the two major issues related to the translation of foreign currency financial statements? 

2. What causes balance sheet (or translation) exposure to foreign exchange risk? How does balance 
sheet exposure compare with transaction exposure? 

3. Why might a company want to hedge its balance sheet exposure? What is the paradox associated 
with hedging balance sheet exposure? 

4. How are gains and losses on financial instruments used to hedge the net investment in a foreign op- 
eration reported in the consolidated financial statements? 

5. What concept underlies the temporal method of translation? What concept underlies the current rate 
method of translation? How does balance sheet exposure differ under these two methods? 

6. In translating the financial statements of a foreign subsidiary, why is the value assigned to retained 
earnings especially difficult to determine? How is this problem normally resolved? 

7. What are the major procedural differences in applying the current rate and temporal methods of 
translation? 

8. Clarke Company has a subsidiary operating in a foreign country. In relation to this subsidiary, what 
does the term functional currency mean? How is the functional currency determined? 

9. A translation adjustment must be calculated and disclosed when financial statements of a foreign 
subsidiary are translated into the parent’s reporting currency. How is this figure computed, and 
where is the amount reported in the financial statements? 

10. The FASB put forth two theories about the underlying nature of a translation adjustment. What are 
these theories, and which one did the FASB consider correct? 

11. When is remeasurement rather than translation appropriate? How does remeasurement differ from 
translation? 

12. Which translation method does U.S. GAAP require for operations in highly inflationary countries? 
What is the rationale for mandating use of this method? 

13. In what ways does IFRS differ from U.S. GAAP with respect to the translation of foreign currency 
financial statements? 


Problems 1. What is a subsidiary’s functional currency? 
LO2 a. The parent’s reporting currency. 

b. The currency in which transactions are denominated. 

c. The currency in which the entity primarily generates and expends cash. 

d. Always the currency of the country in which the company has its headquarters. 

2. In comparing the translation and the remeasurement process, which of the following is true? 
a. The reported balance of inventory is normally the same under both methods. 
b. The reported balance of equipment is normally the same under both methods. 
c. The reported balance of sales is normally the same under both methods. 


d. The reported balance of depreciation expense is normally the same under both methods. 
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LO3 3. Which of the following statements is true for the translation process (as opposed to remeasurement)? 


a. A translation adjustment can affect consolidated net income. 
b. Equipment is translated at the historical exchange rate in effect at the date of its purchase. 


c. A translation adjustment is created by the change in the relative value of a subsidiary’s net assets 
caused by exchange rate fluctuations. 


d. A translation adjustment is created by the change in the relative value of a subsidiary’s monetary 
assets and monetary liabilities caused by exchange rate fluctuations. 


4. A subsidiary of Byner Corporation has one asset (inventory) and no liabilities. The functional cur- 
rency for this subsidiary is the peso. The inventory was acquired for 100,000 pesos when the 
exchange rate was $0.16 = 1 peso. Consolidated statements are to be produced, and the current 
exchange rate is $0.19 = 1 peso. Which of the following statements is true for the consolidated 
financial statements? 


a. Aremeasurement gain must be reported. 
b. A positive translation adjustment must be reported. 
c. A negative translation adjustment must be reported. 
d. A remeasurement loss must be reported. 


5. At what rates should the following balance sheet accounts in foreign statements be translated (rather 
than remeasured) into U.S. dollars? 


Accumulated 


Depreciation—Equipment Equipment 
a. Current Current 
b. Current Average for year 
G Historical Current 
d. Historical Historical 


Problems 6 and 7 are based on the following information. 
Certain balance sheet accounts of a foreign subsidiary of Rose Company have been stated in U.S. dollars 


as follows: 
Stated at 
Current Rates Historical Rates 
Accounts receivable, current ................ $200,000 $220,000 
Accounts receivable, longterm .............. 100,000 110,000 
POR NG IMSUEINGS paacoaccoeaudaeaeaonuedo 50,000 55,000 
GOOdWiIIIEE ee sieve en pete dencr tra tern mnnnaras 80,000 85,000 
$430,000 $470,000 
6. This subsidiary’s functional currency is a foreign currency. What total should Rose’s balance sheet 
include for the preceding items? 
a. $430,000. 
b. $435,000. 
c. $440,000. 
d. $450,000. 
7. This subsidiary’s functional currency is the U.S. dollar. What total should Rose’s balance sheet in- 
clude for the preceding items? 
a. $430,000. 
b. $435,000. 
c. $440,000. 
d. $450,000. 


Problems 8 and 9 are based on the following information. 
A subsidiary of Salisbury, Inc., is located in a foreign country whose functional currency is the 
schweikart (SWK). The subsidiary acquires inventory on credit on November 1, 2010, for SWK 100,000 
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that is sold on January 17, 2011, for SWK 130,000. The subsidiary pays for the inventory on January 31, 


2011. Currency exchange rates for 1 SWK are as follows: 


November ly2 0 0me meee eee eee, $0.16 = 1 SWK 
Decembenesie2 Ol Ome ee ees Ol = 1 
an wea nyeal/e?. Oiliilll tee ere treet eee aon mien OS = 1 
A anWahy Sie? Oilill eter sean ceeen eee mene naele Ole) = j 
Average Ofe2 Ollie 2 wee te ne aeurr nee” 0.20 = 1 


LO2, LO3 


8. What amount does Salisbury’s consolidated balance sheet report for this inventory at December 31, 
2010? 
a. $16,000. 
b. $17,000. 
c. $18,000. 
d. $19,000. 
9. What amount does Salisbury’s consolidated income statement report for cost of goods sold for the 
year ending December 31, 2011? 
a. $16,000. 
b. $17,000. 
c. $18,000. 
d. $19,000. 


Problems 10 and 11 are based on the following information. 

A Clarke Corporation subsidiary buys marketable equity securities and inventory on April 1, 2011, for 
100,000 pesos each. It pays for both items on June 1, 2011, and they are still on hand at year-end. Inventory 
is carried at cost under the lower-of-cost-or-market rule. Currency exchange rates for 1 peso follow: 


J ANU any il pee ONG ge rac warner area Pape reer an ie $0.15 = 1 peso 
Aprile? Onli aee ener nmr eth teen 0.16 = 
WIGAN anaes Ae ganas one ane as bx 0.17 = 
December le? Oililmeensees ware earn eee ONS = 


LO2, LO4 


10. Assume that the peso is the subsidiary’s functional currency. What balances does a consolidated bal- 
ance sheet report as of December 31, 2011? 


a. Marketable equity securities = $16,000 and Inventory = $16,000. 
b. Marketable equity securities = $17,000 and Inventory = $17,000. 
c. Marketable equity securities = $19,000 and Inventory = $16,000. 
d. Marketable equity securities = $19,000 and Inventory = $19,000. 


11. Assume that the U.S. dollar is the subsidiary’s functional currency. What balances does a consoli- 
dated balance sheet report as of December 31, 2011? 


a. Marketable equity securities = $16,000 and Inventory = $16,000. 
b. Marketable equity securities = $17,000 and Inventory = $17,000. 
c. Marketable equity securities = $19,000 and Inventory = $16,000. 
d. Marketable equity securities = $19,000 and Inventory = $19,000. 


12. A U.S. company’s foreign subsidiary had these amounts in foreign currency units (FCU) in 2011: 
COs OF Gores Salle] ou ooccug nance. FCU 10,000,000 
FEMCHMNG! MEIC ono an accuouvoves 500,000 
Beginning inventory .............. 200,000 


The average exchange rate during 2011 was $0.80 = FCU 1. The beginning inventory was acquired 
when the exchange rate was $1.00 = FCU 1. Ending inventory was acquired when the exchange rate 
was $0.75 = FCU 1. The exchange rate at December 31, 2011, was $0.70 = FCU 1. Assuming that 
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13. 


14. 


115), 


16. 


the foreign country is highly inflationary, at what amount should the foreign subsidiary’s cost of 
goods sold be reflected in the U.S. dollar income statement? 

a. $7,815,000. 

b. $8,040,000. 

c. $8,065,000. 

d. $8,090,000. 

Ace Corporation starts a subsidiary in a foreign country; the subsidiary has the peso as its functional 
currency. On January 1, Ace buys all of the subsidiary’s common stock for 20,000 pesos. On April 1, 
the subsidiary purchases inventory for 20,000 pesos with payment made on May 1, and sells this 
inventory on August 1 for 30,000 pesos, which it collects on October 1. Currency exchange rates 
for 1 peso are as follows: 


OM URYs i Me ee eA ere ee, een caer: $0.15 = 1 peso 
(Nomi Gasecaame waded oodadeonwesedg aus 0.17 = 1 
WletciaNamne create Mir, oN yer in oben 0.18 = 
PRUGUS Teer Ge ees tnen Simone een onsen i eae 0.19 =1 
@GTODE ele mer are ee ere ee tee 0.20 = 1 
Decembersilt (arrears 0.21 =1 


In preparing consolidated financial statements, what translation adjustment will Ace report at the 
end of the current year? 

a. $400 positive (credit). 

b. $600 positive (credit). 

c. $1,400 positive (credit). 

d. $1,800 positive (credit). 

In the translated financial statements, which method of translation maintains the underlying valua- 
tion methods used in the foreign currency financial statements? 

a. Current rate method; income statement translated at average exchange rate for the year. 

b. Current rate method; income statement translated at exchange rate at the balance sheet date. 

c. Temporal method. 

d. Monetary/nonmonetary method. 

Houston Corporation operates a branch operation in a foreign country. Although this branch deals in pe- 
sos, the U.S. dollar is viewed as its functional currency. Thus, a remeasurement is necessary to produce 
financial information for external reporting purposes. The branch began the year with 100,000 pesos in 
cash and no other assets or liabilities. However, the branch immediately used 60,000 pesos to acquire 
equipment. On May 1, it purchased inventory costing 30,000 pesos for cash that it sold on July 1 for 
50,000 pesos cash. The branch transferred 10,000 pesos to the parent on October | and recorded depre- 
ciation on the equipment of 6,000 pesos for the year. Currency exchange rates for 1 peso follow: 


GEV IU T= (aaa pe sere sora aa enevare anemone ate ers nena $0.16 = 1 peso 
Wave eaves ieee et pte Gr en tne re Ce pened Ble 0.18 = 1 
UVa Rte PAE Sins HA OR ea 0.20 = 1 
(Clatoloele ll) sawee sun edeameae Sayama aan e 0.21 = 1 
December mn cees tree Ae eee ees 0.22 = 1 
MITES HO WIE VOEE oo cnc cscs oseceuesue 0.19 = 


What is the remeasurement gain to be recognized in the consolidated income statement? 
a. $2,100. 
b. $2,400. 
c. $2,700. 
d. $3,000. 


Which of the following items is not remeasured using historical exchange rates under the temporal 
method? 


a. Accumulated depreciation on equipment. 
b. Cost of goods sold. 

c. Marketable equity securities. 

d. Retained earnings. 


LO2 


LO3 


LO5 


LO4 


LO3 


LO3 


17. 


18. 


19. 


20. 


Dl. 


2D, 
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In accordance with U.S. generally accepted accounting principles, which translation combination is 
appropriate for a foreign operation whose functional currency is the U.S. dollar? 


Method Treatment of Translation Adjustment 
a. Temporal Other comprehensive income 
b. Temporal Gain or loss in net income 
c. Current rate Other comprehensive income 
d. Current rate Gain or loss in net income 


A foreign subsidiary’s functional currency is its local currency, which has not experienced signifi- 
cant inflation. The weighted average exchange rate for the current year is the appropriate exchange 
rate for translating 


Wages Expense Wages Payable 
a. Yes Yes 
b. Yes No 
@ No Yes 
No No 


The functional currency of DeZoort, Inc.’s British subsidiary is the British pound. DeZoort borrowed 
pounds as a partial hedge of its investment in the subsidiary. In preparing consolidated financial 
statements, DeZoort’s negative translation adjustment on its investment in the subsidiary exceeded 
its foreign exchange gain on its borrowing. How should DeZoort report the effects of the negative 
translation adjustment and foreign exchange gain in its consolidated financial statements? 


a. Report the translation adjustment in Other Comprehensive Income on the balance sheet and the 
foreign exchange gain in the income statement. 


b. Report the translation adjustment in the income statement and defer the foreign exchange gain 
in Other Comprehensive Income on the balance sheet. 


c. Report the translation adjustment less the foreign exchange gain in Other Comprehensive In- 
come on the balance sheet. 


d. Report the translation adjustment less the foreign exchange gain in the income statement. 


Gains from remeasuring a foreign subsidiary’s financial statements from the local currency, which 
is not the functional currency, into the parent’s currency should be reported as a(n) 


a. Deferred foreign exchange gain. 

b. Translation adjustment in Other Comprehensive Income. 
c. Extraordinary item, net of income taxes. 

d. Part of continuing operations. 


The foreign currency is the functional currency for a foreign subsidiary. At what exchange rate 
should each of the following accounts be translated? 


Rent Expense. 

Dividends Paid. 
Equipment. 

Notes Payable. 

Sales. 

Depreciation Expense. 
Cash. 

Accumulated Depreciation. 


Si Sse & © & & 


i. Common Stock. 


On January 1, Dandu Corporation started a subsidiary in a foreign country. On April 1, the sub- 
sidiary purchased inventory at a cost of 120,000 local currency units (LCU). One-fourth of this in- 
ventory remained unsold at the end of the year while 40 percent of the liability from the purchase 
had not yet been paid. The exchange rates for $1 were as follows: 


UEVRIU eT AVialll= Sesesueinens tae saatnine este tthe eat enecet cet $1 =LCU2.5 
PNDMIIS Ree cote tome tees orth eee meri caer 1=2.8 
Average for the current year.............. 1=2.7 
Decembere3i sey eee 1 = 3.0 
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LO3, LO4 


LO1, LO3, LO4 


23) 


24. 


23. 


What should be the December 31 Inventory and Accounts Payable balances for this foreign sub- 
sidiary as translated into U.S. dollars using the current rate method? 

The following accounts are denominated in pesos as of December 31, 2011. For reporting purposes, 
these amounts need to be stated in U.S. dollars. For each balance, indicate the exchange rate that would 
be used if a translation is made under the current rate method. Then, again for each account, provide the 
exchange rate that would be necessary if a remeasurement is being made using the temporal method. 
The company was started in 2000. The buildings were acquired in 2002 and the patents in 2003. 


Translation Remeasurement 

AGGOUNTS PayablGypwere ets eee area ee eee 

PNECOWMNS MACEWAN oc cons uasaduesnonsean 

Accumulated depreciation ................. 

Advertising expense ...........-..22-005- 

Amortization expense (patents) ............. 

BUIIGIMN GS eases ath ature Sone ee en 

CES cadtaoase gee Rnades avenue sero uEmnae 

GOMMONISTOCK: ewe. eee nO rae 

Depreciation expense ...............--0-. 

Diviclemels Oeil CIOAWID) coo cccncconsscees 

Notes payable—due in 2014 ................ 

Pate rnitsi (et) etsgs we tertete or tpere torr: teal 

Salahy@xPenS@e aan teoe es es ees ert 

SaleS tay. so urate. tre wicwer eee rare et eran ee tee, 

Exchange rates for 1 peso are as follows: 
PADTOLOM Antec Paes ne veel epee ete Ponce eer ein tema aced 1 peso = $0.28 
PAOLO PRE oF Aa Ret eexsprttemeeastl hea tater oN ota once metas 1= 0.26 
PAG Bin Sette eres RE Re CME Re, cP Na hah een IE 1= 0.25 
Nam Ua py alle? Oil Metermewen sear weet cer ater. a nero {= O24 
Voll er A ONIN eerste teaser eri ner ee ee ee eee |= ©,23 
WA ACU sa ckean koe eanene oatnanepae l= ©,22 
October ZO we eee yee ee l= ©,20 
Decenberestlee2 Ollie eter en ey etre l= O16 
Averages on2 Olea ona eee eet 1= 0.19 


On December 18, 2011, Stephanie Corporation acquired 100 percent of a Swiss company for 
3.7 million Swiss francs (CHF), which is indicative of fair value. At the acquisition date, the ex- 
change rate was $0.70 = CHF 1. On December 18, 2011, the fair values of the subsidiary’s assets 
and liabilities were: 


(ES ieee es rere ete ee a ea er mT EN CHF 500,000 
INVENTORY getty cad tac eeeen: cae rten abe ae 1,000,000 
Rixedkassets: tess ear ee eee ee ne 3,000,000 
NGUES (OEWEINOG gauacasaddnaneanoace (800,000) 


Stephanie prepares consolidated financial statements on December 31, 2011. By that date, the Swiss 
franc has appreciated to $0.75 = CHF 1. Because of the year-end holidays, no transactions took 
place prior to consolidation. 

a. Determine the translation adjustment to be reported on Stephanie’s December 31, 2011, consol- 
idated balance sheet, assuming that the Swiss franc is the Swiss subsidiary’s functional currency. 
What is the economic relevance of this translation adjustment? 

b. Determine the remeasurement gain or loss to be reported in Stephanie’s 2011 consolidated net 
income, assuming that the U.S. dollar is the functional currency. What is the economic relevance 
of this remeasurement gain or loss? 

Fenwicke Company began operating a subsidiary in a foreign country on January 1, 2011, by ac- 

quiring all of its common stock for LCU 40,000, which was equal to fair value. This subsidiary im- 

mediately borrowed LCU 100,000 on a five-year note with 10 percent interest payable annually 

beginning on January 1, 2012. The subsidiary then purchased for LCU 140,000 a building that had 

a 10-year anticipated life and no salvage value and is to be depreciated using the straight-line 

method. The subsidiary rents the building for three years to a group of local doctors for LCU 5,000 

per month. By year-end, payments totaling LCU 50,000 had been received. On October 1, LCU 
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4,000 was paid for a repair made on that date. The subsidiary transferred a cash dividend of LCU 
5,000 back to Fenwicke on December 31, 2011. The functional currency for the subsidiary is the 
LCU. Currency exchange rates for 1 LCU follow: 


NamUanyalle2 ON Meee cere ota. mer eae eens es $2.00 = LCU 1 
GO DEN 2 ON Me exer cen seers cone hoe ee ence 8) = 1 
Average ton? Oi) ties ee aurea cones 1.90 = 1 
Deceiver sil; AO pe acanan cena epee sa. 1L.8oO = 1 


Prepare an income statement, statement of retained earnings, and balance sheet for this subsidiary 
in LCU and then translate these amounts into U.S. dollars. 


LO3 26. Refer to the information in problem 25. Prepare a statement of cash flows in LCU for Fenwicke’s 
foreign subsidiary and then translate these amounts into U.S. dollars. 
27. Watson Company has a subsidiary in the country of Alonza where the local currency unit is the 


kamel (KM). On December 31, 2010, the subsidiary has the following balance sheet: 


GAS lise tree eres ae crmee sree en KM 16,000 Notes payable (due 2012)... KM 19,000 
InVeMtOny Serene eee 10,000 GomimMOn stocker eee 20,000 
Lande eetven reenact e 4,000 Retained earnings......... 10,000 
BUNCH) sstdeeeeneecedes 40,000 
Accumulated depreciation . . . (21,000) 

KM 49,000 KM 49,000 


The subsidiary acquired the inventory on August 1, 2010, and the land and buildings in 2000. It is- 
sued the common stock in 1998. During 2011, the following transactions took place: 


2011 

Feb. 1 Paid 5,000 KM on the note payable. 

May 1 Sold entire inventory for 15,000 KM on account. 

June 1 Sold land for 5,000 KM cash. 

Aug. 1 Collected all accounts receivable. 

Sept. 1 Signed long-term note to receive 6,000 KM cash. 

Oct. 1 Bought inventory for 12,000 KM cash. 

Nov. 1 Bought land for 4,000 KM on account. 

Dec. 1 Paid 3,000 KM cash dividend to parent. 

Dec. 31 Recorded depreciation for the entire year of 2,000 KM. 


The exchange rates for 1 KM are as follows: 


OO ST Rafe RE Ran Ar iON i Fe tn 1KM = $0.24 
2.00 OiRa ent arcers ereee real eae enna dea Cera a ire 1= O21 
FRUGUST ZOO) 5 Ste Neate caer ean seen l= O34 
Deacamoer 3, 2Z01IO ssaccsaaaeauaavensae |= O32 
Februanyslee2 Oilili@cees ee rege tere an j=] 0.33 
IBV ELS 20 ci eam unm nhea tune Meret Bea aim 1 = 0534 
A Ui eenle2 OF APR sere cre Me tty Nie ae ar para eer reece 1 = ©.35 
PTI USED Tih Cotes em etme Tete eam = 0o7 
Septem betel. 2. Oil meen acre es sae eee enw (eons 
OGLOBER EZ) Pewee toe ae te eta ee 1= O39 
Nowanncer 1, 2000 saaaceanwapana ane oops |= O20 
December ilk, 20ers earner eeee oaae j= O41 
DYexee{anloxsiretlla PAO! ain teen ema we ae elec l= O22? 
Averageton2 Oilers: eees Seat ney recente. 1= 0.37 


a. If this is a translation, what is the translation adjustment determined solely for 2011? 

b. If this is a remeasurement, what is the remeasurement gain or loss determined solely for 2011? 
28. Aerkion Company starts 2011 with two assets: cash of 22,000 LCU (local currency units) and land 

that originally cost 60,000 LCU when acquired on April 4, 2005. On May 1, 2011, Aerkion rendered 

services to a customer for 30,000 LCU, an amount immediately paid in cash. On October 1, 2011, 
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the company incurred an 18,000 LCU operating expense that was immediately paid. No other trans- 
actions occurred during the year. Currency exchange rates for 1 LCU follow: 


IAPMIIEAy 20 O 5s eek eee eee eee 1 LCU = $0.23 
Vamtanyail 2 Ole ett eeceena ate teceeeeysesenene ye eer f= O24! 
EW aN 7204 i eens Oia Wa tenlara son eters! tat 1= 0.25 
Octobe AZO Mee are ens et |= O26 
AVeTa Gent Ore? Ol lla ree een ae neers 1= 0.27 
Decemberesihe? Olean re eee nm arene {= O29 


a. Assume that Aerkion is a foreign subsidiary of a U.S. multinational company that uses the 
US. dollar as its reporting currency. Assume also that the LCU is the subsidiary’s functional 
currency. What is the translation adjustment for this subsidiary for the year 2011? 

b. Assume that Aerkion is a foreign subsidiary of a U.S. multinational company that uses the U.S. 
dollar as its reporting currency. Assume also that the U.S. dollar is the subsidiary’s functional 
currency. What is the remeasurement gain or loss for 2011? 

c. Assume that Aerkion is a foreign subsidiary of a U.S. multinational company. On the December 
31, 2011, balance sheet, what is the translated value of the Land account? On the December 31, 
2011, balance sheet, what is the remeasured value of the Land account? 

29. Lancer, Inc., starts a subsidiary in a foreign country on January 1, 2010. The following account bal- 
ances for the year ending December 31, 2011, are stated in kanquo (KQ), the local currency: 


SAGs eee et ho Wri N ae BIEN So Ao EP KQ 200,000 
Inventory (bought on 3/1/11) ............... 100,000 
Equipment (bought on 1/1/10) .............. 80,000 
REMOXDCMSC! Mame nreytcot ete eeeteeire eure emer 10,000 
Dividends (paid on 10/1/11) ................ 20,000 
Notes receivable (to be collected in 2014) ...... 30,000 
Accumulated depreciation—equipment ....... 24,000 
SalaryiDaValll@s we ere ann retuate e ar ae ae 5,000 
Dejovrevcleliioy QoS) 54 senuannoaasadannuae 8,000 


The following exchange rates for $1 are applicable: 


UEINTURET ONE Up PAH MO tere a cate ae ese erem es apr cece oka eee 13 KQ 
Januanyallee2OilGlees seas ee ere: tren One an ea ee eer ee 18 
Melee alo 40 ("ll vin @oeare. aia eieiacn A mice Sia Bie hia Ged ma 19 
October 2 OM ee aes eee ee eae ne eet a ee 21 
becemiberes Fe? Olle iam ree etre pe any ae area 22 
AVetagesior:2 ON Oe menaeuranesrene greece ttre nese 14 
MAGGI MICHA saanasensasaqesacheneuscneaae 20 


Lancer is preparing account balances to produce consolidated financial statements. 


a. Assuming that the kanquo is the functional currency, what exchange rate would be used to report 
each of these accounts in U.S. dollar consolidated financial statements? 

b. Assuming that the U.S. dollar is the functional currency, what exchange rate would be used to re- 
port each of these accounts in U.S. dollar consolidated financial statements? 

30. Board Company has a foreign subsidiary that began operations at the start of 2011 with assets of 

132,000 kites (the local currency unit) and liabilities of 54,000 kites. During this initial year of op- 

eration, the subsidiary reported a profit of 26,000 kites. It distributed two dividends, each for 5,000 

kites with one dividend paid on March 1 and the other on October 1. Applicable exchange rates for 

1 kite follow: 


January 1, 2011 (start of business) ................ $0.80 
MarGhie eZ OM ilmenite ee teat oe ce trie ates Sersaye Mer eink an renee 0.78 
Weighted average rate for 2011 .................. 0.77 
@etobe hale ZOlli tere we ener kerry een eee ee eer tee 0.76 


Pecemberssils2 Oiiligees tric tres we pcre wn ate oe eee 0.75 
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a. Assume that the kite is this subsidiary’s functional currency. What translation adjustment would 
Board report for the year 2011? 

b. Assume that on October 1, 2011, Board entered into a forward exchange contract to hedge the 
net investment in this subsidiary. On that date, Board agreed to sell 200,000 kites in three months 
at a forward exchange rate of $0.76/1 kite. Prepare the journal entries required by this forward 
contract. 

c. Compute the net translation adjustment for Board to report in Accumulated Other Comprehen- 
sive Income for the year 2011 under this second set of circumstances. 


31. Kingsfield starts a subsidiary operation in a foreign country on January 1, 2011. The country’s cur- 
rency is the kumquat (KQ). To start this business, Kingsfield invests 10,000 kumquats. Of this 
eXe el amount, it spends 3,000 kumquats immediately to acquire equipment. Later, on April 1, 2011, it also 


purchases land. All subsidiary operational activities occur at an even rate throughout the year. The 
currency exchange rates for the kumquat for this year follow: 


FEMME, ZOU Sexes aeea acaba ec ebnka od dons $1.71 
ATU 20 Mle ey tee tat, eee ae ene om enna a we: 1.59 
A Wien? Oil eer eiis ek ena seek teu trary ween ri penees ts 1.66 
Weighted average—2011 ............22.00e ee eee 1.64 
Decembersile2-Oilily aeeces ees eer eet eee ree 1.62 


As of December 31, 2011, the subsidiary reports the following trial balance: 


Debits Credits 

(Gas ieee ee eee aw eee Ree ee See KQ 8,000 
/NECOWIAS RAGAWADS . 255 panvanensnaavcsunsanut 9,000 
EQUIDIMGMCe eectee Fy eee ene ge eee 3,000 
Accumulated Depreciation ................... KQ 600 
LEATHER ee tee eas Pin oe eee EO Bet ete tae igen eae oe 5,000 
Accounts Payable: eee te yee nec trace eee 3,000 
NotesiPayvelolen (ce? 0) 4) sae wena 5,000 
GOMMONEStOG Kee ese cay ee ee eee 10,000 
Dinaioleinels (Pele (GWA) 2a aconaacouncocesuover 4,000 
SYe| [Sls tis ate ahe aera hee nen eee Marites 25,000 
SEIFINMEMSISS (arena eae moa ace eae pe 5,000 
Depreciation Expense .............-.-0-0000- 600 
MMNSCENEINGCUS EMOEMISES saccsccasbuaasensasar 9,000 

NOital See erin ae es nee Nes eal nae reer: am KQ 43,600 KQ 43,600 


A corporation based in East Lansing, Michigan, Kingsfield uses the U.S. dollar as its reporting currency. 

a. Assume that the subsidiary’s functional currency is the kumquat. Prepare a trial balance for it in 
US. dollars so that consolidated financial statements can be prepared. 

b. Assume that the subsidiary’s functional currency is the U.S. dollar. Prepare a trial balance for it 
in U.S. dollars so that consolidated financial statements can be prepared. 


LO3 32. Livingston Company is a wholly owned subsidiary of Rose Corporation. Livingston operates in a 
foreign country with financial statements recorded in goghs (GH), the company’s functional cur- 
eXc el rency. Financial statements for the year of 2011 are as follows: 


Income Statement 
For Year Ending December 31, 2011 


Sl |OSmecereenbon mieten snd peer tree Ser Een, akllee Se WM on tnt Pere GH 270,000 
GoOstiOeqoOds:sOldy meta eee e ee re eres (155,000) 
IGNOSSTO NO litera Revere tee Serine Ve Mirena eh er karin 115,000 
Less C\CeVENIIMNG) XQOVNISES 2 ceo scone ns veesdanecee (54,000) 
Geli On Sale OF GCWIONMNEME 2c. accccacacandenanuas 10,000 

ING TIIMGONN Capone een cternnara runt sneer nn gtent sage De GH 71,000 
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LO3, LO4 


Statement of Retained Earnings 
For Year Ending December 31, 2011 


ReWwlinetel CEMIMINGS, WW oo osnceacuceeasvesunntas GH 216,000 
NEGIMNGOIMCI erates kee ee pare eek ten eee enc 71,000 
LesseiDiVidendsipaldl ey see ener rare eee eens (26,000) 

ReVzlineel GeliMliNes, IAW cccscaccsasasancave GH 261,000 


Balance Sheet 
December 31, 2011 


Assets 

AS Heat eerste es PR Are One Up PPA LL GH 44,000 

REGCIVA CSa een ay eer kee Naas nal ate dc RNa Cha tre eee een, 116,000 

IMVGMLO Ry22 st eeig Seer erg aed rs ema 58,000 

Fixed rassetsi (met) ce cette ee econ sae ti 339,000 
ota lkaSSCtS are gire seer sw mre wr tgce ees eran! GH 557,000 

Liabilities and Equities 

Dia INI eSipe Seer eee renee er uate ce meh Cees ee Relate cet GH 176,000 

GOMMMOM:StOCKeae ey ie ween earn ee yer: 120,000 

ReNeNnaCl GENIMNIMNGS, IBEW) 2st acasccccsssanusacs 261,000 
Otaliliabilitiessanc tec uiticSwews-sanr renner GH 557,000 


Additional Information 


e The common stock was issued in 2004 when the exchange rate was $1.00 = 0.48 GH; fixed assets 
were acquired in 2005 when the rate was $1.00 = 0.50 GH. 

¢ As of January 1, 2011, the Retained Earnings balance was translated as $395,000. 

e The currency exchange rates for $1 for the current year follow: 


Vantanyall 2OiMily Peto nos, teteeekerte teen eens 0.60 GH 
Nonilails2 Oil hee eran tere reece ce eee 0.62 
Seotembe mille2Oiilireere segs ee eee eee 0.58 
Pecembensilts2. Oililisesre tere etree ee ere 0.65 
Weighted average rate for 2011 .............. 0.63 


e Inventory was acquired evenly throughout the year. 
e The December 31, 2010, balance sheet reported a translation adjustment with a $85,000 debit balance. 
e Dividends were paid on April 1, 2011, and a piece of equipment was sold on September 1, 2011. 


Translate the foreign currency statements into the parent’s reporting currency, the U.S. dollar. 


33. The following account balances are for the Agee Company as of January 1, 2011, and December 31, 
2011. All figures are denominated in kroner (Kr). 


January 1, 2011 December 31, 2011 


Accounts: payable cea ee mene (18,000) (24,000) 
(NECOWIMS WACENAINO nnn noacanaccasacceé 35,000 79,000 
Accumulated depreciation—buildings ...... (20,000) (25,000) 
Accumulated depreciation—equipment -0- (5,000) 
Bonds payable—due 2014 .............. (50,000) (50,000) 
Willis st-sasessaae ee eee weceeuaee eed 118,000 97,000 
(CaS Hee eat Aer t Uewra eS ire Sent 35,000 8,000 
GOMMNONEStOGKee eset re eee wee (70,000) (80,000) 
Depreciation expense .................. -0- 15,000 
DWM CIOAVAI) ocsc65cccceneenseece —0- 32,000 
Lo [UI O}NaTe ANG Serpe meecvansonereih ocean teeta sen mace em =0= 30,000 
Gain on sale of building ................ —0- (6,000) 
REMBCXM EMSC marae ten won etre earepar errant ner =0= 14,000 
NEWNAN GENIMNINGS a caccncesecaseavasree (30,000) (30,000) 
SEIFINNS ss Gopenomnarawe ¢eamnocens —0- 20,000 
Sales ra ence eg weve a) ene naan yen —0- (80,000) 


UMS OnNns Saaronnecapaqesaadavar —0- 5,000 
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Additional Information 


e Agee issued additional shares of common stock during the year on April 1, 2011. Common stock at 
January 1, 2011, was sold at the start of operations in 2004. 
¢ It purchased buildings in 2005 and sold one building with a book value of Kr 16,000 on July 1 of the 
current year. 
e Equipment was acquired on April 1, 2011. 
Relevant exchange rates for 1 Kr were as follows: 


POO) 42 Revere reat rapes Ne ARR Oe ee A ee $2.40 
PAG Oboe Coen eg ie realy Pee See Boel ar ENS ee ade aon Eee Ae 2.20 
JET INA PAVIA aaa ee oie ag Bae poche Ae eee Pas 0) 
ADI lil 2. Oil iieeeraey cetera travers eocm ya ce amenne ee sg 2.60 
NUULY, S122, ONS area cores ater ce cate ta neat tereeecnt nee? 2.80 
@GtOb Shale? ON ete eae ener anette ita ei 2.90 
DEcCemberesihe2- Ollie eer eee ee ree ener! 3.00 
AVE a Gaul O (22 Oil mreew alte sore n sya arena are awe er 2.70 


a. Assuming the U.S. dollar is the functional currency and retained earnings at January 1, 2011, 
was $52,600, what is the remeasurement gain or loss for 2011? 

b. Assuming the foreign currency is the functional currency and retained earnings at January 1, 2011, 
was $62,319, what is the translation adjustment for 2011? 


34. Sendelbach Corporation is a U.S.-based organization with operations throughout the world. One of 
I its subsidiaries is headquartered in Toronto. Although this wholly owned company operates primar- 
eXe e ily in Canada, it engages in some transactions through a branch in Mexico. Therefore, the subsidiary 


maintains a ledger denominated in Mexican pesos (Ps) and a general ledger in Canadian dollars 
(C$). As of December 31, 2011, the subsidiary is preparing financial statements in anticipation of 
consolidation with the U.S. parent corporation. Both ledgers for the subsidiary are as follows: 


Main Operation—Canada 


Debit Credit 

INGGOUMISDaVADIC Maa memyte eee ee eee C$ 35,000 
Accumulatediqepreciationhw sarin tn 27,000 
BUIICINGSTaNChequIpIIchGameerine ie nner C$167,000 
(Gas ide Rates arte Bate en an Ani cee tee are ig tg eae 26,000 
GOmMmonstOckte ster tees ee ee 50,000 
COSECH COCCS Solel aaacnncasoncnsnaconucanat 203,000 
Dieolrexclehifoln) @OENISS oon ne deauanoanacvasdese 8,000 
Dywiclemels foetal, WWI ssncssoctvedaavssnaavnr 28,000 
Gain on sale of equipment, 6/1/11 ............. 5,000 
NANEYONWOL VS Shesee te Aareet racheenaiaes ied cn eerie tecens Hees Gecedh aces mae 98,000 
Notes payable—due in 2014.................. 76,000 
REGCIVAIDIGS: nai care tate ite sre ease Greene ee 68,000 
REIMNAC! GENIN, WWW once ececcnoceoawoene 135,530 
Sal alvixXDOniSCweceewsrse ar tues res eres Perret fame, Ghee 26,000 
S OS ee aren als eer a Polans orn) es MIE NN eit SORE ER 312,000 
WItiIYseXD EMSs Ree ee Pe ee Orbe eee 9,000 
Reine) COMNCWON snaasengascadssadaoeuaanve 7,530 

HO teal Staeseen ate sence trie steer vere mee ie cee Aes C$640,530 C$640,530 

Branch Operation—Mexico 
Debit Credit 

AGGOU MIS DaVab leis pee rte cane gens Seer Ps 49,000 
Accumulaiecidepreciatloniee aes ey eee 19,000 
[XUilKehinte} Elnte] CLO[VIOMMEIMNE coco cascseacancccanas Ps 40,000 
(GAS Niece eee eee gamer sn ta tem era aera ae a 59,000 
DSO KEEION GNORINSS cnc cedgeacenoanoesanonns 2,000 
Inventory (beginning—income statement) ........ 23,000 
Inventory (ending—income statement) .......... 28,000 
Inventory (ending—balance sheet) ............. 28,000 
PURINES Wau mares Aan Be RRA a oa ole Oi Beale 68,000 
REGEIVADIGSH aa athe ere denen eee gee ark 21,000 
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eXcel 


Sal aly CXDEMSC sam cease Tae eee tae er eee 9,000 

Sa lOS eee Mn ee ea cart alana tara ate MU EE eee tas 124,000 

Mainiofiices. wer cutee ery) ayaa ere eee 30,000 
i OLalSeaeere nee ese a eaeen aed te Vener ee et rear etee Ps 250,000 Ps 250,000 


Additional Information 


The Canadian subsidiary’s functional currency is the Canadian dollar, and Sendelbach’s reporting currency 
is the U.S. dollar. The Canadian and Mexican operations are not viewed as separate accounting entities. 
The building and equipment used in the Mexican operation were acquired in 2005 when the currency 
exchange rate was C$0.25 = Ps 1. 

Purchases should be assumed as having been made evenly throughout the fiscal year. 

Beginning inventory was acquired evenly throughout 2010; ending inventory was acquired evenly 
throughout 2011. 

The Main Office account on the Mexican records should be considered an equity account. This bal- 
ance was remeasured into C$7,530 on December 31, 2011. 

Currency exchange rates for 1 Ps applicable to the Mexican operation follow: 


Weighted average, 2010 .................-0.-. C$0.30 
JEIUEIN A OAOIl eaten agokmere oe a eae edie ey aad ate 0.32 
Weighted average rate for 2011 ................ 0.34 
Decemberes i he7 Olle ns ce ne ee er ee ere 0.35 


The December 31, 2010, consolidated balance sheet reported a cumulative translation adjustment 
with a $36,950 credit (positive) balance. 

The subsidiary’s common stock was issued in 2004 when the exchange rate was $0.45 = C$1. 

The subsidiary’s December 31, 2010, Retained Earnings balance was C$135,530, a figure that has 
been translated into US$70,421. 

The applicable currency exchange rates for 1 C$ for translation purposes are as follows: 


an lanyarlbe2 Ollila wan ay ey ana cn tn limes ett cr earn heen US$0.70 
PNovidl eed ON etme: tartare er ee eye eae eae ae ne ees 0.69 
A Ue ele? Oiler ign werner aon en ee ea GAR War ne 0.68 
Weighted average rate for 2011 ................ 0.67 
Becémbertsie2. Oililiere-rs yee oe ern cays yn Seater 0.65 


a. Remeasure the Mexican operation’s figures into Canadian dollars. (Hint: Back into the begin- 
ning net monetary asset or liability position.) 

b. Prepare financial statements (income statement, statement of retained earnings, and balance 
sheet) for the Canadian subsidiary in its functional currency. 

c. Translate the Canadian dollar functional currency financial statements into U.S. dollars so that 
Sendelbach can prepare consolidated financial statements. 


35. On January 1, 2010, Cayce Corporation acquired 100 percent of Simbel Company for consideration 


paid of $126,000, which was equal to fair value. Cayce is a U.S.-based company headquartered in 
Buffalo, New York, and Simbel is in Cairo, Egypt. Cayce accounts for its investment in Simbel 
under the cost method. Any excess of fair value over book value is attributable to undervalued land 
on Simbel’s books. Simbel had no retained earnings at the date of acquisition. Following are the 
2011 financial statements for the two operations. Information for Cayce is in U.S. dollars ($) and for 
Simbel is in Egyptian pounds (£E). 


Cayce Simbel 

Corporation Company 

Sal SS ice ten ne ee eet lca ett ena eee Pia REE er $200,000 £E 800,000 
GOstOlgOOds:SOlCimesm ec arte ewe eren earnnae re (93,800) (420,000) 
Salat exPenSCae ecg eect ira: (19,000) (74,000) 
REM CX DCMS Caza serie nana onc alent wane ane nen yt ten (7,000) (46,000) 
@therexpemsesen ceva stay ce ony caer enna (21,000) (59,000) 
Dividend income—from Simbel ............... 13,750 =0= 
Gain on sale of fixed asset, 10/1/11 ............ —0- 30,000 
INGINGOM Cy Rewen Sees ace wre ene en aera $ 72,950 £E 231,000 
Neielinetel Gerinlines, WW osscancccosnscusoas $318,000 f£E 133,000 
INGTHIN GON CR ae atten rien aeee ee ert a oe rae 72,950 231,000 
Dividends: paldiy ee. area, ee bene ee eee (24,000) (50,000) 
eelinael Gerinlines, IAW soon scconaoncecas $366,950 f£E 314,000 


(continued) 
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Cayce 
Corporation 

(Cain Gino] KECAWEIOIES . nnn ncnasacasuacaangons $110,750 
MAW SYMUCO] AY ees seeeee secrete erareeetae amen amc Ure cee 98,000 
BrepaldiexpeMsesam: wera ta cay rarer eres 30,000 
Investment in Simbel (cost) .................. 126,000 
Fitel ESSAI (MED) an cccncocdsuacdsuocdnavcoas 398,000 

OtalkaSsets: eas meee er eer ee Eee ee rec oe $762,750 
AGCOUNTS!PaVablOsw re tee weer ey actu ern = $ 60,800 
Notes payable—due in 2013 ................. 132,000 
GOMIMONESTO Caer haere re ne nr ae nee 120,000 
Additional paid-in capital.................... 83,000 
Retalmeckea niin Sralt2/5i//1 hl meena ae 366,950 

Total liabilities and equities ................. $762,750 


Simbel 

Company 
£E 146,000 
297,000 
== 

== 
455,000 

£E 898,000 


£E 54,000 
140,000 
240,000 
150,000 
314,000 


£E 898,000 


Additional Information 


e During 2010, the first year of joint operation, Simbel reported income of £E 163,000 earned evenly 
throughout the year. Simbel paid a dividend of £E 30,000 to Cayce on June 1 of that year. Simbel also 
paid the 2011 dividend on June 1. 

¢ On December 9, 2011, Simbel classified a £E 10,000 expenditure as a rent expense, although this 
payment related to prepayment of rent for the first few months of 2012. 

° The exchange rates for 1 £E are as follows: 


JETRUEIN APOC) oe ee nice acca raw outa al ace apeeen $0.300 
URC (R20; O Meese nae er ree iene ae te Rerice eee 0.290 
Weighted average rate for 2010 ................ 0.288 
DECEMbe resin? Oil Osea re ees en eee eer ee es 0.280 
Ue aie? Only eat eretet ne tea everett acncen ic tee Letra 0.275 
Octoberdle2 Olea ee. oe cea ea ree a hae 0.273 
Weighted average rate for 2011 ................ 0.274 
Decembersiie2 Oi! eee es ete cers eas tee 0.270 


Translate Simbel’s 2011 financial statements into U.S. dollars and prepare a consolidation worksheet 
for Cayce and its Egyptian subsidiary. Assume that the Egyptian pound is the subsidiary’s functional 
currency. 
36. Diekmann Company, a U.S.-based company, acquired a 100 percent interest in Rakona A.S. in the 
Czech Republic on January 1, 2010, when the exchange rate for the Czech koruna (Kés) was $0.05. 
eXcel Rakona’s financial statements as of December 31, 2011, two years later, follow: 


Balance Sheet 
December 31, 2011 


Assets 
ashe eee Si eo SEES Boa e ee Eni Kés 2,000,000 
Accounts receivable (net) .................... 3,300,000 
IMVEMILO Yer ea apse dn eee reer eet one ene Coe Go 8,500,000 
OUUMEM saad sbaea Sones gonsoaeneudesne 25,000,000 
Less: Accumulated depreciation ............... (8,500,000) 
BUlilGling geomet erm eoutee a mente onan net ae cate see ea em 72,000,000 
Less: Accumulated depreciation ............... (30,300,000) 
[EITC eater gree meee ee a heen He antares aiaeer co 6,000,000 
WOtalkassetsredys eer nea hes lee Laren era ce Kés 78,000,000 


Liabilities and Stockholders’ Equity 
ACCOUNTS: DayVablena-cenane a restates aera Kés 2,500,000 


HOSANNA songasaavnneccnouaaeundaoes 50,000,000 
GOmMmonistock ewes ere ee ea eee 5,000,000 
Additional paid-in capital .................... 15,000,000 
Retalmecke anil] Sime reas: sees mena earner arena 5,500,000 


Total liabilities and stockholders’ equity ........ Kés_ 78,000,000 


482 Chapter 10 


Income Statement 
For Year Ending December 31, 2011 


SalGSiieae es err bres renee lg Mr ee cnt age On piri ea nan Kés 25,000,000 
COS CH GOCE Solel oascncasaoabauacoangannne (12,000,000) 
Depreciation expense—equipment ............. (2,500,000) 
Depreciation expense—building ............... (1,800,000) 
Research and development expense ............ (1,200,000) 
Other expenses (including taxes) ............... (1,000,000) 
INGTHIMGO RING tee eee eee ch eee re re Kés 6,500,000 
Plus: Retained earnings, 1/1/11 ................ 500,000 
Less? Divine, 201] sa nndsandewanewsadeonoce (1,500,000) 

Retained earnings, 12/31/11 ................ Kés 5,500,000 


Additional Information 


¢ The January 1, 2011, beginning inventory of Kés 6,000,000 was acquired on December 18, 2010, 
when the exchange rate was $0.043. Purchases of inventory were acquired uniformly during 2011. 
The December 31, 2011, ending inventory of Kés 8,500,000 was acquired in the latter part of 2011 
when the exchange rate was $0.032. All fixed assets were on the books when the subsidiary was ac- 
quired except for Kés 5,000,000 of equipment acquired on January 3, 2011, when the exchange rate 
was $0.036, and Kés 12,000,000 in buildings acquired on March 5, 2011, when the exchange rate was 
$0.034. Straight-line depreciation is 10 years for equipment and 40 years for buildings. A full year’s 
depreciation is taken in the year of acquisition. 

¢ Dividends were declared and paid on December 15, 2011, when the exchange rate was $0.031. 

* Other exchange rates for 1 Kés follow: 


amUanyallee2 Oil Weemeccutee re ron eacr eee eter ete $0.040 
AVeTaGe 22 Oiliiligar mercy cess ary aeyn ey Aerie era arena 0.035 
Becemberesilee? Oilelepascr rene ent renee erie re 0.030 


Part I. Translate the Czech koruna financial statements at December 31, 2011, in the following three 
situations: 

a. The Czech koruna is the functional currency. The December 31, 2010, U.S. dollar—translated bal- 
ance sheet reported retained earnings of $22,500. The December 31, 2010, cumulative transla- 
tion adjustment was negative $202,500 (debit balance). 

b. The U.S. dollar is the functional currency. The December 31, 2010, Retained Earnings account 
in US. dollars (including a 2010 remeasurement gain) that appeared in Rakona’s remeasured 
financial statements was $353,000. 

c. The US. dollar is the functional currency. Rakona has no long-term debt. Instead, it has common 
stock of Kés 20,000,000 and additional paid-in capital of Kés 50,000,000. The December 31, 
2010, U.S. dollar—translated balance sheet reported a negative balance in retained earnings of 
$147,000 (including a 2010 remeasurement loss). 


Part II. Explain the positive or negative sign of the translation adjustment in Part I(a) and explain why 
a remeasurement gain or loss exists in Parts I(b) and I(c). 


Develop Your 
Skills 


RESEARCH CASE 1—FOREIGN CURRENCY TRANSLATION 
AND HEDGING ACTIVITIES 


CPA Many companies make annual reports available on their corporate Internet home page. Annual re- 
skills ports also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, 
search for 10-K). 
Access the most recent annual report for a U.S.-based multinational company with which you are 
familiar. 
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Required 

a. Identify the location(s) in the annual report that provides disclosures related to the translation of for- 
eign currency financial statements and foreign currency hedging. 

b. Determine whether the company’s foreign operations have a predominant functional currency. 


c. Determine the amount of remeasurement gain or loss, if any, reported in net income in each of the 
three most recent years. 

d. Determine the amount of translation adjustment, if any, reported in other comprehensive income in 
each of the three most recent years. Explain the sign (positive or negative) of the translation adjust- 
ment in each of the three most recent years. 


e. Determine whether the company hedges net investments in foreign operations. If so, determine the 
type(s) of hedging instrument used. 


RESEARCH CASE 2—FOREIGN CURRENCY TRANSLATION DISCLOSURES 
IN THE COMPUTER INDUSTRY 


Ore 


Many companies make annual reports available on their corporate Internet home page. Annual re- 
ports also can be accessed through the SEC’s EDGAR system at www.sec.gov (under Filing Type, 
search for 10-K). 

Access the most recent annual report for the following U.S.-based multinational corporations: 
International Business Machines Corporation. 
Dell Computer Company. 


Required 


a. Identify the location(s) in the annual report that provide disclosures related to foreign currency trans- 
lation and foreign currency hedging. 

b. Determine whether the company’s foreign operations have a predominant functional currency. Dis- 
cuss the implication this has for the comparability of financial statements of the two companies. 

c. Determine the amount of translation adjustment, if any, reported in other comprehensive income in 
each of the three most recent years. Explain the sign (positive or negative) of the translation adjust- 
ment in each of the three most recent years. Compare the relative magnitude of these translation ad- 
justments for the two companies. 


d. Determine whether each company hedges the net investment in foreign operations. If so, determine 
the type(s) of hedging instrument used. 

e. Prepare a brief report comparing and contrasting the foreign currency translation and foreign cur- 
rency hedging policies of these two companies. 


ACCOUNTING STANDARDS CASE 1—MORE THAN ONE 
FUNCTIONAL CURRENCY 


Ore 


Lynch Corporation has a wholly owned subsidiary in Mexico (Lynmex) with two distinct and unrelated 
lines of business. Lynmex’s Small Appliance Division manufactures small household appliances such as 
toasters and coffeemakers at a factory in Monterrey, Nuevo Leon, and sells them directly to retailers such 
as Gigantes throughout Mexico. Lynmex’s Electronics Division imports finished products produced by 
Lynch Corporation in the United States and sells them to a network of distributors operating throughout 
Mexico. 

Lynch’s CFO believes that the two divisions have different functional currencies. The functional cur- 
rency of the Small Appliance division is the Mexican peso, whereas the functional currency of the Elec- 
tronics Division is the U.S. dollar. The CFO is unsure whether to designate the Mexican peso or the U.S. 
dollar as Lynmex’s functional currency, or whether the subsidiary can be treated as two separate foreign 
operations with different functional currencies. 


Required 


Search current U.S. authoritative accounting literature to determine how the functional currency should 
be determined for a foreign entity that has more than one distinct and separable operation. Identify the 
source of guidance for answering this question. 
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ACCOUNTING STANDARDS CASE 2—CHANGE IN FUNCTIONAL CURRENCY 


CP "A Hughes Inc. has a wholly owned subsidiary in Canada that previously had been determined as having the 
skills Canadian dollar as its functional currency. Due to a recent restructuring, Hughes Inc.’s CFO believes that 
the functional currency of the Canadian company has changed to the U.S. dollar. A large cumulative 
translation adjustment related to the Canadian subsidiary is included in Accumulated Other Compre- 
hensive Income on Hughes Inc.’s balance sheet. The CFO is unsure whether the cumulative translation 
adjustment should be removed from equity, and if so, to what other account it should be transferred. He 
also questions whether the change in functional currency qualifies as a change in accounting principle, 
which would require retrospective application of the temporal method in translating the Canadian sub- 
sidiary’s financial statements. He wonders, for example, whether the Canadian subsidiary’s nonmonetary 
assets need to be restated as if the temporal method had been applied in previous years. 


Required 


Search current U.S. authoritative accounting literature for guidance on how to handle a change in func- 
tional currency from a foreign currency to the U.S. dollar. Summarize that guidance to answer the CFO’s 
questions. Identify the source of guidance for answering these questions. 


ANALYSIS CASE—BELLSOUTH CORPORATION 


CPA BellSouth Corporation invested in two wireless communications operations in Brazil in the mid-1990s 
Skills that it accounted for under the equity method. The following note is taken from BellSouth Corporation’s 
interim report for the quarter ended March 31, 1999: 


Note E—Devaluation of Brazilian Currency 


We hold equity interests in two wireless communications operations in Brazil. During January 
1999, the government of Brazil allowed its currency to trade freely against other currencies. As a 
result, the Brazilian Real experienced a devaluation against the U.S. Dollar. The devaluation 
resulted in the entities recording exchange losses related to their net U.S. Dollar-denominated 
liabilities. Our share of the foreign exchange rate losses for the first quarter was $280. 
These exchange losses are subject to further upward or downward adjustment based on 
fluctuations in the exchange rates between the U.S. Dollar and the Brazilian Real. 


In a press release announcing first quarter 1999 results, BellSouth Corporation provided the following 
information (on its Web site): 


BellSouth Corporation (NYSE: BLS) reported a 15 percent increase in first quarter earnings 
per share (EPS) before special items. EPS was 46 cents before a noncash expense of 14 cents 
related to Brazil's currency devaluation. 


BELLSOUTH CORPORATION: 
Normalized Earnings Summary ($ in millions, except per share amounts) 


(unaudited) 
Quarter Ended 
3/31/99 3/31/98 % Change 
IRtejoro}avexo| NISIENIMCOMNE otan aeccmcnr ce enone can ade nseans $615 $892 (31.1%) 
FOreIGMAGUnreMey:lOSSi(a) Mew eeeere sear nsenn een ears ees 280 — 
Gain on sale of ITT World Directories (b) ................ — (96) 
Nrovdnneliz4etol (Net Ineo coceaaccneneoebonsadednaacqend $895 $796 12.4% 
Quarter Ended 
3/31/99 3/31/98 % Change 
Reported Diluted Earnings per Share..................-.-. $0.32 $0.45 (28.9%) 
FOCI GUIMEINEY IOSS (EG) oscenceneooueoonmonngenucoaae 0.14 — 
Gain on sale of ITT World Directories (b) ................ —_— (0.05) 
Normalized Diluted Earnings per Share .................-. $0.46 $0.40 15.0% 


(a) Represents our share of foreign currency losses recorded during first quarter 1999 as a result of the devaluation of the Brazilian 
Real during January 1999. 


(b) Represents the after-tax gain associated with additional proceeds received in first quarter 1998 on the July 1997 sale of ITT World 
Directories. 
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Required 

Based on the disclosure provided by BellSouth Corporation presented here, answer these questions: 

a. Why did the company report a foreign currency loss as a result of the devaluation of the Brazilian real? 

b. What does the company mean when it states, “These exchange losses are subject to further upward or 
downward adjustment based on fluctuations in the exchange rates between the U.S. Dollar and the 
Brazilian Real”? 

c. What is the company’s objective in reporting Normalized Net Income? 


d. Do you agree with the company’s assessment that it had a 15 percent increase in first-quarter earn- 
ings per share? 


EXCEL CASE—TRANSLATING FOREIGN CURRENCY FINANCIAL STATEMENTS 


CPA Charles Edward Company established a subsidiary in a foreign country on January 1, 2011, by investing FC 

skills 3,200,000 when the exchange rate was $0.50/FC. Charles Edward negotiated a bank loan of FC 3,000,000 on 
January 5, 2011, and purchased plant and equipment in the amount of FC 6,000,000 on January 8, 2011. It 
depreciated plant and equipment on a straight-line basis over a 10-year useful life. It purchased its beginning 
inventory of FC 1,000,000 on January 10, 2011, and acquired additional inventory of FC 4,000,000 at three 
points in time during the year at an average exchange rate of $0.43/FC. It uses the first-in, first-out (FIFO) 
method to determine cost of goods sold. Additional exchange rates per FC 1 during the year 2011 follow: 


Jemvany 13, 2001) a ascncceocde es $0.50 
PN eliclolo AO Soe ee eG ao ee ee 0.45 
DaCaMMoer st, ANN canessavenceus 0.38 


The foreign subsidiary’s income statement for 2011 and balance sheet at December 31, 2011, follow: 


INCOME STATEMENT 
For the Year Ended December 31, 2011 
FC (in thousands) 


Sal OSee ee rea eee ere ty tne On a eae ee ey a rea FC 5,000 
Gostiohgoods:solditermeca teatime eea rete 3,000 
GROSSHDLOTi terete were eae eee Rie eee Were een 2,000 
SEIINGIEXDEMSE earsee weer sean oe eacee as eon Rese re 400 
Depheciation:expensesne messes rye ener ce 600 
l[nvevoy nnts}loXetfol@sitsbs oi hos ab ag Bee oe oem ae Oa 1,000 
INGOMOaAXCS aie aes eter etme e re erat te even pean moyenne 300 
NFSEinGolantsy esas ee ea eae Sa ee eee a ne 700 
Reielinletel eho, WW enact ennconaandeensecceepan -0- 

Neieiineel Caimi, WISWN .acccaceanssenasnccanes aC 700) 


BALANCE SHEET 
At December 31, 2011 
FC (in thousands) 


GSH ie areca at 8 Bato UE Pe age Stas Re a SN Ne FC 1,000 
[aN {=] GMO) A oetee aren ciel erates Sha tateteien ky aeenenietee enn ea taeee Seas 2,000 
FIXCCHASSC LSS se enee rom eres Mena) ne Rename ete ae oa) e Re nee 6,000 
Less: Accumulated depreciation ..............-....... (600) 

NTO talRASSE ES ee or meee eae oan te ea eesti FC 8,400 
Guinremtaliabbilittesteecterye eae ee ree ee ene FC 1,500 
tong tennmidebtw ren. ccrey rea seceein ten en erect, 3,000 
Gontributedicapitaleersrt rar: ter hares ran ere 3,200 
RetainediearningSwacc ces ste continent ee ete ere 700 

Total liabilities and stockholders’ equity............... FC 8,400 


As the controller for Charles Edward Company, you have evaluated the characteristics of the foreign sub- 
sidiary to determine that the FC is the subsidiary’s functional currency. 
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Required 


a. Use an electronic spreadsheet to translate the foreign subsidiary’s FC financial statements into U.S. 
dollars at December 31, 2011, in accordance with U.S. GAAP. Insert a row in the spreadsheet after 
retained earnings and before total liabilities and stockholders’ equity for the cumulative translation 
adjustment. Calculate the translation adjustment separately to verify the amount obtained as a bal- 
ancing figure in the translation worksheet. 

b. Use an electronic spreadsheet to remeasure the foreign subsidiary’s FC financial statements in U.S. 
dollars at December 31, 2011, assuming that the U.S. dollar is the subsidiary’s functional currency. 
Insert a row in the spreadsheet after depreciation expense and before income before taxes for the 
remeasurement gain (loss). 

c. Prepare a report for James Edward, CEO of Charles Edward, summarizing the differences that will be 
reported in the company’s 2011 consolidated financial statements because the FC, rather than the U.S. 
dollar, is the foreign subsidiary’s functional currency. In your report, discuss the relationship between 
the current ratio, the debt-to-equity ratio, and profit margin calculated from the FC financial state- 
ments and from the translated U.S. dollar financial statements. Also discuss the meaning of the trans- 
lated U.S. dollar amounts for inventory and for fixed assets. 


EXCEL AND ANALYSIS CASE—PARKER, INC., AND SUFFOLK PLC 


CPA On January 1, 2010, Parker, Inc., a U.S.-based firm, acquired 100 percent of Suffolk PLC located in 
Great Britain for consideration paid of 52,000,000 British pounds (£), which was equal to fair value. The 
excess of fair value over book value is attributable to land (part of property, plant, and equipment) and is 
not subject to depreciation. Parker accounts for its investment in Suffolk at cost. On January 1, 2010, 
Suffolk reported the following balance sheet: 


CaS hte ta ate ae age Mea rater £ 2,000,000 Accounts payable ........ £ 1,000,000 
Accounts receivable ......... 3,000,000 Long-term debt .......... 8,000,000 
MANO scab sadetaacapar 14,000,000 Gommonstoce 2...) 5: 44,000,000 
Property, plant, and Retained earnings......... 6,000,000 

equipment (tsi) Meuperereeearreer eee 40,000,000 £59 000.000 


£ 59,000,000 


Suffolk’s 2010 income was recorded at £2,000,000. It declared and paid no dividends in 2010. 
On December 31, 2011, two years after the date of acquisition, Suffolk submitted the following trial 
balance to Parker for consolidation: 


GSM ier tree Noah Mouths, Saas caps euler ete £ 1,500,000 
(NEOUS INACAWADS 5s o5 56 bes hoe uusweus 5,200,000 
LSNYETAIUO] AY oitakctaes eum eean ceecHier eaterarem: ra oieasanoenee eee 18,000,000 
Property, Plant, and Equipment (net) ......... 36,000,000 
ACCOUNTS! PaVableg- wean nears ce uaa a eens (1,450,000) 
Longslennim: Deb tare pa. tay tee ee (5,000,000) 
(Cojannnon SUGGS “ns asaaaaedaasucecbau aeons (44,000,000) 
Retained Earnings (1/1/11) ................. (8,000,000) 
SALES RR ate rere era alee ee Leen Leg yee cee Ra CaN (28,000,000) 
Cost Gi Gowols Soll} 2. .2s0500ceadeeuaenouc 16,000,000 
Beech) conadonasanesaeaeaoqbiudee dd 2,000,000 
@iMemEXOEMSeS aie treme ee eae rene ee 6,000,000 
Diicletnvels PeticlhGWSIOAN) occ cc cen c essen seour 1,750,000 

_0- 


Other than paying dividends, no intra-entity transactions occurred between the two companies. Relevant 
exchange rates for the British pound follow: 


January 1 January 30 Average December 31 


2010 $1.60 $1.61 $1.62 $1.64 
2011 1.64 1.65 1.66 1.68 
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The December 31, 2011, financial statements (before consolidation with Suffolk) follow. Dividend in- 
come is the U.S. dollar amount of dividends received from Suffolk translated at the $1.65/£ exchange rate 
at January 30, 2011. The amounts listed for dividend income and all affected accounts (i.e., net income, 
December 31 retained earnings, and cash) reflect the $1.65/£ exchange rate at January 30, 2011. Credit 
balances are in parentheses. 


Parker 

Sales eesti ga chy heer nN cae ny eben $ (70,000,000) 
(OSLO? GOOCE Solel ccscacnusnenecues 34,000,000 
DEMON ccantoaednoesacsaveane 20,000,000 
OWNS OMOEMMISES coaccsgotorscdanaeds 6,000,000 
DYWNAKCIENANG] WAGONS sac chan ence usnnnnee (2,887,500) 

N@bINGORNGe Hesse a ee ee ee $ (12,887,500) 
Retained earnings, 1/1/11 ............ $ (48,000,000) 
Niet fimo, ZOU ananccnsccnssansvs (12,887,500) 
Diviclanels, WHOM acosnescaeaavnnaa 4,500,000 

Retained earnings, 12/31/11 ........ $ (56,387,500) 
GaSe ern eee ee ite. COM Aaa Re $ 3,687,500 
Accounts receivable ................ 10,000,000 
aN ELMO) AY conetescncs. ateteualauy nbatorm: eeciaaa ance 30,000,000 
Investment in Suffolk ............... 83,200,000 
Plant and equipment (net)............ 105,000,000 
/NECOWIMS OANEINE occ eouasoedaaduee (25,500,000) 
LOGAN CEO oscccannadsdasaspane (50,000,000) 
(COMMING SOS Su nde sade bn anoenoe (100,000,000) 

Retained earnings, 12/31/11 ........ (56,387,500) 


=O 


Parker’s chief financial officer (CFO) wishes to determine the effect that a change in the value of the 
British pound would have on consolidated net income and consolidated stockholders’ equity. To help as- 
sess the foreign currency exposure associated with the investment in Suffolk, the CFO requests assis- 
tance in comparing consolidated results under actual exchange rate fluctuations with results that would 
have occurred had the dollar value of the pound remained constant or declined during the first two years 
of Parker’s ownership. 


Required 
Use an electronic spreadsheet to complete the following four parts: 
Part I. Given the relevant exchange rates presented, 


a. Translate Suffolk’s December 31, 2011, trial balance from British pounds to U.S. dollars. The British 
pound is Suffolk’s functional currency. 

b. Prepare a schedule that details the change in Suffolk’s cumulative translation adjustment (beginning 
net assets, income, dividends, etc.) for 2010 and 2011. 

c. Prepare the December 31, 2011, consolidation worksheet for Parker and Suffolk. 


d. Prepare the 2011 consolidated income statement and the December 31, 2011, consolidated bal- 
ance sheet. 


Note: Worksheets should possess the following qualities: 


¢ Each spreadsheet should be programmed so that all relevant amounts adjust appropriately when 
different values of exchange rates (subsequent to January 1, 2010) are entered into it. 

¢ Be sure to program Parker’s dividend income, cash, and retained earnings to reflect the dollar 
value of alternative January 30, 2011, exchange rates. 


Part II. Repeat tasks (a), (b), (c), and (d) from Part I to determine consolidated net income and consol- 
idated stockholders’ equity if the exchange rate had remained at $1.60/£ over the period 2010 to 2011. 
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Part III. Repeat tasks (a), (5), (c), and (d) from Part I to determine consolidated net income and consol- 
idated stockholders’ equity if the following exchange rates had existed: 


January 1 January 30 Average December 31 
2010 $1.60 $1.59 $1.58 $1.56 
2011 1.56 1.55 1.54 1.52 


Part IV. Prepare a report that provides Parker’s CFO the risk assessments requested. Focus on prof- 
itability, cash flow, and the debt-to-equity ratio. 


Please visit the text Web site for the online CPA Simulation 


Situation: Texas Corporation, located in San Antonio, has transactions both in the United States and in 
Mexico although the U.S. dollar is its functional currency. In addition, Texas has a wholly owned sub- 
sidiary (Mexico, Inc.) located in Mexico. Consolidated financial statements are being prepared for Year 1. 
The currency exchange rates are as follows for the current year (Year 1): 

e January 1, Year 1: 1 peso equals $0.088. 

e Average for Year 1: 1 peso equals $0.090. 

¢ November 1, Year 1: 1 peso equals $0.092. 

¢ December 1, Year 1: 1 peso equals $0.094. 

¢ December 31, Year 1: 1 peso equals $0.095. 

e January 31, Year 2: 1 peso equals $0.098. 


Topics to be covered in simulation: 


e Remeasurement process. 

e Translation process. 

¢ Foreign currency balances—impact on net income. 

¢ Foreign currency balances—impact on comprehensive income. 
¢ Translation adjustment. 

¢ Functional currency. 

e Forward exchange contracts as a cash flow hedge. 

¢ Forward exchange contracts as a fair value hedge. 


Worldwide 
Accounting 
Diversity and 


International 
Standards 


Considerable differences exist across countries with respect to how fi- 
nancial statements are prepared and presented. As discussed in Chapter 3, 
for example, goodwill is an asset subject to annual impairment testing 
in the United States; however, in Brazil, goodwill is amortized over a 
maximum period of 10 years. Research and development costs are ex- 
pensed as incurred in the United States, but development costs must be 
recognized as an asset in European Union countries when certain criteria 
are met. Numerous other differences exist across countries. In its 2008 
annual report, the Brazilian telecommunications company TIM Partici- 
pagoes S.A. listed 12 significant differences between Brazilian and U.S. 
GAAP.' If TIM had used U.S. accounting rules, its 2008 net income would 
have been 16 percent lower than the amount actually reported under 
Brazilian GAAP. Russian telecommunications company Rostelecom re- 
ported its 2008 net income under Russian Accounting Standards to be 
7,072.0 million rubles; under International Financial Reporting Standards, 
the company reported net income of 12,182.0 million rubles, a difference 
of 72 percent. These examples show that diversity in accounting princi- 
ples across countries can have a significant impact on the amounts re- 
ported in financial statements. The first part of this chapter presents 
additional evidence of accounting diversity, explores the reasons for that 
diversity, and describes problems caused by accounting diversity. 

Efforts have been underway for over three decades to reduce the diver- 
sity that exists in financial reporting across countries. The most important 
of these efforts has been the work that was begun by the International Ac- 
counting Standards Committee (IASC) and continues with the International 
Accounting Standards Board (IASB) to develop International Financial 
Reporting Standards (IFRS). Today, publicly traded companies in more than 


' These differences related to accounting issues such as depreciation on revalued assets, 
capitalization of interest, preoperating costs, provision for pensions, and goodwill 
amortization. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Explain the major factors 
influencing the interna- 
tional development of 
accounting systems. 


LO2 Understand the problems 
created by differences in 
accounting standards 
across countries and the 
reasons to develop a set 
of internationally accepted 
accounting standards. 


LO3 List the authoritative pro- 
nouncements that consti- 
tute International Financial 
Reporting Standards (IFRS). 


LO4 Describe the ways and the 
extent to which IFRS are 
used around the world. 


LO5 Describe the FASB-IASB 
convergence process and 
the SEC's IFRS Roadmap. 


LO6 ~~ Recognize acceptable ac- 
counting treatments under 
IFRS and identify key differ- 
ences between IFRS and 
U.S. GAAP. 


LO7 Determine the impact 
that specific differences 
between IFRS and U.S. 
GAAP have on the mea- 
surement of income and 
stockholders’ equity. 
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100 countries around the world are using IFRS to prepare consolidated financial statements. 
The second part of this chapter describes the process of international convergence of finan- 
cial reporting, focusing on the work of the IASB and current efforts to converge U.S. GAAP 
with IFRS. 


EVIDENCE OF ACCOUNTING DIVERSITY 


EXHIBIT 11.1 
Jardine Matheson 2008 
Balance Sheet 


Exhibit 11.1 presents the 2008 consolidated balance sheet for Jardine Matheson, a diversified 
company incorporated in Bermuda with significant holdings in Asia. Jardine Matheson is one 
of the thousands of companies around the world that prepares its financial statements in ac- 
cordance with IFRS. A quick examination of this statement reveals several format and termi- 
nology differences compared with what is usually found in the balance sheets of U.S.-based 
companies. The company classifies assets as current and noncurrent but lists them in reverse 


Consolidated Balance Sheet at 31st December 2008 


2008 2007 
Note (US$m) (US$m) 


Assets 
Intangiblesassetsi 5 acm Seen atc ace ere ee tic rary cee 11 1,979 1,890 
langiblexassetsanamate secre neater tun tenn unsere hearer 12 3,310 3,149 
INVESTIME ME PLOPEM CS ears -eertee ct Pani eases cerry ea rears eae 13 352 355) 
PlatitationSscges- were ye ten Se cee rel aun yen mie agen Sh aeenar et 14 353 515 
/NASO\G WES ZINOl NOMA MENUS coocacceaseuscodensnvansnede 15 7,807 7,964 
@chenlnvestimemtsire-n wae mer ean aye Taree eset 16 583 HD), 
Nomeunrentdebtonse sesescte eee ee ete moneys onan or rayne 17 1,037 1,002 
Deteneditaxtassets: 2.0 serau cine or career v omtrannsaen cerns 18 101 114 
RensiomeaSSetSo mage era ea era eer ete Awana eth terre rytn ree 19 28 215 
MO MCLINMENICaSSetS aes ntact erences een cece ee eles 15,550 15,925 
SHiole S ceinyol WOM IM (OKOLSUSSS cn oonsoodusgaucadananscegnede 20 1,960 1,610 
CGIUVITRST MCC Helo} Kol nts ea ace eens: a cerns ceri Gores Hpi eka eeamevern 7 2,188 2g 
GUI FEM ESI ES EITC ES pee erecta ae te eu ee cat ares arene eo 16 4 2| 
GUNGeMtitaXtaSSCUS arrere eter cin pesree ene ter nese eter ie oe mere ener ena 80 154 
Bank balances and other liquid funds ....................-. Z| 
—nonfinancial services companies ................0-000200 2,065 1,966 
Sjilnelmelall SeINESS ColneEWES aoaseceoaseacdescsaungseccen 183 167 
2,248 DASE 
6,480 6,240 
Noncurrent assets classified as held for sale.................. 22 68 48 
GUNKEN TASSELS ereeaer see en eee ene ernest ERE eee 6,548 6,288 
Ota aS SOUS aera ete eee ee peneny oe bee eet oren ec Ciay MURA oR cut eves Seer ceee 22,098 DR @\\3} 
Equity 
S Marelca Ditalllee errr tek everett ree ues eee At arena ae eR 23 156 155 
Share premium and capital reserves ..............-----000- 25) 37 25 
Revenue and other reserves ....... 0.0.00 0 cece ee eee eee 26 9,076 9,266 
(ON W(aSInV TC nell [he ea treacsienayera alsin aint n ene a aiehEha ta Hime Rin clnTS ere 28 (1,021) (956) 
SJaletesinvolelaey UNOS see aon ater wales yeh ee eee eee oh 8,248 8,490 
MimOnitydlmtenestser. covery veneer eter ein eee cecum uruene 29 5,300 5,208 


floitalhe ci Ci ty arene este arene ments ee meee a ree ree en eres rn ee 13,548 13,698 


EXHIBIT 11.1 
Concluded 
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2008 2007 
Note  (US$m) (US$m) 
Liabilities 
[Lovano vein NOUONMINGS: sccceoe doce eon docgecneusnauoss en 30 
—nonfinancial services companies ............ 00.0000 ee eae 2,039 2,037 
=i lM eINieaS @olnnSENMES «ca sacaaecesseooeaasensaaas 563 616 
2,602 21653 
Detenreditaxliabilitiesmerr seem ct srrnee cisey oe ena arent es 18 456 599 
Rensioniliabilitiessenan mararieenei a cectere tiation arrestee Seueetaeas 19 142 126 
Noneunnemtcreditorsasam mr scr terior ees ae een 31 140 67 
NICU OROMISIONS acco nese decamenndpenecnnuabavenn ss 52 57 42 
NonetinrentiliabiliticSeeyermen tees coer erie a cesses 3,397 3,487 
GUInKeMteGhec ILOnspemmeneece sea re eae Reanim re meee ert eee 3) 3,493 3337/5 
(GUIREMEDORTOWINGSs yee tere cere cet eee ope erent oe suereaas 30 
—nonfinancial services companies ............-..-00220000- 571 547 
= rimamcla lSenviGesiGOm Pal CSwemie iret eyes ise teense 798 806 
1,369 |, 353 
Gunnenttarsliabilities sensey-eeac cera cen cece corre ar renee een 236 230 
GUmenE PLOVISIONS seer te esis nis aan ret eeere reer eietaen 32 55 68 
5,153 5,026 
Liabilities directly associated with noncurrent assets 
classitiedtasanelcaiorgsal Ciwaenea rset enn i nent tenr emer eure mena 22 _ 2 
Glinnentsliabiliticseteeane wera py eer er er en rere: 5,153 5,028 
TotallliabilitieSwacssocecces ee reer net oer eee en emma 8,550 8515 
Teil So UNNT EINE EVM no poco on eoaneeenobanaencomndor 22,098 22,213 


order of liquidity starting with intangibles. Likewise, it lists long-term liabilities before cur- 
rent liabilities, both of which are reported below shareholders’ equity. 

Fixed assets are referred to as tangible assets, receivables are called debtors, and inventories 
are reported as stocks and work in progress. Cash and cash equivalents are called bank balances 
and other liquid funds. Accounts payable are referred to as creditors, and provisions, found in 
both noncurrent and current liabilities, are estimated obligations related to things such as war- 
ranties and restructuring plans. Share capital reflects the par value of common stock and share 
premium shows the paid-in capital in excess of par value. Retained earnings are not reported 
separately but are included in revenue and other reserves. One of the other reserves is related 
to the revaluation of assets, which is an unacceptable practice in the United States. Treasury 
stock is aptly called own shares held. 

Exhibit 11.2 presents the 2008 consolidated income statement for the Dutch company 
Heineken N.V,, the producer of one of the most popular brands of beer in the world. Heineken 
also uses IFRS in preparing its consolidated financial statements. Inspection of this statement 
reveals a significant difference in format compared with the format normally found in the 
United States. U.S. companies typically report operating expenses on the income statement ac- 
cording to their function, as follows: 


Sales 

Less: Cost of goods sold 
Equals: Gross profit 

Less: Selling costs 

Less: Administrative costs 
Equals: Operating profit 


This format combines manufacturing costs (materials and supplies, labor costs, and over- 
head) and reports them as cost of goods sold. Selling costs and administrative costs (which 
also consist of supplies, labor costs, and overhead) are reported separately from cost of goods 
sold. Gross profit is reported as the difference between sales and cost of goods sold. 
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EXHIBIT 11.2 
Heineken N.V. 2008 
Income Statement 


Consolidated Income Statement 
For The Year Ended 31 December 2008 


2007 
(In millions of EUR) Note 2008 Restated* 
ROVenue aia e eas cere nancienen yeasts sae aeenias i 5 14,319 11,245 
OtneniINCOMeH arn oe er ee es Sees eye 8 32 28 
Raw materials, consumables and services ............ 9 9,548 7,320 
Personmellexpensesi aaamrercr runner i euartcrwen eee 10 2,415 1,951 
Amortisation, depreciation and impairments .......... Vil 1,206 638 
Totaliexpenses) 23). 2 oon s bees ce ee 13,169 9,909 
Results from operating activities ................ 1,182 1,364 
IMterestiincOMmer sy wena rent sar een tee ee eae 2. 91 64 
IntereSteXDeNSeSuma sar wepsey eran nce rte renee 2 (469) G55) 
Other net finance expenses ........... 00.0000 eee 2 (107) (4) 
Net finance expenses .....................-... (485) (95) 
Share of profit of associates and joint ventures and 
impairments thereof (net of income tax) ............. 6 (102) 54 
Profit before income tax ....................... 595 1,323 
ImcOmeitaxtexPenSeSe eis igen center ns oes 3 (248) (394) 
Profitern ten eee re 347 929 
Attributable to: 
Equity holders of the Company (net profit) ........... 22 209 807 
Minonitylimterestaeseta sess eeunace cru mr ee eae 22 138 122 
Profiteers ors apis: cme eee ele 347 929 
Weighted average number of shares—basic .......... 23} 488,930,340 489,353,315 
Weighted average number of shares—diluted......... 23} 489,974,594 489,974,594 
Basicieanmimgs: peles ina tex) imeem es eres ene ere eee 23 0.43 1.65 
Diluted earnings per share (€)................--0-- 23 0.43 1.65 


*Refer to change in accounting policies as described in note 3(b). 


Heineken does not report operating expenses on the basis of their function but on the basis 
of their nature. Materials costs are reported as raw material, consumables and services, labor 
costs are reported as personnel expenses, and overhead is reported in these line items as well 
as in amortization, depreciation, and impairments. Each of these line items includes amounts 
that cut across functional areas. Personnel expenses, for example, includes the wages, salaries, 
and benefits paid to employees involved in manufacturing, selling, and administration. As 
a result, cost of goods sold is not reported as a separate amount and therefore gross profit 
cannot be calculated. The nature of expenses format used by Heineken in preparing its income 
statement is the format traditionally used in continental European countries. Today, however, 
it is common to find companies in the Netherlands, Germany, and other European countries 
using the function of expenses (or cost of sales) format familiar in the United States. 

The examples of accounting diversity demonstrated thus far relate to differences in termi- 
nology and presentation in the financial statements. However, as alluded to in the first para- 
graph of this chapter, differences also exist across countries with regard to the recognition and 
measurement principles followed in determining the amounts reported on financial statements. 

Foreign companies whose stock is listed on a U.S. stock exchange are required to be regis- 
tered and file financial statements with the U.S. Securities and Exchange Commission (SEC). 
Foreign registrants must file their annual report with the SEC on Form 20-F. The financial 
statements included in Form 20-F may be prepared in accordance with a foreign GAAP, 
but the SEC requires income and stockholders’ equity under foreign GAAP to be reconciled 
to U.S. GAAP? Examination of these reconciliations provides considerable insight into the 


2 As noted later in this chapter, this requirement was removed in 2007 for those foreign registrants using 
IFRS to prepare the financial statements included in Form 20-F. 
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EXHIBIT 11.3 SK Telecom Co., Ltd., 2008 Reconciliation of Net Income to U.S. GAAP 


Year Ended December 31, 


2006 2007 2008 
Netincomeibasedromikoneainy GAA Pires cee nee ear wee ee VE 1,449,552 VM 1,562,265 WE 972,338 
Adjustments: 
Net income attributed to minority interests ...................200005. 1,939 86,611 243,381 
Deferredicharges nce te wesc coca eee een eure ayes ears 2,037 — — 
Gapitallleasesameserr wie ark esa ern ee er aa wrt cee ge oe Sern rer (847) — — 
Loss on impairment of investment securities ..................-000-5. (421) (2,238) 72,532 
Iinttamgiblezasse tsi apemuersare erence iewriry rete nr un nnn ar pooped rener OMe er (260) (4,180) (8,086) 
Reversal of amortization of goodwill and goodwill impairment ........... 128,327 145,772 107,934 
Capitalization on foreign exchange losses and interest expenses related 
tOMtaNGIDIEaSSetS He arcs can ae sree eo aera eel oeedanna See cue ornare 9,266 954 4,356 
Capitalization of interest expenses related to purchases of 
iMmtanGiblerasselsierycures cee ran Gee ncpeseee arate can cee eee iserr ne saeu ame sean 5,272 Beye Beye 
Nonrefundable activation fees... 0... eee (16,139) (50,325) (21,991) 
Stockioptionicompensationiplanh essere ta errr rn aes ena eee (144) — — 
Gonventible:bondsipavablemearusmanencatats sens Sener rear easier 48,118 (19,340) (30,407) 
(CIAL CInICl NMS TENS SEIS) oc neon eocusncnogouneccsanseodeasue (4,056) 8,295 (478,874) 
Sales of stock by the equity method investee.................. 0c eee 7,440 (6,392) — 
Consolidation of variable interest entity..................0002000005- (38) — — 
Convertible notes receivable ... 0... 0. eee 365,751 (412,383) — 
Reclassification of SK C&C investment... .......... 0.0.00 c eee eee — 83,785 47,645 
Retroactive application of equity method of accounting on 
SKB BAIMVES time Iiitecycesh seer cee eee neue ecace teen den) a sate Vanna ana ence gas (2,168) (797) (21,025) 
BINA Ste iiectar rer: ere Wers otaces ry: oye Rettcta o. teere Weta tina y ee ara, Reet sray7o. Reeser crags = (1,320) 2,778 
LEDS GUISE OH MUS (XCONNCIINMG| WENN: os co pee ce cus ussgucawaneseucueat (115,268) 109,368 46,947 
Effectotrchangesilmtaxslawigermen sr ietee tee tenor saei carton meta yw reece nire — — 30,066 
Netiingome:basediomiUlS GAA Rint esters eens ee ee eee VE 1,878,361 M4 1,505,347 VM 1,072,866 
Weighted average number of common shares outstanding................ 73,305,026 72,650,909 72,765,557 
Earnings per share based on U.S. GAAP: 
Basiciearminas:penshareseasncemit creamer ees cose ere seco mneeeeiens ne cern We 25,624 WA 20,720 Ww 14,744 
Diluitedieanningspershaleryars eee nee eee ee er ye ae rence tgs WE 25,207 WA 20,379 WA 14,606 


significant differences that exist in recognition and measurement principles between U.S. 
GAAP and accounting principles in other countries. 

As an example, Exhibit 11.3 presents the reconciliation of net income provided by South 
Korean wireless phone services provider SK Telecom Co, Ltd., in its 2008 Form 20-F. Ad- 
justments are made for 20 differences between Korean and U.S. GAAP. Some of the account- 
ing differences requiring the largest adjustments relate to the accounting for noncontrolling 
interests, amortization of goodwill, convertible notes receivable, impairment of investment 
securities, and currency and interest rate swaps. Note that net income under U.S. GAAP exceeds 
net income under Korean GAAP in 2006 and 2008, but the opposite is true in 2007. The dif- 
ference in net income in 2006 is highly material; SK Telecom’s net income under U.S. GAAP 
that year was 30 percent higher that its net income based on Korean GAAP. 

In addition to providing the reconciliation schedule as shown in Exhibit 11.3, SK Telecom 
also provides notes that explain the accounting differences that underlie each adjustment. For 
example, the company provided the following disclosure related to the adjustment for cur- 
rency and interest rate swap: 


Under Korean GAAP, when all critical terms of the hedging instrument and the hedged item are 
the same, a hedging relationship is considered to be highly effective without formally assessing 
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hedge effectiveness. Under U.S. GAAP, unless conditions to qualify for the shortcut method as 
described in SFAS No. 133, “Accounting for Derivative instruments and Hedging Activities” 
[FASB ASC (Topic 815)], as amended, are met, a formal hedge effectiveness should be assessed 
to qualify for a hedge accounting at inception of the hedge. The Company’s currency and interest 
rate swap, which qualified as a cash flow hedge under Korean GAAP, did not qualify for the 
shortcut method under U.S. GAAP and was recorded as nonhedge. 


Thus, a difference in the rules related to hedge accounting between U.S. and Korean GAAP 
resulted in SK Telecom’s single largest adjustment in 2008. 


REASONS FOR ACCOUNTING DIVERSITY 


LO1 


Explain the major factors 
influencing the international 
development of accounting 
systems. 


Why do differences in financial reporting practices across countries exist? Accounting schol- 
ars have hypothesized numerous influences on a country’s accounting system, including fac- 
tors as varied as the nature of the political system, the stage of economic development, and the 
state of accounting education and research. A survey of the relevant literature identified the 
following five items as commonly accepted factors influencing a country’s financial reporting 
practices: (1) legal system, (2) taxation, (3) financing system, (4) inflation, and (5) political 
and economic ties.* In addition, many believe that national culture has played an important 
role in shaping the nature of a country’s accounting system. 


Legal System 

The two major types of legal systems used around the world are common law and codified 
Roman law. Common law began in England and is found primarily in the English-speaking 
countries of the world. Common law countries rely on a limited amount of statute law inter- 
preted by the courts. Court decisions establish precedents, thereby developing case law that 
supplements the statutes. A system of code law, followed in most non-English-speaking coun- 
tries, originated in the Roman jus civile and was developed further in European universities 
during the Middle Ages. Code law countries tend to have relatively more statute or codified 
law governing a wider range of human activity. 

What does a country’s legal system have to do with accounting? Code law countries gener- 
ally have a corporation law (sometimes called a commercial code or companies act) that es- 
tablishes the basic legal parameters governing business enterprises. Corporation law often 
stipulates which financial statements must be published in accordance with a prescribed for- 
mat. Additional accounting measurement and disclosure rules are included in an accounting 
law that has been debated and passed by the national legislature. The accounting profession 
tends to have little influence on the development of accounting standards. In countries with a 
tradition of common law, although a corporation law laying the basic framework for account- 
ing might exist (such as in the United Kingdom), the profession or an independent, non- 
governmental body representing a variety of constituencies establishes specific accounting 
rules. Thus, the type of legal system in a country determines whether the primary source of ac- 
counting rules is the government or the accounting profession. 

In code law countries, the accounting law is rather general; it does not provide much detail 
regarding specific accounting practices and may provide no guidance at all in certain areas. 
Germany is a good example of a code law country. Its accounting law passed in 1985 is only 
47 pages long and is silent with regard to issues such as leases, foreign currency translation, 
and a cash flows statement.° In those situations for which the law provides no guidance, 
German companies must refer to other sources, including tax law and opinions of the German 
auditing profession, to decide how to do their accounting. Common law countries, where 
a nongovernment organization is likely to develop accounting standards, have much more 
detailed rules. The extreme case might be the FASB in the United States. It provides very 


3 SK Telecom Co., Ltd. and Subsidiaries, 2008 Form 20-F, p. F-82. 


4 Gary K. Meek and Sharokh M. Saudagaran, “A Survey of Research on Financial Reporting in a Transnational 
Context," Journal of Accounting Literature, 1990, pp. 145-82. 


> Jermyn Paul Brooks and Dietz Mertin, Neues Deutsches Bilanzrecht (Dtisseldorf: IDW-Verlag GmbH, 1986). 
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specific detail in its Statements of Financial Accounting Standards about how to apply the 
rules and has been accused of producing a standards overload. 


Taxation 


In some countries, published financial statements form the basis for taxation; in other 
countries, financial statements are adjusted for tax purposes and submitted to the govern- 
ment separately from the reports sent to stockholders. Continuing to focus on Germany, its 
so-called conformity principle (Vassgeblichkeitsprinzip) requires that, in most cases, an 
expense also must be used in calculating financial statement income to be deductible for 
tax purposes. Well-managed German companies attempt to minimize income for tax pur- 
poses, for example, by using accelerated depreciation to reduce their tax liability. As a re- 
sult of the conformity principle, accelerated depreciation also must be taken in calculating 
accounting income. 

In the United States, on the other hand, conformity between the tax statement and financial 
statements is required only for the use of the LIFO inventory cost-flow assumption. U.S. com- 
panies are allowed to use accelerated depreciation for tax purposes and straight-line deprecia- 
tion in the financial statements. All else being equal, a U.S. company is likely to report higher 
income than its German counterpart. 


Financing System 

The major providers of financing for business enterprises are family members, banks, gov- 
ernments, and shareholders. Those countries in which families, banks, or the state dominate 
company financing have less pressure for public accountability and information disclosure. 
Banks and the state often are represented on the board of directors and therefore are able to 
obtain information necessary for decision making from inside the company. As companies 
depend more on financing from the general populace through the public offerings of shares 
of stock, the demand for more information made available outside the company increases. 
It simply is not feasible for the company to allow the hundreds, thousands, or hundreds 
of thousands of shareholders access to internal accounting records. The information needs 
of those financial statement users can be satisfied only by extensive disclosures in account- 
ing reports. 

There also can be a difference in orientation, with stockholders more interested in profit 
(emphasis on the income statement) and banks more interested in solvency and liquidity 
(emphasis on the balance sheet). Bankers prefer companies to practice rather conservative 
accounting with regard to assets and liabilities. 


Inflation 


Countries with chronically high rates of inflation have been forced to adopt accounting rules 
that require the inflation adjustment of historical cost amounts. This has been especially true 
in Latin America, which as a region has had more inflation than any other part of the world. 
For example, prior to economic reform in the mid-1990s, Brazil regularly experienced annual 
inflation rates exceeding 100 percent. The high point was reached in 1993 when annual infla- 
tion was nearly 1,800 percent. Double- and triple-digit inflation rates render historical costs 
meaningless. This factor primarily distinguishes accounting in Latin America from the rest of 
the world. 


Political and Economic Ties 

Accounting is a technology that can be borrowed relatively easily from or imposed on another 
country. Through political and economic linkages, accounting rules have been conveyed from 
one country to another. For example, through previous colonialism, both England and France 
have transferred their accounting frameworks to a variety of countries around the world. 
British accounting systems can be found in countries as far-flung as Australia and Zimbabwe. 
French accounting is prevalent in the former French colonies of western Africa. More recently, 
economic ties with the United States have had an impact on accounting in Canada, Mexico, 
and Israel. 
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EXHIBIT 11.4 
Framework for the 
Development of Accounting 
Systems Internationally 


Cultural Dimensions 
Individualism 
Uncertainty avoidance 
Power distance 
Masculinity 


! 


Institutional Consequences 
Legal system 

Corporate ownership 
Capital markets 
Professional associations 
Education 

Religion 


Accounting Values 
Professionalism 
Uniformity 
Conservatism 
Secrecy 


Accounting Systems 
Authority 
Enforcement 
Measurement 
Disclosure 


Source: Adapted from S. J. Gray, “Towards a Theory of Cultural Influence on the Development of 
Accounting Systems Internationally,” Abacus, March 1988, p. 7. 


Culture 


From a worldwide survey of IBM Corporation employees, Hofstede identified four societal 
values that can be used to describe similarities and differences in national cultures: (1) indi- 
vidualism, (2) uncertainty avoidance, (3) power distance, and (4) masculinity.® Gray developed 
a model of the development of accounting systems internationally, an adaptation of which is 
depicted in Exhibit 11.4.7 In this model, Gray suggested that societal values influence a coun- 
try’s accounting system in two ways. First, they help shape a country’s institutions, such as its 
legal system and capital market (financing system), which in turn affect the development of 
the accounting system. Second, societal values influence the accounting values shared by 
members of the accounting subculture, which in turn influences the nature of the accounting 
system. Focusing on the links between culture, accounting values, and accounting systems, 
Gray developed a number of specific hypotheses. For example, he hypothesized that in a soci- 
ety with a low tolerance for uncertainty (high uncertainty avoidance), accountants prefer more 
conservative measures of profits and assets (high conservatism). This manifests itself in the 
accounting system through accounting measurement rules that emphasize the accounting 
value of conservatism. As another example, Gray hypothesized that countries in which hierar- 
chy and unequal distribution of power in organizations is readily accepted (high power dis- 
tance), the preference is for secrecy (high secrecy) to preserve power inequalities. This results 
in an accounting system in which financial statements disclose a minimal amount of informa- 
tion. Several research studies have found support for a number of Gray’s hypotheses.*® 


A GENERAL MODEL OF THE REASONS FOR INTERNATIONAL 
DIFFERENCES IN FINANCIAL REPORTING 


In 1998, Nobes developed a simplified model of the reasons for international accounting 
diversity that has only two explanatory factors: (1) national culture, including institutional 
structures, and (2) the nature of a country’s financing system.’ Nobes argued that differences 
in the purpose for financial reporting across countries is the major reason for international 
differences in financial reporting and that the most relevant factor in determining the purpose 
of financial reporting is the nature of a country’s financing system. Specifically, whether or 


© Geert Hofstede, Culture’s Consequences: International Differences in Work-Related Values (Beverly Hills, 
CA: Sage Publications, 1980). 

7 Sidney J. Gray, “Towards a Theory of Cultural Influence on the Development of Accounting Systems Inter- 
nationally,” Abacus, March 1988, pp. 1-15. 

8 For a review of this literature, see Timothy S. Doupnik and George T. Tsakumis, “A Critical Review of Tests of 
Gray's Theory of Cultural Relevance and Suggestions for Future Research,” Journal of Accounting Literature, 
2004, pp. 1-48. 

° Christopher W. Nobes, “Towards a General Model of the Reasons for International Differences in Financial 
Reporting,” Abacus, September 1998, pp. 162-87. 
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not a country has a strong equity financing system with large numbers of outside sharehold- 
ers determines the type of financial reporting system a country uses. 

Nobes divided financial reporting systems into two classes, A and B. Countries with a 
strong equity-outsider financing system use a Class A accounting system and countries with a 
weak equity-outsider financing system have a Class B system. Class A accounting is less con- 
servative, provides more disclosure, and does not follow tax rules. Class B accounting is more 
conservative and disclosure is not as extensive and more closely follows tax rules. U.S. GAAP 
is a Class A accounting system. 

Nobes stated that a country’s culture determines the nature of its financing system. He 
assumed (without explaining how) that some cultures lead to strong equity-outsider financing 
systems and other cultures lead to weak equity-outsider financing systems. His model of rea- 
sons for international accounting differences is summarized as follows: 


Nature of Culture Type of Financing System Class of Accounting 
Self-sufficient Type 1 Strong equity-outsider Class A 
culture - financing > Accounting for outside 
shareholders 
Self-sufficient Type 2 Weak equity-outsider Class B 
culture ——————>—> financing ——_ Accounting for tax and 
creditors 


Many countries in the developing world are culturally dominated by another country, often 
as a result of European colonialism. Nobes argued that culturally dominated countries use the 
accounting system of their dominating country regardless of the nature of the equity financing 
system. This explains, for example, why the African nation of Malawi, a former British colony, 
uses a Class A accounting system even though it has a weak equity-outsider financing system. 

As the financing system in a country evolves from weak equity to strong equity, Nobes sug- 
gests that the accounting system also evolves in the direction of Class A accounting. He cites 
China as an example of a country in which this is already taking place. Nobes also argues that 
individual companies with strong equity-outsider financing attempt to use Class A accounting 
even if they are located in a Class B accounting system country; some evidence suggests that 
this also has occurred. To enhance companies’ ability to compete in attracting international eq- 
uity investment, several European countries (with weak equity-outsider financing and Class B 
accounting systems) developed a two-tiered financial reporting system in the late 1990s. 
Austria, France, Germany, Italy, and Switzerland gave stock exchange—listed companies the 
option to use International Financial Reporting Standards (IFRS) (a Class A accounting sys- 
tem) in preparing their consolidated financial statements. Large numbers of German and 
Swiss multinational companies (including Deutsche Bank, Bayer, and Nestlé), in particular, 
took advantage of this option. Other companies continued to use local GAAP. 

The desire for companies to be competitive in the international capital market led the 
European Union in 2005 to require all publicly traded companies to use IFRS in preparing 
their consolidated financial statements. As time passes, it will be interesting to see whether 
adoption of a Class A accounting system results in a stronger equity-outsider financing system 
within the countries comprising the European Union. 


PROBLEMS CAUSED BY DIVERSE ACCOUNTING PRACTICES 


Lo2 The diversity in accounting practices across countries causes problems that can be quite seri- 
Understand the problems created  9US for some parties. One problem relates to the preparation of consolidated financial state- 
by differences in accounting ments by companies with foreign operations. Consider The Coca-Cola Company, which has 


standards across countries and subsidiaries in more than 40 countries around the world. Each subsidiary incorporated in the 
the reasons to develop a set of 


internationally accepted country in which it is located is required to prepare financial statements in accordance with 
accounting standards. local regulations. These regulations usually require companies to keep books in the local 
currency and follow local accounting principles. Thus, Coca-Cola Italia S.r.L. prepares finan- 
cial statements in euros using Italian accounting rules, and Coca-Cola de Chile, S.A., prepares 
financial statements in Chilean pesos using Chilean accounting standards. To prepare consol- 
idated financial statements in the United States, in addition to translating the foreign currency 
financial statements into U.S. dollars, the parent company also must convert the financial 
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statements of its foreign subsidiaries into U.S. GAAP. Each foreign subsidiary must either 
maintain two sets of books prepared in accordance with both local and U.S. GAAP or, as is 
more common, make reconciliations from local GAAP to U.S. GAAP at the balance sheet 
date. In either case, considerable effort and cost are involved; company personnel must de- 
velop an expertise in more than one country’s accounting standards. 

A second problem relates to companies gaining access to foreign capital markets. If a company 
desires to obtain capital by selling stock or borrowing money in a foreign country, it might be re- 
quired to present a set of financial statements prepared in accordance with the accounting standards 
in the country in which the capital is being obtained. Consider the case of the Finnish cell phone 
maker Nokia. The equity market in Finland is so small (there are fewer than 6 million Finns) and 
Nokia’s capital needs are so great that the company found it necessary to have its common shares 
listed on foreign stock exchanges in Germany and the United States. To have their stock traded in 
the United States, foreign companies must reconcile financial statements to U.S. accounting stan- 
dards. This can be quite costly. To prepare for a New York Stock Exchange (NYSE) listing in 1993, 
the German automaker Daimler-Benz estimated it spent $60 million to initially prepare U.S. 
GAAP financial statements; it planned to spend $15 million to $20 million each year thereafter.'° 

A third problem relates to the lack of comparability of financial statements between com- 
panies from different countries. This can significantly affect the analysis of foreign financial 
statements for making investment and lending decisions. In 2005 alone, U.S. investors bought 
nearly $180 billion in debt and equity of foreign entities while foreign investors pumped ap- 
proximately $474 billion into U.S. entities through similar acquisitions.'! In the 1990s, there 
was an explosion in mutual funds that invest in the stock of foreign companies—from 123 in 
1989! to 1,621 at the end of 1999.'3 T. Rowe Price’s New Asia Fund, for example, invests ex- 
clusively in stocks and bonds of companies located in Asian countries other than Japan. The 
job of deciding which foreign company to invest in is complicated by the fact that foreign 
companies use accounting rules that differ from those used in the United States, and those 
rules differ from country to country. It is very difficult, if not impossible, for a potential in- 
vestor to directly compare the financial position and performance of, for example, chemical 
companies in Germany (BASF), China (Sinopec), and the U.S. (DuPont) because these three 
countries have different financial accounting and reporting standards. 


INTERNATIONAL HARMONIZATION OF FINANCIAL REPORTING 


Because of the problems associated with worldwide accounting diversity, attempts to reduce 
accounting differences across countries known as harmonization have been ongoing for more 
than three decades. The ultimate goal of harmonization is to have all companies around the 
world following similar accounting standards. 

While numerous organizations have been involved in the international harmonization of 
financial reporting the two most important players in this effort have been the European Union 
on a regional basis and the International Accounting Standards Board on a global basis. 


European Union 


The major objective embodied in the Treaty of Rome that created the European Economic Com- 
munity in 1957 (now called the European Union) was the establishment of free movement of per- 
sons, goods and services, and capital across member countries. To achieve a common capital 
market, the European Union (EU) attempted to harmonize financial reporting practices within the 
community. To do this, the EU issued directives that had to be incorporated into the laws of mem- 
ber nations. Two directives helped harmonize accounting. The Fourth Directive, issued in 1978, 


10 Allan B. Afterman, International Accounting, Financial Reporting, and Analysis (New York: Warren, 
Gorham & Lamont, 1995), pp. C1-17 and C1-22. 


11U.S. Department of Commerce, Survey of Current Business, December 2006, p. D-64. 

12 James L. Cochrane, James E. Shapiro, and Jean E. Tobin, “Foreign Equities and U.S. Investors: Breaking 
Down the Barriers Separating Supply and Demand,” NYSE Working Paper 95-04, 1995. 

13 Paula A. Tkac, “The Performance of Open-End International Mutual Funds,” Economic Review, Third 
Quarter 2001, pp. 1-17. 
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dealt with valuation rules, disclosure requirements, and the format of financial statements. The 
Seventh Directive, issued in 1983, related to the preparation of consolidated financial statements. 

The Seventh Directive required companies to prepare consolidated financial statements and 
outlined the procedures for their preparation. This directive significantly impacted European 
accounting because consolidations were previously uncommon on the Continent. 

The Fourth Directive provided considerable flexibility with dozens of provisions beginning 
with the expression “member states may require or permit companies to”; these allowed coun- 
tries to choose from among acceptable alternatives. One manifestation of this flexibility re- 
sulted in Dutch and British law allowing companies to write up assets to higher market values, 
but in Germany this was strictly forbidden. Notwithstanding this flexibility, implementation of 
the directives into local law caused extensive change in accounting practice in several countries. 

The Fourth and Seventh Directives did not create complete harmonization within the 
European Union. As an illustration of the effects of differing principles within the EU, the 
profits of one case study company were measured in European currency units (ECUs) using 
the accounting principles of various member states. The results are almost startling: 


Most Likely Profit—Case Study Company 


Country ECUs (millions) 
Spain 131 
Germany 133 
Belgium 135 
Netherlands 140 
France 149 
Italy 174 
United Kingdom 192 


Source: Anthony Carey, “Harmonization: Europe Moves Forward,” Accountancy, March 1990, pp. 92-93. 


Part of the difference in the measurement of profit across EU countries resulted from sev- 
eral important topics not being covered in the directives including lease accounting, foreign 
currency translation, accounting changes, contingencies, income taxes, and long-term con- 
struction contracts. In 1990, the EU Commission indicated that there would be no further ac- 
counting directives. Instead, the Commission indicated in 1995 that it would associate the EU 
with efforts undertaken by the International Accounting Standards Committee toward a 
broader international harmonization of accounting standards. 


INTERNATIONAL ACCOUNTING STANDARDS COMMITTEE 


In hopes of eliminating the diversity of principles used throughout the world, the International 
Accounting Standards Committee (IASC) was formed in June 1973 by accountancy bodies 
in Australia, Canada, France, Germany, Japan, Mexico, the Netherlands, the United Kingdom 
and Ireland, and the United States. The IASC operated until April 1, 2001, when it was suc- 
ceeded by the International Accounting Standards Board (IASB). 

Based in London, the IASC’s primary objective was to develop international accounting 
standards (IASs). The IASC had no power to require the use of its standards, but member 
accountancy bodies pledged to work toward adoption of IASs in their countries. I[ASs were 
approved by a board consisting of representatives from 14 countries. The part-time board 
members normally met only three times a year for three or four days. The publication of a final 
IAS required approval of at least 11 of the 14 board members. 

Early IASs tended to follow a lowest common denominator approach and often allowed at 
least two methods for dealing with a particular accounting issue. For example, JAS 2, origi- 
nally issued in 1975, allowed the use of specific identification, FIFO, LIFO, average cost, and 
the base stock method for valuing inventories, effectively sanctioning most of the alternative 
methods in worldwide use. For the same reason, the IASC initially allowed both the traditional 
US. treatment of expensing goodwill over a period of up to 40 years and the U.K. approach of 


500 Chapter 11 


writing off goodwill directly to stockholders’ equity. Although perhaps necessary from a 
political perspective, such compromise brought the IASC under heavy criticism. 


The lIOSCO Agreement 


In 1987, the International Organization of Securities Commissions (IOSCO) became a mem- 
ber of the IASC’s Consultative Group. IOSCO is composed of the stock exchange regulators 
in more than 100 countries, including the U.S. SEC. As one of its objectives, IOSCO works to 
facilitate cross-border securities offerings and listings by multinational issuers. To this end, 
IOSCO supported the IASC’s efforts at developing IASs that foreign issuers could use in lieu 
of local accounting standards when entering capital markets outside of their home country. 
“This could mean, for example, that if a French company had a simultaneous stock offering in 
the United States, Canada, and Japan, financial statements prepared in accordance with inter- 
national standards could be used in all three nations.”"4 

IOSCO supported the [ASC’s Comparability Project (begun in 1987) “to eliminate most of 
the choices of accounting treatment currently permitted under International Accounting Stan- 
dards.”!> As a result of the Comparability Project, 10 revised IASs were approved in 1993 to 
become effective in 1995. In 1993, IOSCO and the IASC agreed upon a list of “core” stan- 
dards to use in financial statements of companies involved in cross-border securities offerings 
and listings. Upon their completion, IOSCO agreed to evaluate the core standards for possible 
endorsement for cross-border listing purposes. 

The IASC accelerated its pace of standards development, issuing or revising 16 standards 
in the period 1997-1998. With the publication of IAS 39 in December 1998, the IASC com- 
pleted its work program to develop the core set of standards. In 2000, IOSCO’s Technical 
Committee recommended that securities regulators permit foreign issuers to use IASC stan- 
dards to gain access to a country’s capital market as an alternative to using local standards. 


INTERNATIONAL ACCOUNTING STANDARDS BOARD 


LO3 


List the authoritative pronounce- 
ments that constitute Interna- 
tional Financial Reporting 
Standards (IFRS). 


On completion of its core set of standards, the IASC proposed a new structure that would allow 
it and national standard setters to better work together toward global harmonization. The 
restructuring created the International Accounting Standards Board (IASB). In April 2001, the 
IASB assumed accounting standard-setting responsibilities from its predecessor body, the IASC. 
The IASB consists of 14 members—12 full-time and 2 part-time.'® To ensure the IASB’s inde- 
pendence all full-time members are required to sever their employment relationships with former 
employers and are not allowed to hold any position giving rise to perceived economic incentives 
that might call their independence into question. Seven of the full-time IASB members have a for- 
mal liaison responsibility with one or more national standard setters. A minimum of five IASB 
members must have a background as practicing auditors, three must have a background as prepar- 
ers of financial statements, and three as users of financial statements, and at least one member 
must come from academia. The most important criterion for selection as an IASB member is tech- 
nical competence. The initial IASB members came from nine countries: Australia, Canada, France, 
Germany, Japan, South Africa, Switzerland, the United Kingdom (4), and the United States (3). 


International Financial Reporting Standards (IFRS) 

In April 2001, the IASB adopted all international accounting standards issued by the IASC 
and announced that its accounting standards would be called international financial reporting 
standards (IFRS). IAS 1, “Presentation of Financial Statements,” was amended in 2003 and 
defines IFRS as standards and interpretations adopted by the IASB. The authoritative pro- 
nouncements that make up IFRS consist of these: 


¢ International Financial Reporting Standards (IFRSs) issued by the IASB. 
e International Accounting Standards (IASs) issued by the IASC (and adopted by the IASB). 


14 Stephen H. Collins, “The SEC on Full and Fair Disclosure,” Journal of Accountancy, January 1989, p. 84. 


15 International Accounting Standards Committee, International Accounting Standards 1990 (London: IASC, 
1990), p. 13. 


16 In 2009, the number of IASB members was increased to 16, with a maximum of three part-time members. 


EXHIBIT 11.5 
International Financial 
Reporting Standards as 
of January 2010 
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¢ Interpretations originated by the Standing Interpretations Committee (SIC) (until 2001) and 
the International Financial Reporting Interpretations Committee (IFRIC). 


Under the new structure, the IASB has sole responsibility for establishing IFRS. 

The IASC issued 41 IASs from 1975 to 2001, and the IASB had issued eight IFRSs as of July 
1, 2009. Several I[ASs have been withdrawn or superseded by subsequent standards. For exam- 
ple, later standards dealing with property, plant, and equipment, and intangible assets have su- 
perseded JAS 4, “Depreciation Accounting,” originally issued in 1976. Other IASs have been 
revised one or more times since their original issuance. For example, JAS 2, “Inventories,” was 
originally issued in 1975 but was then revised as part of the comparability project in 1993. 
As part of an improvements project undertaken by the IASB, JAS 2 was again updated in 2003. 
Of 41 IASs issued by the IASC, only 29 were still in force as of July 1, 2009. The IASB issued 
the first IFRS in 2003; it deals with the important question of how a company should restate its 
financial statements when it adopts IFRS for the first time. 

Exhibit 11.5 provides a complete list of the 37 IASs and IFRSs in force as of July 1, 2009. 
Together these two sets of standards (along with several interpretations) create what the IASB 


Title Originally Issued 

IAS 1 Presentation of Financial Statements 1975 
IAS 2 Inventories 1975 
IAS 7 Cash Flow Statements 1977 
IAS 8 Net Profit or Loss for the Period, Fundamental Errors 

and Changes in Accounting Policies 1978 
IAS 10 ___ Events after the Balance Sheet Date 1978 
IAS 11. Construction Contracts 1979 
IAS 12. Accounting for Taxes on Income 1979 
IAS 16 Property, Plant, and Equipment 1982 
IAS 17. Leases 1982 
IAS 18 Revenue 1982 
IAS 19 Employee Benefits 1983 
IAS 20. =Accounting for Government Grants and Disclosure of 

Government Assistance 1983 
IAS 21 The Effects of Changes in Foreign Exchange Rates 1983 
IAS 23. Borrowing Costs 1984 
IAS 24 Related Party Disclosures 1984 
IAS 26 Accounting and Reporting by Retirement Benefit Plans 1987 
IAS 27 Consolidated Financial Statements and Accounting for 

Investments in Subsidiaries 1989 
IAS 28 Accounting for Investments in Associates 1989 
IAS 29 _ Financial Reporting in Hyperinflationary Economies 1989 
IAS 31 Financial Reporting of Interests in Joint Ventures 1990 
IAS 32 Financial Instruments: Disclosure and Presentation 1995 
IAS 33 Earnings per Share 1997 
IAS 34 Interim Financial Reporting 1998 
IAS 36 ~—s Impairment of Assets 1998 
IAS 37 Provisions, Contingent Liabilities and Contingent Assets 1998 
IAS 38 Intangible Assets 1998 
IAS 39 Financial Instruments: Recognition and Measurement 1998 
IAS 40 Investment Property 2000 
IAS 41. Agriculture 2001 
IFRS 1 First-Time Adoption of IFRS 2003 
IFRS 2. Share-Based Payment 2004 
IFRS 3. Business Combinations 2004 
IFRS 4 Insurance Contracts 2004 
IFRS 5 = Noncurrent Assets Held for Sale and Discontinued Operations 2004 
IFRS 6 Exploration for and Evaluation of Mineral Resources 2004 
IFRS 7 Financial Instruments: Disclosures 2005 
IFRS 8 Operating Segments 2006 


IFRS 9 Financial Instruments: Classification and Measurement 2009 
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LO4 


Describe the ways and the 
extent to which IFRS are used 
around the world. 


refers to as JFRS and what can be thought of as IASB GAAP. IFRS constitute a comprehen- 
sive set of financial reporting standards that cover the major accounting issues. In addition, the 
IASB’s Framework for the Preparation and Presentation of Financial Statements, which is very 
similar in scope to the FASB’s Conceptual Framework, provides a basis for determining the 
appropriate accounting treatment for items not covered by a specific standard or interpretation. 
As was true for its predecessor, the IASB does not have the ability to enforce its standards. It 
develops IFRS for the public good and makes them available to any organization or nation that 
wishes to use them. 

The IASB Framework states that the “objective of financial statements is to provide infor- 
mation about the financial position, performance and changes in financial position of an en- 
tity that is useful to a wide range of users in making economic decisions.”!” The Framework 
lists the range of users of financial statements to include investors, lenders, employees, cus- 
tomers, suppliers, government agencies, and the public. However, the objective of financial 
statements can be achieved by focusing on the information needs of investors because the 
“provision of financial statements that meet their needs also will meet most of the needs of 
other users that financial statements can satisfy.”!* With its emphasis on providing relevant in- 
formation to investors, IFRS clearly fall into the category of being a Class A accounting sys- 
tem as defined by Nobes. 


Use of IFRS 


A country can use IFRS in a number of different ways. For example, a country could (1) adopt 
IFRS as its national GAAP, (2) require domestic listed companies to use IFRS in preparing 
their consolidated financial statements, (3) allow domestic listed companies to use IFRS, 
and/or (4) require or allow foreign companies listed on a domestic stock exchange to use 
IFRS. See Exhibit 11.6 for a summary of the extent to which IFRS are required or permitted 
to be used by domestic listed companies in preparing consolidated financial statements in 
countries around the world. 

Of the 152 countries included in Exhibit 11.6, as of July 2009, 86 required all domestic 
listed companies to use IFRS. In addition, Brazil and South Korea were scheduled to adopt 
IFRS in 2010, Canada and India in 2011, and Mexico in 2012. Most significant among this 
group of IFRS users are the 27 countries of the European Union. All publicly traded compa- 
nies in the EU have been required to use IFRS to prepare their consolidated financial state- 
ments since January 1, 2005. The only exceptions were those companies that were using U.S. 
GAAP, which several jurisdictions allowed, or that had publicly traded debt securities only. 
These companies began using IFRS in 2007. In most cases, EU companies continue to use 
domestic GAAP to prepare parent company financial statements, which often serve as the 
basis for taxation. With the EU’s adoption of IFRS, the IASB gained a substantial amount of 
legitimacy as the global accounting standard setter. 

Most countries of economic importance require or permit domestic listed companies 
to use IFRS in preparing their consolidated financial statements. The most important 
exceptions are China, Japan, and the United States, the three largest economies in the 
world. In 2006, China adopted a completely new set of Chinese Accounting Standards that 
is based on IFRS. In addition, Chinese companies listed on the Hong Kong stock exchange 
are permitted to use either Hong Kong GAAP or IFRS. In 2007, the Accounting Standards 
Board of Japan and the IASB agreed on a process for converging Japanese GAAP and IFRS 
by reducing differences between the two sets of standards. More recently, in June 2009, the 
Business Accounting Council in Japan indicated that it would allow some Japanese companies 
to use IFRS beginning in 2010, with mandatory use of IFRS by all public companies contem- 
plated for 2015 or 2016. 


17 IASB, Framework for the Preparation and Presentation of Financial Statements, para. 12. 
18 Ibid., para. 10. 


EXHIBIT 11.6 

Use of IFRS in Preparing 
Consolidated Financial 
Statements July 2009 


IFRS Required for all Domestic Listed Companies 


Anguilla Fiji 
Antigua and Barbuda Finland* 
Armenia France* 
Australia* Germany* 
Austria* Georgia 
Bahamas Ghana 
Bahrain Grenada 
Barbados Greece* 
Belgium* Guatemala 
Bosnia & Herzegovina Guyana 
Botswana Haiti 

Brazil (begin 2010) Honduras 
Bulgaria* Hong Kongt 
Canada (begin 2011) Hungary* 
Chile Iceland 
Costa Rica 

Cyprus* Iraq 

Czech Republic* lreland* 
Denmark* Italy* 
Dominican Republic = Jamaica 
Ecuador Jordan 
Egypt Kazakhstan 
Estonia* Kenya 


India (begin 2011) 


Kuwait 
Kyrgyzstan 
Latvia* 
Lebanon 
Liechtenstein 
Lithuania* 
Luxembourg* 
Macedonia 
Malawi 
Malta* 
Mauritius 
Mexico (begin 2012) 
Mongolia 
Montenegro 
Namibia 
Nepal 
Netherlands* 
New Zealand* 
Nicaragua 
Norway 
Oman 
Panama 
Papua New Guinea 


IFRS Required for Some Domestic Listed Companies 


Azerbaijan Israel 
Belarus 


Morocco 


IFRS Permitted for Domestic Listed Companies 


Aruba El Salvador 
Bermuda Gibraltar 
Bolivia Laos 
Botswana Lesotho 
Cayman Islands Maldives 
Dominica Mozambique 


Myanmar 
Netherlands Antilles 
Paraguay 

Sri Lanka 

Suriname 

Swaziland 


IFRS Not Permitted for Domestic Listed Companies 


Argentina Cuba 
Bangladesh Indonesia 
Benin lran 
Bhutan Japan 
Burkina Faso Libya 
China Malaysia 
Cote d'Ivoire Mali 
Colombia Moldova 
Croatia Niger 


FASB-IASB CONVERGENCE 


LO5 


Describe the FASB-IASB 
convergence process and the 
SEC's IFRS Roadmap. 


Nigeria 
Pakistan 
Philippines 
Saudi Arabia 
Senegal 
Singapore+ 
Syria 

Taiwan 
Thailand 


#Australia and New Zealand have national standards described as IFRS equivalents. 
*Denotes EU membership. The EU has not adopted portions of JAS 39. 

+Hong Kong has adopted standards that are identical to IFRS. 

{Singapore has adopted many IFRSs word for word but has changed several IFRSs when adopting them as national standards. 
§Switzerland requires Swiss-based multinational companies to use either IFRS or U.S. GAAP. 
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Peru 

Poland* 
Portugal* 

Qatar 

Romania* 

St. Kitts and Nevis 
Serbia 

Slovenia* 

Slovak Republic* 
South Africa 
South Korea (begin 2010) 
Spain* 

Sweden* 
Tajikistan 
Tanzania 

Trinidad & Tobago 
Turkey 

Ukraine 

United Arab Emirates 
United Kingdom* 
Venezuela 

West Bank Gaza 


Russia 


Switzerland§ 
Uganda 

Virgin Is. (British) 
Zambia 
Zimbabwe 


Togo 

Tunisia 
United States 
Uruguay 
Uzbekistan 
Vietnam 


Source: Deloitte Touche Tohmatsu, “Use of IFRSs by Jurisdiction,” www.iasplus.com (accessed July 15, 2009). 


At a joint meeting in Norwalk, Connecticut, in September 2002, the FASB and IASB agreed 
to “use their best efforts to (a) make their existing financial reporting standards fully compat- 
ible as soon as is practicable and (b) to coordinate their work program to ensure that once 
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achieved, compatibility is maintained.”!? This so-called Norwalk Agreement set the FASB and 
IASB along the path of convergence of accounting standards. Convergence can occur by the 
FASB adopting an existing IASB standard, the IASB adopting an existing FASB standard, or 
the two boards working together to develop a new standard. In a Memorandum of Under- 
standing (MoU) developed in 2006, the FASB and IASB agreed that trying to eliminate dif- 
ferences between two standards that are in need of significant improvement is not a good use 
of resources. Instead, standards in need of improvement should be replaced with new jointly 
developed standards. The idea behind convergence is to have similar, but not necessarily iden- 
tical standards. Indeed, the boards acknowledge that the development of identical standards, 
even if jointly developed, is not realistic. One impetus for the FASB—IASB convergence pro- 
ject can be found in the Sarbanes-Oxley Act of 2002, which requires the U.S. accounting stan- 
dard setters to consider “the extent to which international convergence on high quality 
accounting standards is necessary or appropriate in the public interest and for the protection 
of investors.””° Note that the process of convergence as is being pursued by the FASB is dif- 
ferent from the outright adoption of IFRS as national accounting standards, which is the 
approach that has been taken by many countries including those in the European Union. 
The six key FASB initiatives to further convergence”! between IFRS and U.S. GAAP are: 


1. Short-term convergence project: The objective of the short-term convergence project is to 
eliminate those differences between U.S. GAAP and IFRS in which convergence is likely 
to be achievable in the short term. Convergence is expected to occur by selecting either ex- 
isting U.S. GAAP or IASB requirements as the high-quality solution. 

2. Joint projects: Joint projects involve sharing FASB and IASB staff resources and working 
on a similar time schedule. 

3. The convergence research project: The FASB staff embarked on a project to identify all 
substantive differences between U.S. GAAP and IFRS and catalog differences based on the 
FASB’s strategy for resolving them. 

4. Liaison IASB member on-site at the FASB offices: To facilitate information exchange and 
foster cooperation, a full-time IASB member is in residence at the FASB offices. Former 
FASB Vice-Chair James Leisenring was the first IASB member to serve in this capacity. 

5. Monitoring IASB projects: The FASB monitors IASB projects based on the level of inter- 
est in the topic being addressed. 

6. Explicit consideration of convergence potential in board agenda decisions: As part of the 
process for considering topics to add to its agenda, the FASB explicitly considers the po- 
tential for cooperation with the IASB. 


Short-Term Convergence Project 

The short-term convergence project is intended to remove a variety of individual differences 
between IFRS and U.S. GAAP that are not covered in broader projects and for which a high- 
quality solution appears to be achievable in a short time period. The short-term convergence 
project has resulted in several changes to U.S. GAAP. Topics covered under this project include: 


1. Inventory costs: The FASB issued SFAS 151, “Inventory Costs—An Amendment of ARB 43, 
Chapter 4,” in December 2004 to converge with the IASB’s treatment of items such as 
idle facility expenses, excessive spoilage, double freight, and rehandling costs as current 
period expenses [FASB ASC (para. 330-10-30-7)]. 

2. Asset exchanges: APB Opinion 29 provided an exception to the general rule that asset 
exchanges should be measured at fair value. That exception related to nonmonetary 
exchanges of similar assets. To converge with IFRS, SEAS 153, “Exchanges of Nonmone- 
tary Assets—An Amendment of APB Opinion 29,” issued in December 2004, eliminates 
this exception [FASB ASC (section 845-10-30)]. 


19 FASB-IASB, Memorandum of Understanding, “The Norwalk Agreement,” available at www.iasplus.com. 
20 Sarbanes-Oxley Act of 2002, Section 108(b). 


21 Extensive information on the FASB’s international convergence project can be found on the organization’s 
Web site at www.fasb.org. 
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3. Accounting changes: The FASB issued SFAS 154, “Accounting Changes and Error 
Corrections—A Replacement of APB Opinion No. 20 and FASB Statement No. 3,” in 
May 2005 [FASB ASC (Topic 250)]. This statement changes the reporting of certain ac- 
counting changes to be consistent with their treatment under IFRS. Reporting the cumulative 
effect of a change in accounting principle in current period net income is no longer permissi- 
ble. Instead, retrospective application of the new accounting principle is required. 

4. Earnings per share: In August 2008, the FASB issued the revised Exposure Draft, “Earn- 
ings per Share—An Amendment of FASB Statement No. 128,” which would amend the 
guidance for computing earnings per share [FASB ASC (Exposure Draft 1240-100)]. The 
FASB indicates that this proposed standard would clarify and simplify the computation of 
earnings per share (EPS) and reduce differences that exist between U.S. GAAP and JAS 33 
in how the EPS denominator is calculated. (The IASB issued an Exposure Draft at the same 
time to converge JAS 33 with the FASB proposal.) 


Although not formally a part of the short-term convergence project, the issuance of SEAS 123 
(revised 2004), “Share-Based Payment,” in December 2004, which requires share-based payments 
to be measured at fair value, was at least partially justified through convergence with IFRS [FASB 
ASC (Topics 718 and 505)]. As one of the principal reasons for issuing this statement, the FASB 
provided the following explanation: 


Converging with international accounting standards. This Statement will result in greater in- 
ternational comparability in the accounting for share-based payment transactions. In February 
2004, the International Accounting Standards Board (IASB), whose standards are followed by 
entities in many countries, issued International Financial Reporting Standard (IFRS) 2, Share- 
Based Payment. IFRS 2 requires that all entities recognize an expense for all employee services 
received in share-based payment transactions, using a fair-value-based method that is similar in 
most respects to the fair-value-based method established in Statement 123 and the improvements 
made to it by this Statement. Converging to a common set of high-quality financial accounting stan- 
dards for share-based payment transactions with employees improves the comparability of financial 
information around the world and makes the accounting requirements for entities that report finan- 
cial statements under both U.S. GAAP and international accounting standards less burdensome.” 


For its part, the short-term convergence process has resulted in changes made by the IASB 
with respect to the following issues: 


1. Discontinued operations: IFRS 5, “Noncurrent Assets Held for Sale and Discontinued Op- 
erations,” was issued in 2004 to replace JAS 35, “Discontinuing Operations.” JFRS 5 con- 
verges IFRS with U.S. GAAP with respect to the timing of the classification of operations 
discontinued and the presentation of such operations. 

2. Segment reporting: IFRS 8, “Operating Segments,” was issued in 2006 to replace JAS 14, 
“Segment Reporting.” JFRS 8 converges with current U.S. accounting standards. 

3. Borrowing costs: The IASB revised JAS 23, “Borrowing Costs,” in March 2007 to elimi- 
nate the option previously available in which entities could choose to expense borrowing 
costs immediately, even if they were eligible for capitalization. The current standard re- 
quires capitalization when certain criteria are met, similar to U.S. GAAP. 


Research and development costs and income taxes were two additional topics that originally 
were part of the short-term convergence project. Progress on these issues has been slow, and 
research and development costs was removed from the agenda. 


Joint Projects 


The IASB and FASB are jointly working on several projects that deal with broader issues 
expected to take longer to resolve than topics covered by the short-term project. We describe 
four of these projects. 


Business Combinations 


After separately eliminating the pooling of interests method, the FASB and IASB jointly de- 
veloped a common solution in 2007 with respect to (1) the measurement at full fair value of 


22 FASB, Statement of Financial Accounting Standards No. 123 (revised 2004), “Share-Based Payment,” p. ii. 


506 Chapter 11 


an acquired company’s assets and liabilities and (2) the measurement and presentation of 
noncontrolling interests. The tangible results of this joint project in U.S. GAAP are SFAS 141R, 
“Business Combinations,” and SFAS 160, “Noncontrolling Interests in Consolidated 
Financial Statements,” [FASB ASC (Topics 805 and 810)] which now are part of Accounting 
Standard Codification (ASC) Topic 805, Business Combinations. A revised IFRS 3, “Business 
Combinations,” was issued by the IASB in 2008 as a result of this project. Although this pro- 
ject established common procedures for business combination accounting between the two 
sets of standards, the boards did not come to agreement on all issues. For example, whereas 
U.S. GAAP requires noncontrolling interests to be measured at their fair value at the date of 
acquisition, JFRS 3 also allows noncontrolling interests to be measured as the parent’s per- 
centage of book value of the acquired company’s net assets. 


Financial Statement Presentation 

This project deals with the organization and presentation of information in the financial state- 
ments. The objective is to enhance the usefulness of information in assessing the financial 
performance of the reporting enterprise. Issues under consideration include whether a single 
statement of comprehensive income should be presented as a primary financial statement, 
whether the direct method should be mandated for reporting cash flow from operations in the 
statement of cash flows, and whether cash equivalents should be reported separately from cash 
on the balance sheet. Perhaps most significantly, the two boards are considering whether to 
require assets and liabilities to be classified on the balance sheet as operating, investing, and 
financing, with income taxes presented in a separate section. A similar classification also 
is in discussion for the statement of comprehensive income. 


Revenue Recognition 

This project’s objective is to develop a common, comprehensive standard on revenue recogni- 
tion grounded in conceptually based principles. More than 140 U.S. authoritative pronounce- 
ments relate to revenue recognition.” Finding the answer to a specific revenue recognition 
question can be difficult, and gaps exist. Unlike U.S. GAAP, IFRS contain a single, general 
standard on revenue recognition (JAS 19, “Revenue’’). However, this standard is of limited use 
in determining the appropriate recognition of revenue in many cases. This project is expected 
to result in a single standard that will (1) eliminate inconsistencies in existing literature, (2) fill 
the gaps that have developed in recent years as new business models have emerged, and 
(3) provide a conceptual basis for addressing issues that arise in the future. The boards issued 
a discussion paper in December 2008 that, among other things, introduced a contract-based 
revenue recognition principle. 


Conceptual Framework 


This project seeks to develop a common conceptual framework that both boards could use as 
a basis for future standards. Although the [ASB Framework and the FASB’s Conceptual 
Framework (as embodied in its Statements of Financial Accounting Concepts) are substantially 
similar, differences do exist. More important, the existing frameworks have internal inconsis- 
tencies and are not comprehensive. The FASB and IASB are conducting this project in eight 
phases. An Exposure Draft related to “The Objective of Financial Reporting and Qualitative 
Characteristics and Constraints of Decision-Useful Financial Reporting Information” from the 
first phase of the project was issued in May 2008. 


In 2008, the Boards published an updated Memorandum of Understanding (MoU), which 
sets out milestones to be achieved with respect to joint projects by 2011. In addition to those 
described above, the following major projects are part of the MoU: 


¢ Consolidations ° Leases 
¢ Derecognition ¢ Liabilities and equity 
¢ Fair-value measurement ¢ Postemployment benefits 


¢ Financial instruments 


23 FASB, “The Revenue Recognition Project,” The FASB Report, December 24, 2002. 
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SEC ACCEPTANCE OF IFRS 


As a result of the IOSCO agreement discussed earlier, the SEC’s early focus on international 
standards related to whether it should allow foreign companies to use IFRS without reconcil- 
iation to U.S. GAAP. The SEC began formal consideration of this question in 2000 by issuing 
a Concept Release to solicit comments on whether it should modify its GAAP reconciliation 
requirement. Pressure put on the SEC to make this change intensified with the adoption of 
IFRS in the European Union in 2005. Finally, in November 2007, the SEC issued a final rule 
aptly titled “Acceptance From Foreign Private Issuers of Financial Statements Prepared in Ac- 
cordance With International Financial Reporting Standards Without Reconciliation to U.S. 
GAAP.” Beginning with financial statements filed for fiscal years ended after November 15, 
2007, foreign companies using IFRS no longer provide U.S. GAAP information in their an- 
nual reports filed with the SEC. Approximately 180 companies were able to file their 2007 
annual reports with the SEC without providing a reconciliation to U.S. GAAP. Among these 
companies was Rostelecom, introduced at the beginning of this chapter. However, foreign 
companies using foreign GAAP other than IFRS must continue to provide a U.S. GAAP rec- 
onciliation in their Form 20-F. 

Elimination of the U.S. GAAP reconciliation requirement for foreign filers using IFRS re- 
sults in an asymmetric situation for U.S. domestic companies that are required to use U.S. 
GAAP. To level the playing field, the SEC issued a Concept Release in July 2007 to solicit 
public comment on the idea of allowing U.S. companies to choose between U.S. GAAP and 
IFRS. A majority of comment letters were not in favor of allowing a choice between IFRS or 
U.S. GAAP, but instead recommended that the SEC require the use of IFRS by U.S. compa- 
nies. Even the chairmen of the FASB and the Financial Accounting Foundation (FAF), which 
oversees the FASB, expressed approval for a move toward the use of IFRS in the United States. 
They concluded that: “Investors would be better served if all U.S. public companies used ac- 
counting standards promulgated by a single global standard setter as the basis for preparing 
their financial reports. This would be best accomplished by moving U.S. public companies to 
an improved version of International Financial Reporting Standards (IFRS)” (emphasis 
added).*4 However, they also noted that the switch to IFRS would be a complex, multiyear 
process that would involve significant changes to the U.S. financial reporting system, includ- 
ing changes in auditing standards, licensing requirements, and how accountants are educated. 


IFRS Roadmap 


In reaction to the support expressed for IFRS, the SEC issued a proposed rule for the potential 
use of IFRS by U.S. public companies in November 2008.”° This so-called IFRS Roadmap sets 
forth several milestones that, if achieved, could lead to the required use of IFRS by USS. is- 
suers. The SEC will monitor these milestones until 2011, and if significant progress has been 
made at that time the SEC will then require the mandatory adoption of IFRS by U.S. public 
companies over a three-year phase-in period beginning in 2014. Large companies with market 
capitalization greater than $700 million (so-called large accelerated filers) would be the first 
required to use IFRS, beginning with annual reports for fiscal years ending on or after 
December 15, 2014; accelerated filers would adopt IFRS in 2015 and nonaccelerated filers in 
2016. The roadmap also envisions providing a limited number of companies the opportunity 
to adopt IFRS before it is mandated, as early as 2010. Two criteria would have to be met to be 
eligible for early adoption: 


1. A company is among the 20 largest (as measured by market capitalization) publicly traded 
companies in the industry worldwide. 


2. More companies among the 20 largest companies in the industry use IFRS than any other 
set of accounting standards. 


41 etter to Ms. Nancy M. Morris, Securities and Exchange Commission, signed by Robert E. Denham, Chairman, 
Financial Accounting Foundation, and Robert H. Herz, Chairman, Financial Accounting Standards Board, dated 
November 7, 2007 (accessed December 6, 2007, at www.fasb.org/FASB_FAF_Response_SEC_Release_msw.pdp). 
25 The SEC's “Roadmap for the Potential Use of Financial Statements Prepared in Accordance with International 
Financial Reporting Standards by U.S. Issuers” is available at www.sec.gov/rules/proposed/2008/33-8982.pdf. 
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The SEC estimated that at least 110 U.S. companies in 34 industries would be eligible for early 
adoption. 
The milestones that the SEC will monitor until 2011 are: 


1. Improvements in IFRS. The SEC is interested in seeing improvements made to IFRS prior 
to 2011, especially from the [IASB—FASB convergence process, and it urges the two boards 
to continue their efforts in this regard. The roadmap specifically mentions completion of 
joint projects such as those on revenue recognition and financial statement presentation as 
being important. 

2. Accountability and funding for the IASB. The Commission will carefully consider the degree 
to which the IASC Foundation, which oversees the IASB, is able to develop a secure, stable 
funding mechanism that permits the IASB to function in an independent manner. The 
roadmap indicates that compulsory financial contributions from a broad-based constituency 
would help to ensure the independent functioning of the IASB in its standard-setting process. 

3. Improvement in the ability to use interactive data for IFRS reporting. The SEC will evalu- 
ate progress made by the IASB in completing a detailed XBRL taxonomy that will allow 
firms to file IFRS financial statements in an interactive data format at a greater level of de- 
tail than is currently possible. 

4. Education and training. The SEC also will evaluate the overall level of education and 
training in the United States on IFRS before requiring their mandatory adoption. Investor 
education is especially important because the benefits to be derived from a single set of 
high-quality globally accepted accounting standards can be realized only if investors un- 
derstand the basis for the reported results. 


The SEC received more than 170 comment letters on the IFRS Roadmap with a wide range 
of views expressed, from no support to complete support for IFRS. Some of the negative com- 
ments expressed by constituents related to: 


e IFRS are an incomplete set of standards (e.g., lacking industry-specific guidance). 

¢ IFRS are not compatible with the U.S. litigation environment. 

¢ The U.S. economy has more important issues to deal with (i.e., the financial crisis). 
¢ Congress might not allow the SEC to designate the IASB as the U.S. standard setter. 


Several letters written by audit firms recommended that the SEC go ahead and make the 
decision to adopt IFRS and establish a certain date for IFRS adoption to avoid the uncertainty 
associated with measurement against milestones in 2011. On the other hand, a significant 
number of letters written by financial statement preparers expressed a preference for conver- 
gence of IFRS and U.S. GAAP rather than conversion to IFRS. In their comment letter, the 
chairs of the FASB and FAF expressed concerns with the IFRS Roadmap and reiterated their 
commitment to continue the convergence process as follows: 


... We remain committed to continuing to work closely with the IASB to improve both U.S. 
GAAP and IFRS and to eliminate differences between them. We believe these joint efforts will 
improve the quality of the standards and the comparability of financial information globally and 
will advance the efforts toward a single set of high-quality global accounting standards.””® 


In the meantime, they call upon the SEC to conduct additional study to “better identify, un- 
derstand, and evaluate the strengths, weaknesses, costs, and benefits of possible approaches 
the U.S. should take in moving toward that goal.” 


FIRST-TIME ADOPTION OF IFRS 


Under the SEC’s IFRS Roadmap, large U.S. companies might be required to adopt IFRS in 
preparing their fiscal year 2014 financial statements. The process of converting from one set 
of GAAP to another is quite complex and there are many questions to be answered. To provide 


6 etter to Ms. Florence E. Harmon, Securities and Exchange Commission, signed by John J. Brennan, 
Chairman, Financial Accounting Foundation, and Robert H. Herz, Chairman, Financial Accounting Standards 
Board, dated March 11, 2009 (accessed July 23, 2009, at http:/Awww.fasb.org/cs/ContentServer? 
c=Document_C&pagename=FASB % 2FDocument_C %2FDocumentPage&cid=1 176156242108). 


Worldwide Accounting Diversity and International Standards 509 


guidance on this issue, the first standard developed by the IASB was /FRS J, “First-Time 
Adoption of IFRS.” JFRS / establishes the procedures to be followed in converting from pre- 
viously used accounting standards to IFRS for the first time, and introduces the concept of the 
“opening balance sheet.” 

IFRS 1 requires companies transitioning to IFRS to prepare an opening balance sheet at the 
“date of transition.” The transition date is the beginning of the earliest period for which an en- 
tity presents full comparative information under IFRS. The following timeline shows how the 
transition date is determined: 


Transition Reporting 
Date Date 
Comparative Period First IFRS Financial Statements 
A ——§Wl— i _§__—_—_e- 
1/1/13 12/31/13 12/31/14 


If a company is preparing financial statements for the year ended December 31, 2014, under 
IFRS 1 it also must provide comparative financial statements for the year ended December 31, 
2013. January 1, 2013, is the beginning of the earliest period for which the comparative in- 
formation must be provided, and therefore is the transition date. This means that a company 
must begin using IFRS on January 1, 2013, to be able to prepare IFRS financial statements 
for 2014. 

An entity must complete the following steps to prepare the opening IFRS balance sheet: 


Step 1—Determine Applicable IFRS Accounting Policies Based on Standards in Force on the 
Reporting Date. 

This requirement implies that companies must know two years in advance what the applicable 
standards will be on the reporting date. European Union companies were required to present 
IFRS financial statements for the first time on December 31, 2005. To assist EU companies 
in their transition to IFRS, the IASB adopted a “stable platform” policy in which new IASB 
standards issued after March 1, 2004, did not go into effect until after January 1, 2006. Thus, 
EU companies knew what the standards in force on December 31, 2005, were going to be as 
early as March 2004. 


Step 2—Recognize Assets and Liabilities Required to Be Recognized under IFRS That Were 
Not Recognized under Previous GAAP and Derecognize Assets and Liabilities Previously 
Recognized That Are Not Allowed to Be Recognized under IFRS. 


Deferred development costs are an example of an asset recognized under IFRS that is not al- 
lowed under U.S. GAAP. A U.S. company transitioning to IFRS on January 1, 2013, would be 
required to assess whether development costs incurred in prior years met the criteria for capi- 
talization in [AS 38, “Intangible Assets.” If so, then the costs previously expensed would be re- 
versed and recognized on the opening balance sheet as an asset. The counterpart would be an 
adjustment to stockholders’ equity. Restructuring is an area in which a U.S. company might 
need to derecognize a liability. A restructuring charge and related liability can be recognized 
at an earlier date under U.S. GAAP than under IFRS. Going forward, new IFRS adopters will 
need to amend their asset and liability recognition policies to make sure that they are in com- 
pliance with IFRS. For example, development costs incurred after January 1, 2013, will have 
to be evaluated for possible capitalization. 


Step 3—Measure Assets and Liabilities Recognized on the Opening Balance Sheet in 
Accordance with IFRS. 


An entity must retroactively apply applicable IASB standards to each asset and liability re- 
ported on the opening balance sheet. As an example, a company previously using LIFO to 
measure inventory will have to select a method acceptable under IFRS (FIFO or weighted av- 
erage cost) and retroactively apply that method to the inventory carried on the opening balance 
sheet. This represents a change in accounting principle. /FRS / indicates that the effect of the 
change should be recognized in stockholders’ equity on the opening balance sheet, and not in 
net income. 
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Step 4—Reclassify Items Previously Classified in a Different Manner from What Is 
Acceptable under IFRS. 


There are several situations in which accounting elements are classified differently under 
IFRS and U.S. GAAP. For example, U.S. companies classify deferred tax assets and liabilities 
as current or noncurrent depending on the classification of the underlying asset or liability giv- 
ing rise to the deferred tax. Deferred taxes are classified as noncurrent only under IFRS. To 
comply with JAS /2, “Income Taxes,” deferred taxes classified as current under U.S. GAAP 
would have to be reclassified as noncurrent on the IFRS opening balance sheet. As another 
example, in some cases, convertible debt that is classified as a liability under U.S. GAAP 
would have to be reclassified as equity under IFRS. 


Step 5—Comply with All Disclosure and Presentation Requirements. 

First time adopters of IFRS will have to be careful to comply with all disclosure and presentation 
requirements, especially those contained in JAS /, “Presentation of Financial Statements.” Several 
public accounting firms provide IFRS disclosure checklists that can be used for this purpose.”’ 


In preparing the opening balance sheet, JPRS / provides several optional exemptions from 
complying with IFRS where retrospective application would be extremely difficult and the bene- 
fit to users is unlikely to exceed the cost. First-time adopters of IFRS have an option not to (a) ad- 
just the carrying amount of goodwill recognized under previous GAAP, (b) restate a business 
combination originally accounted for under the pooling method, (c) retrospectively apply JFRS 2 
to stock options, or (d) recognize any cumulative translation adjustment for foreign subsidiaries. 

Once the opening IFRS balance sheet has been prepared, the company continues to use 
IFRS for the next two years so that comparative information can be included in the first set of 
annual financial statements prepared under IFRS. /FRS / also requires a company to provide 
the following reconciliations in its first set of IFRS financial statements: 


1. Reconciliation of total equity measured under previous GAAP to total equity measured un- 
der IFRS at: 
(a) the date of transition to IFRS (e.g., January 1, 2013). 
(6) the end of the comparative period (e.g., December 31, 2013). 

2. Reconciliation of net income measured under previous GAAP to net income measured 
under IFRS for the comparative period (e.g., for the year ended December 31, 2013). 


IFRS 1 also requires disclosures explaining the company’s adoption of IFRS, including notes 
to accompany the IFRS reconciliations. 

Exhibit 11.7 presents Note 4 from the 2005 Annual Report of the Spanish airline company 
Iberia, Lineas Aéreas de Espafia, S.A. In accordance with European Union regulations, Iberia 
adopted IFRS in 2005, with January 1, 2004, as the transition date. Note 4 provides the rec- 
onciliation of equity and net income from Spanish GAAP to IFRS for the comparative period 
2004, and explains the major adjustments made. The notes indicate that Iberia opted not to re- 
state goodwill and instead wrote existing goodwill off against equity on the opening balance 
sheet. In addition, the notes explain that the company retroactively applied IFRS to remeasure 
the amounts reported on the opening balance sheet for provisions and other contingent liabil- 
ities, and deferred income. 


IFRS Accounting Policy Hierarchy 

With respect to the issue of determining appropriate accounting policies to use in preparing 
IFRS financial statements, JAS 8, “Accounting Policies, Changes in Accounting Estimates and 
Errors,” establishes the following hierarchy that firms must follow: 


1. Apply specifically relevant standards (IASs, IFRSs, or Interpretations) dealing with an ac- 
counting issue. 

2. Refer to other IASB standards dealing with similar or related issues. 

27 For example, the KPMG International Financial Reporting Group (IFRG) prepared an IFRS Disclosure 


Checklist dated June 2009, which is available for download at www.kpmg.com/SiteC ollectionDocuments/ 
IFRG_disclosure_checklists/Disclosure-Checklist-2009.pdf. 


EXHIBIT 11.7 
Iberia Group 
2005 Annual Report 
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4. Reconciliation of the Beginning and Ending Balances for 2004 per Spanish GAAP 
and IFRS 


Reconciliation of equity at 1 January 2004 and at 31 December 2004 
(Thousands of Euros) 


Equity at Equity at 
1January 31 December 
Concept 2004 2004 
Balance per Spanish GAAP in force at that date* 1,432,760 1,645,765 
Impacts due to transition to IFRS® 
Derecognition of amortisation of goodwill (98,098) (91,485) 
Reversal of provisions and other contingent liabilities 116,682 124,507 
Derecognition of deferred income 19,090 1,981 
Reversal of provision for major repairs 5,114 — 
Conversion to IFRSs of financial statements of companies 
accounted for using the equity method 4,618 2 AeD 
Derecognition of negative consolidation differences 1,494 998 
Derecognition of deferred charges and start-up expenses (1,905) (5,189) 
Other — 6 
Total impact on equity 46,995 33,080 
Minority interests 9,204 5,324 
Balance per IFRSs 1,488,959 1,684,169 


‘Obtained from the consolidated financial statements at the date shown, as approved by the shareholders at the related Annual General 
Meetings. 
Taking into consideration tax effects. 


Reconciliation of profit for 2004 
(Thousands of Euros) 


Increase/ 
(Reduction) 
Concept 2004 Profit 
Balance per Spanish GAAP in force at that date* 218,402 
Impacts due to transition to IFRS: 
Amortisation of goodwill 6,613 
Provisions and other contingent liabilities 7,825 
Derecognition of deferred income (17,109) 
Reversal of provision for major repairs (3,521) 
Conversion to IFRSs of financial statements of companies accounted 
for using the equity method (2,356) 
Share options (4,969) 
Derecognition of negative consolidation differences (496) 
Derecognition of deferred charges and start-up expenses (3,284) 
Other 6 
Total impact on equity/profit (17,291) 
Balance per IFRSs 2 Onell 


*Obtained from the consolidated financial statements at the date shown, as approved by the shareholders at the related Annual 
General Meeting. 


The main changes arose in the following items: 


Goodwill 


Goodwill was calculated as the positive difference between the amount paid by Iberia, Lineas 
Aéreas de Espana, S.A. for the acquisition of 67% of Aviacidn y Comercio, S.A. and the related 
underlying carrying amount at 31 December 1997. This goodwill was attributed basically to the 
value of the market presence, size and image of Aviacidn y Comercio, S.A. at that date. Since it 
was not possible to reasonably allocate these items to a single cash-generating unit on the basis 
of which to evaluate possible changes in value in the future, the Company opted to write this 
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Concluded 


goodwill off against the reserves for first-time application of IFRSs. Also, the Group reversed EUR 
6,613 thousand relating to the amortisation recognised in 2004 in accordance with Spanish GAAP. 


Provisions and Other Contingent Liabilities 


The Group reversed, with a credit to reserves, certain provisions recorded to cover potential 
contingencies which do not meet all the requirements under JAS 37 to be recognised in the 
financial statements. 


Deferred Income 


In accordance with JAS 77, the gains recognised as a result of a sale and operating leaseback 
transaction, which until 2004 were recognised over the subsequent lease term, must be recog- 
nised in the income statement at the moment when the transaction is arranged. The Group there- 
fore eliminated the deferred gains with a charge to reserves on first-time application of IFRSs. Also, 
the deferred income credited to the income statement in this connection in 2004 was reversed. 


3. Refer to the definitions, recognition criteria, and measurement concepts in the IASB 
Framework. 

4. Consider the most recent pronouncements of other standard-setting bodies that use a simi- 
lar conceptual framework, other accounting literature, and accepted industry practice to the 
extent that these do not conflict with sources in items 2 and 3 above. 


Two aspects of this hierarchy are noteworthy. First, the Framework is specifically listed as 
part of the hierarchy and must be consulted before considering sources of guidance listed in 
item 4. Second, because the FASB and IASB conceptual frameworks are similar, step 4 pro- 
vides an opportunity for entities to adopt FASB standards in dealing with accounting issues 
where steps | through 3 are not helpful. 

In establishing accounting policies to be followed under IFRS, the two extreme approaches 
that companies can follow are: 


1. Minimize change. Under this approach a company would adopt accounting policies con- 
sistent with IFRS that are most consistent with current accounting policies. 


2. Fresh start. Under this approach a company would ignore current accounting policies and 
adopt accounting policies consistent with the IFRS that best reflect economic reality. 


The first approach is likely to be less costly than the second approach. However, many 
commentators encourage companies to take advantage of the opportunity to start from a clean 
slate and adopt a fresh start approach. For example, in an IFRS newsletter for U.S. companies, 
Deloitte states: “While IFRS conversion can involve significant amount of work, there may be 
a unique opportunity to make needed improvements in your financial reporting and account- 
ing operations, systems, tax accounting, and processes.”?° 


DIFFERENCES BETWEEN IFRS AND U.S. GAAP 


LO6 


Recognize acceptable accounting 
treatments under IFRS and iden- 
tify key differences between IFRS 
and U.S. GAAP. 


In a comparison of IFRS and U.S. GAAP published in July 2008, Deloitte Touche Tohmatsu 
identified more than 200 differences in the two sets of standards. Exhibit 11.8 summarizes 
some of these differences. Note that a number of these differences are within the scope of the 
FASB-IASB convergence projects and therefore are likely to be eliminated over time. 

The types of differences that exist between IFRS and U.S. GAAP can be generally classi- 
fied as follows: 


1. Recognition differences. 
2. Measurement differences. 
3. Presentation and disclosure differences. 


Examples of each type of difference are described next. 


28 Deloitte Development LLC, “IFRS Conversion: Some Important Lessons Learned,” /FRS Insights, 
March 2009, p. 2, available at http:/Awww.iasplus.com/usa/ifrsinsights/0903ifrsinsights. pdf. 


EXHIBIT 11.8 

Some Key Differences 
between IFRS and U.S. 
GAAP at July 2008 
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Accounting Item IFRS U.S. GAAP 
Inventory 
Cost-flow assumption LIFO not allowed LIFO allowed 


“Market” in lower-of-cost- 
or-market rule 

Reversal of inventory 
writedown 


Property, plant, and equipment 


Measurement subsequent to 
acquisition 

Major inspection or overhaul 
costs 


Asset impairment 
Indication of impairment 


Subsequent reversal of an 
impairment loss 
Construction contracts 
Method used when 
percentage of completion 
not appropriate 
Research and development costs 
Development costs 


Leases 
Recognition of gain on sale 
and leaseback on an 
operating lease 
Pensions 
Recognition of past (prior) 
service costs related to benefits 
that have vested* 
Income taxes 
Recognition of deferred tax 
assets 


Classification of deferred taxes 


Consolidated financial 

statements 

Different accounting policies 
of parent and subsidiaries 

Presentation of 

“extraordinary” items 
Definition of a 

“discontinued operation” 


Interim reporting 


Statement of cash flows 
Classification of: 

* Interest paid 

° Interest received 


Net realizable value 


Required if certain criteria 
are met 


Based on historical cost or a 
revalued amount 
Generally capitalized 


Asset's carrying value 
exceeds the higher of its 
(1) value in use (discounted 
expected future cash flows) 
or (2) fair value less costs 
to sell 

Required if certain criteria 
are met 


Cost recovery method 


Capitalized if certain 
criteria are met 


Recognized immediately 


Recognized immediately 


Recognized only if 
realization of tax benefit 
is probable 

Always noncurrent 


Must conform policies 


Not allowed 
A reportable business or 


geographic segment 


Interim period treated as 
discrete accounting period 


Operating or financing 
Operating or investing 


Replacement cost (with 
ceiling and floor) 
Not allowed 


Based on historical cost 


Either capitalized or 
expensed 


Asset'’s carrying value 
exceeds the undiscounted 
expected future cash flows 
from the asset 


Not allowed 


Completed contract method 


Expensed immediately 
(except computer software 
development) 


Amortized over the lease 
term 


Amortized over the 
remaining service period 
or life expectancy 


Always recognized but a 
valuation allowance is 
provided 

Split between current and 
noncurrent 


No requirement to conform 
policies 

Required when certain 
criteria are met 

A reportable segment, 
operating segment, 
reporting unit, subsidiary, 
or asset group 

Interim period treated as 
integral part of full year 


Operating 
Operating 


*IFRS uses the term past service costs, whereas U.S. GAAP calls these prior service costs. 
Source: Deloitte Touche Tohmatsu, JFRSs and U.S. GAAP—A Pocket Comparison, July 2008. 
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WHICH ACCOUNTING METHOD REALLY IS APPROPRIATE? 


In this era of rapidly changing technology, research and development (R&D) expenditures 
represent one of the most important factors in the future success of many companies. 
Organizations that spend too little on R&D risk being left behind by the competition. 
Conversely, companies that spend too much may waste money or not be able to make 
efficient use of the results. 

In the United States, all R&D expenditures are expensed as incurred. However, expens- 
ing all R&D costs is not an approach used in much of the world. Firms using IFRS must cap- 
italize development costs as an intangible asset when they can demonstrate (1) the 
technical feasibility of completing the project, (2) the intention to complete the project, 
(3) the ability to use or sell the intangible asset, (4) how the intangible asset will generate 
future benefits, (5) the availability of adequate resources to complete the asset, and 
(6) the ability to measure development costs associated with the intangible asset. 

Should any portion of R&D costs be capitalized? Is expensing all R&D expenditures the 
best method of reporting these costs? Is the U.S. approach better than the international 
standard? Which approach provides the best representation of the company’s activities? 


Recognition Differences 
Several differences between IFRS and U.S. GAAP relate to (1) whether an item is recognized 
or not, (2) how it is recognized, or (3) when it is recognized. A good example of this type of 
difference relates to the accounting for research and development (R&D) costs. Under U.S. 
GAAP, R&D costs must be expensed immediately. The only exception relates to costs incurred 
in developing computer software, which must be capitalized when several restrictive criteria 
are met. JAS 38, “Intangible Assets,” also requires immediate expensing of all research costs. 
Development costs, on the other hand, must be recognized as an internally generated intangi- 
ble asset when certain criteria are met. Deferred development costs are amortized over their 
useful life but not to exceed 20 years. Development costs include all costs directly attributable 
to or that can be reasonably allocated to development activities including personnel costs, ma- 
terials and services costs, depreciation on fixed assets, amortization of patents and licenses, 
and overhead costs other than general administration. The types of development costs that 
might qualify as an internally generated intangible asset under JAS 38 include computer soft- 
ware costs, patents and copyrights, customer or supplier relationships, market share, fishing 
licenses, and franchises. Brands, advertising costs, training costs, and customer lists are 
specifically excluded from recognition as an intangible asset. 

Other recognition differences relate to (1) gains on sale and leaseback transactions, 
(2) past service costs related to vested pension benefits, and (3) deferred tax assets (refer 
to Exhibit 11.8). 


Measurement Differences 

Measurement differences result in the recognition of different amounts in the financial state- 
ments under IFRS and U.S. GAAP. In some cases, these differences result from different mea- 
surement methods required under the two sets of standards. For example, although both IFRS 
and U.S. GAAP require the use of a lower-of-cost-or-market rule in valuing inventory, the two 
sets of standards measure “market” differently. Under U.S. GAAP, market value is measured 
as replacement cost (with net realizable value as a ceiling and net realizable value minus a nor- 
mal profit as a floor). JAS 2, “Inventory,” requires inventory to be carried on the balance sheet 
at the lower of cost or net realizable value. 

In other cases, measurement differences can exist because of alternatives allowed by one 
set of standards but not the other. Permitting the use of LIFO under U.S. GAAP but not al- 
lowing its use under IFRS is an example of this type of difference. 

One of the greatest potential differences between the application of IFRS and U.S. GAAP 
is found in JAS 16, “Property, Plant, and Equipment.” In measuring fixed assets subsequent to 
acquisition, [4S 16 allows companies to choose between two approaches: (1) the cost model 
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and (2) the revaluation model. Under the cost model, property, plant, and equipment is mea- 
sured and carried on the balance sheet at cost less accumulated depreciation and any impair- 
ment losses. This is consistent with U.S. GAAP. Under the revaluation model, fixed assets are 
carried on the balance sheet subsequent to acquisition at a revalued amount, which is mea- 
sured as fair value at the date of revaluation less any subsequent accumulated depreciation and 
impairment losses. If a company adopts the revaluation model, it must make revaluations reg- 
ularly enough that the carrying value reported on the balance sheet does not differ materially 
from fair value. Companies following the revaluation model need not adopt this treatment for 
all classes of property, plant, and equipment. However, they must apply it to all items within a 
class of assets. A company could choose to revalue land but not buildings, for example, but it 
would need to revalue each and every parcel of land it owns at the same time. 


Presentation and Disclosure Differences 


Presentation and disclosure differences relate to the manner in which items are presented on 
the financial statements or disclosed in the notes to the financial statements. Presentation of 
certain gains and losses as extraordinary items under U.S. GAAP, which is not allowed under 
IFRS, is one example. Another is the difference between the two sets of standards in what is 
considered a discontinued operation and therefore presented separately on the income state- 
ment. The U.S. GAAP definition of a discontinued operation is less restrictive. 

Perhaps the greatest difference between IFRS and U.S. GAAP with respect to presentation 
is the fact that IFRS contain a single standard—/AS J, “Presentation of Financial Statements” — 
that governs the presentation of financial statements. U.S. GAAP has no equivalent to JAS 1. 


IAS 1, “Presentation of Financial Statements” 


TAS 1, “Presentation of Financial Statements,” provides guidance with respect to the following 
issues: 


1. Purpose of financial statements: Financial statements provide information about the finan- 
cial position, financial performance, and cash flows useful to a wide range of users in mak- 
ing economic decisions. 

2. Overriding principle of fair presentation: Financial statements should present fairly an en- 
tity’s financial position, financial performance, and cash flows. Compliance with IFRS 
generally ensures fair presentation. In extremely rare circumstances, an entity might need 
to depart from IFRS to ensure fair presentation. 

3. Basic principles and assumptions: IAS 1 emphasizes the going concern assumption, the 
accrual basis of accounting, the consistency principle, the principle of comparative infor- 
mation, and the separate presentation of material items. The standard also precludes the 
offsetting of assets and liabilities and of revenues and expenses unless specifically permit- 
ted by another standard. 


4. Components of financial statements: IAS 1 requires a complete set of financial statements 
to include: 


a. A statement of financial position (balance sheet). 

b. A statement of comprehensive income (or a separate income statement and statement of 
comprehensive income). 

c. A statement of changes in equity. 

d. A statement of cash flows. 

e. Accompanying notes, including a summary of significant accounting policies. 

5. Structure and content of financial statements: IAS 1 also provides guidance with respect to 
the structure of each financial statement and prescribes items that must be presented (a) on 
the face of financial statements and (b) either on the face of financial statements or dis- 
closed in the notes. 


IAS I requires an entity to classify assets and liabilities as current and noncurrent unless 
presentation according to liquidity provides more reliable information. The income statement 
can be presented using either a function of expenses (cost of sales) format or a nature of 
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EXHIBIT 11.9 
Illustrative IFRS Income 
Statement 


LO7 


Determine the impact that 
specific differences between 
IFRS and U.S. GAAP have on 
the measurement of income 
and stockholders’ equity. 


IFRS COMPANY 


Income Statement for the Year Ended 
December 31, Year 1 (in thousands of currency units) 


Nature of Expenses Format 


Function of Expenses Format 


Revenue 

Other income 

Changes in inventories of finished goods 
and work in progress 

Raw materials and consumables used 

Employee benefits expense 

Depreciation and amortization expense 

Other expenses 

Operating income (loss) 

Finance costs 

Equity method income (loss) 

Profit (or loss) before tax 

Income tax expense 

Profit (loss) for the period 


Revenue 

Cost of sales 

Gross profit 

Other income 

Distribution costs 
Administrative expenses 
Other expenses 

Operating income (loss) 
Finance costs 

Equity method income (loss) 
Profit (or loss) before tax 
Income tax expense 

Profit (loss) for the period 
Attributable to: 


Attributable to: 
Parent company shareholders 


Parent company shareholders 
Minority interest 
Minority interest 


Source: JAS J, “Presentation of Financial Statements,” paras. 102, 103. 


expenses format. See Exhibit 11.9 for illustrations of the alternative formats for classifying ex- 
penses on the income statement. Note that the amount reported as Operating income (loss) is 
the same under both formats. Additional required disclosures must be made either on the face 
of the income statement or in the notes. For example, a company using the function of ex- 
penses format must disclose additional information on the nature of expenses, including de- 
preciation and amortization expense and employee benefits expense. For both formats, the 
total amount distributed as dividends as well as dividends per share must be disclosed. In ad- 
dition, JAS 33, “Earnings per Share,” requires basic and diluted earnings per share to be re- 
ported on the face of the income statement. 


U.S. GAAP Reconciliations 


Prior to the SEC removing the U.S. GAAP reconciliation requirement for foreign companies 
using IFRS, a good source of information for understanding the differences between IFRS and 
U.S. GAAP and their impact on financial statements was the U.S. GAAP reconciliations pre- 
pared by foreign companies listed on U.S. stock exchanges in compliance with SEC regula- 
tions. Studying these reconciliations was instrumental in determining which were the most 
important issues to address in the FASB-IASB convergence project.”? See Exhibit 11.10 for 
an excerpt from the U.S. GAAP reconciliation included in the 2005 Form 20-F of China 
Southern Airlines Company Limited (CSA). CSA is one of several Chinese companies listed 
on the New York Stock Exchange that prepare their consolidated financial statements in ac- 
cordance with IFRS. 

Note 51, Significant Differences between IFRS and U.S. GAAP, indicates that CSA made 
six adjustments to net income (loss) under IFRS in 2005 to reconcile to U.S. GAAP. The last 
of these adjustments relates to deferred tax effects arising from differences in the amount of 
income (loss) reported under IFRS and U.S. GAAP. 

Adjustment (a) relates to the acquisition of two airlines, China Northern Airlines (CNA) and 
Xinjiang Airlines (XJA), in 2004. Under IFRS, these business combinations were accounted for 
using the purchase method. When the acquisitions took place, U.S. GAAP required that they be 


29 International Accounting Standards Committee Foundation (IASCF), Annual Report 2003, p. 5. The IASCF 
oversees, funds, and selects the members of the IASB. 
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EXHIBIT 11.10 China Southern Airlines Company Limited—2005 Form 20-F Excerpt from Note 51 


51. SIGNIFICANT DIFFERENCES BETWEEN IFRS AND U.S. GAAP 
Effect on net income/(loss) of significant differences between IFRS and U.S. GAAP is as follows: 


Reference in 2004 2005 

Note above RMB RMB 
Loss attributable to equity shareholders of the Company under IFRSs (48) (1,848) 
U.S. GAAP adjustments: 
Net (loss)/income before tax attributable to airline operations of CNA and XJA (a) 354 159 
Sale and leaseback accounting (b) 115 1S 
Lease arrangements (@) 7 7 
Capitalized interest (d) (Gs)) (9) 
Reversal of additional depreciation arising from revaluation of property, 

plant and equipment (e) 13 — 

Investments in affiliated company and jointly controlled entity (f) 7 7 
Deferred tax effects (196) 39 
Net (loss)/income under U.S. GAAP 239 (1,530) 
Basic (loss)/earnings per share under U.S. GAAP 0.055 (0.350) 


accounted for as poolings of interests. Under the purchase method, acquired assets are consol- 
idated at their fair value, and subsequent expenses related to those assets, such as depreciation, 
are based on fair value at the date of purchase. Under the pooling of interests method, ac- 
quired assets are consolidated at their book value, which remains the basis for determining fu- 
ture expenses. Adjustment (a) adds back the additional expense recognized by CSA under the 
purchase method on the difference between the acquired assets’ fair value and book value. Ad- 
justment (f) is similar in nature. In that case, CSA invested in an affiliated company and a 
jointly controlled entity that were accounted for as purchases under IFRS. These investments 
would have been treated as poolings of interests under U.S. GAAP. 

Adjustment (b) arises from the difference between IFRS and U.S. GAAP in accounting for 
gains on sale and leaseback transactions. U.S. GAAP requires such gains to be amortized over 
the life of the lease, whereas IFRS require immediate recognition in net income. The addition 
of RMB 115 million in 2005 to determine net income under U.S. GAAP is the current year 
portion of a gain that originated several years earlier and was fully recognized under IFRS at 
that time. Adjustment (c) is made for a similar reason. 

CSA adopted the allowed alternative in JAS 23, “Borrowing Costs,” to capitalize inter- 
est associated with self-constructed assets. However, the amount of interest to be capitalized 
(rather than expensed) differs between IFRS and U.S. GAAP and adjustment (d) reflects 
this difference. Under IFRS, interest costs are capitalized to the extent the related borrow- 
ings are directly attributable to an asset’s construction. Under U.S. GAAP, if the average 
accumulated costs for the asset exceed the amount of specific new borrowings, addi- 
tional interest cost is capitalized based on the average interest rate applicable to other bor- 
rowings. The additional amount capitalized as part of the cost of an asset under U.S. GAAP 
gives rise to a higher amount of annual depreciation expense. The additional depreciation 
related to capitalized interest is subtracted from IFRS-based income to calculate income 
under U.S. GAAP. 

Adjustment (e) relates to the company’s use of the revaluation model in JAS /6, “Property, 
Plant, and Equipment,” to revalue fixed assets subsequent to initial recognition. CSA revalued 
fixed assets in 1996 as part of the transformation from a state-owned enterprise to a publicly 
traded company. This resulted in an increase in the carrying value of fixed assets accompanied 
by an increase in stockholders’ equity. The revaluation of fixed assets also resulted in an in- 
crease in the amount of annual depreciation expense. Adjustment (e) reverses the additional 
depreciation taken under IFRS on the revaluation amount that would not be allowed under U.S. 
GAAP. Because this reversal of additional depreciation was made in 2004, not in 2005, one 
can assume that the revalued assets were fully depreciated in 2004. 
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EXHIBIT 11.11 Bayer AG—2005 Form 20-F Excerpt from Note 44 


[44] U.S. GAAP information 


The Group's consolidated financial statements have been prepared in accordance with IFRS, which as applied by the Group, 
differs in certain significant respects from U.S. GAAP. The effects of the application of U.S. GAAP to net income and stock- 


holders’ equity are set out in the tables below: 


Net income (loss) reported under IFRS 
Business combinations 

Pensions and other postemployment benefits 
In-process research and development 

Asset impairment 

Early retirement program 

Revaluation surplus 

Minority interest 

Other 

Deferred tax effect on U.S. GAAP adjustments 
Net income (loss) reported under U.S. GAAP 


Basic and diluted earnings (loss) per share under U.S. GAAP 


Stockholders’ equity reported under IFRS 
Business combinations 

Pensions and other postemployment benefits 
In-process research and development 

Asset impairment 

Early retirement program 

Revaluation surplus 

Minority interest 

Other 

Deferred tax effect on U.S. GAAP adjustments 


Stockholders’ equity reported under U.S. GAAP 


2003 2004 2005 

Notes (€ million) (€ million) (€ million) 
(1,291) 682 1,595 

a 28 192 (4) 
b (121) (325) (450) 
€ |2 38 8 
d (360) (7) BS 
e 178 (58) (20) 
f _— — 4 
g (12) 3 2 
h (13) (14) (12) 
134 142 181 

(1,445) 653 1,327 

(1.98) 0.89 1.82 

2004 2005 

Notes (€ million) (€ million) 

10,943 ees, 

a 1,003 1,3} 

b DOT 691 
@ (93) (87) 
d (162) (138) 

e WS 101 
f (66) (62) 
g (111) (80) 

h 28 19 
(964) (267) 

13,046 12,347 


Exhibit 11.11 presents the U.S. GAAP reconciliation provided by the German company 
Bayer AG in its 2005 Form 20-F. Bayer made nine adjustments to convert net income under 
IFRS to a U.S. GAAP basis, including an adjustment for the deferred tax effect of reconciling 
net income to U.S. GAAP. The adjustment pertaining to business combinations in 2003 and 
2004 relates to the systematically amortized goodwill under IFRS until 2004. That practice 
was eliminated in U.S. GAAP in 2002. As a result, goodwill amortization expense taken by 
Bayer under IFRS was added back to calculate net income under U.S. GAAP in 2003 and 
2004. With the adoption of JFRS 3, “Business Combinations,” in 2004, IFRS no longer allow 
goodwill amortization but require annual impairment testing. 

Prior to 1995, IFRS allowed purchased goodwill to be reported as a negative amount in 
stockholders’ equity, in effect, as a goodwill reserve, rather than as an asset. Bayer’s positive 
adjustments to stockholders’ equity for business combinations primarily relate to the rein- 
statement of goodwill as an asset and removal of the goodwill reserve under U.S. GAAP. 

Bayer makes a small positive adjustment to net income and a larger negative adjustment to 
stockholders’ equity with respect to in-process research and development (IPRD). Prior to 2007, 
U.S. GAAP required IPRD to be expensed at the time of business combination, whereas IFRS 
require development costs to be capitalized as an asset when certain criteria have been met. The 
capitalized development costs then are amortized to expense over their useful life. Bayer must 
have capitalized in-process development costs acquired in a business combination at some point 
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prior to 2003. The net income adjustment adds back the current year’s amortization expense rec- 
ognized under IFRS. That amortization expense would not exist under U.S. GAAP because all 
IPRD already would have been expensed at the time of business combination. The adjustment to 
stockholders’ equity reflects the amount of capitalized development costs that has not yet been 
amortized under IFRS but would have been fully expensed under U.S. GAAP. The adjustment 
reflects the appropriate amount of retained earnings under U.S. GAAP. 

Although both IFRS and U.S. GAAP require long-lived assets to be tested for impairment, they 
differ as to the method for determining whether an impairment loss has occurred and the way in 
which an impairment loss is measured. Under IFRS, impairments on long-lived assets are recog- 
nized when an asset’s recoverable amount is less than its book value. An asset’s recoverable 
amount is the higher of its net selling price, which is the sales price less the cost to dispose, and 
its value in use, which is the present value of future cash flows expected from the use and disposal 
of the asset. The amount recognized as impairment loss is the difference between the asset’s re- 
coverable amount and its book value. Under U.S. GAAP, an impairment exists when the sum of 
undiscounted future cash flows expected from the use and disposal of the asset is less than the 
asset’s book value. In that case, the impairment loss is measured as the difference between the 
asset’s carrying value and its fair value. Bayer made adjustments to both net income and stock- 
holders’ equity to account for differences in the recognition of impairment losses. An impairment 
loss recognized under IFRS but not under U.S. GAAP causes IFRS income to be smaller than U.S. 
GAAP income in the year in which the impairment occurs. In future years, however, U.S. GAAP 
income will be smaller because depreciation expense is based on a higher book value. Over the 
life of the impaired asset, the total amount of depreciation and impairment loss will be the same 
under both sets of rules. The reconciliations prepared by Bayer and China Southern Airlines 
reflect only a few of the many differences that exist between IFRS and U.S. GAAP. 


A PRINCIPLES-BASED APPROACH TO STANDARD SETTING 


The IASB has taken a principles-based approach to establishing accounting standards rather 
than the so-called rules-based approach followed by the FASB in the United States. Principles- 
based standards focus on providing general principles for the recognition and measurement of 
a specific item with a limited amount of guidance; they avoid the use of “bright-line” tests. 
Application of principles-based standards requires a greater degree of professional judgment 
than does application of rules-based standards. IASB chair Sir David Tweedie explains the ap- 
proach taken by the IASB: 


The IASB concluded that a body of detailed guidance (sometimes referred to as bright lines) en- 
courages a rule-based mentality of “where does it say I can’t do this?” We take the view that this 
is counter-productive and helps those who are intent on finding ways around standards more 
than it helps those seeking to apply standards in a way that gives useful information.*° 


Classification of leases is an accounting issue that demonstrates the difference in the standard- 
setting approach taken by the IASB and the FASB. U.S. GAAP requires leases to be classified 
as either capital or operating. Capital leases are reported on the balance sheet as both an asset 
and a liability whereas operating leases are not. Criteria for classifying leases are set out in 
FASB ASC Topic 840, which clearly states: “If at its inception a lease meets any one of the four 
lease classification criteria . . ., the lease shall be classified by the lessee as a capital lease” 
[FASB ASC (para. 840-10-25-29)]. Otherwise a lease shall be classified as an operating lease. 
The four criteria follow [FASB ASC (para. 840-10-25-1)]: 


The lease transfers property ownership to the lessee by the end of the lease term. 
The lease contains a bargain purchase option. 
The lease term equals 75 percent or more of the economic life of the leased property. 


eee ea 


The present value of minimum lease payments is 90 percent or more of the lease property’s 
fair value. 


30 Excerpt from a speech delivered to the Committee on Banking, Housing and Urban Affairs of the United 
States Senate, Washington, D.C., February 14, 2002. 
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Accounting for leases under U.S. GAAP is very prescriptive. A lease shall be classified as 
a capital lease if at least one of four criteria is met, and two of the criteria are based on bright- 
line thresholds—75 percent or more of the economic life and 90 percent or more of the fair 
value. The bright-line tests have come under considerable criticism because they give compa- 
nies the opportunity to engineer lease agreements so as to avoid meeting the tests and thereby 
to keep leases off the balance sheet. In a Financial Reporting Issues Conference sponsored by 
the FASB in 1996, the FASB standard on lease accounting was deemed to be the worst stan- 
dard in U.S. GAAP?! 

IAS 17, “Accounting for Leases,” is similar to U.S. GAAP in many respects. It also distin- 
guishes between capital (finance) leases and operating leases, but IFRS guidance for classify- 
ing leases is much less prescriptive than the U.S. guidance. Paragraph 8 of IAS 17 provides the 
following general principle for lease classification: 


A lease is classified as a finance lease if it transfers substantially all risks and rewards incidental 
to ownership. A lease is classified as an operating lease if it does not transfer substantially all 
risks and rewards incidental to ownership. 


Clearly, [AS 17’s general principle for classifying leases does not provide sufficient guid- 
ance to ensure consistent application across companies. Paragraphs 10 and 11 provide addi- 
tional guidance that is suggestive rather than prescriptive. These paragraphs describe examples 
of situations that individually or in combination would normally lead to or could lead to the 
classification of a lease as a finance lease. Note that the standard does not indicate that in 
these situations a lease must be capitalized. 

Four of the examples provided in paragraph 10 are similar to the four U.S. GAAP criteria 
for lease classification. However, the IASB standard is careful not to establish bright-line tests. 
Rather than the 75 percent of economic life rule in U.S. GAAP, JAS /7 indicates that if the 
lease term is for the major part of the asset’s economic life, it normally would be classified as 
a capital lease. In the example relating the present value of minimum lease payments to the 
fair value of the lease property, a less specific test of at least substantially all is used instead 
of the FASB’s bright line of 90 percent or more. Presumably, writing a lease contract whose 
lease term is only 74 percent of the asset’s economic life and the present value of lease pay- 
ments is only 89 percent of the asset’s fair value would not in and of itself preclude the lease 
from being classified as a finance lease under JAS' 17, whereas it clearly would not meet the 
test for capitalization under U.S. GAAP. JAS /7 reiterates in paragraph 10 that “whether a lease 
is a finance lease or an operating lease depends on the substance of the transaction rather than 
the form of the contract.” 

Concerned that the rules-based standards in U.S. GAAP could have contributed to the spate 
of accounting scandals at U.S. companies, the Sarbanes-Oxley Act of 2002 required the SEC to 
study the adoption of a principles-based accounting system in the United States. In conducting 
its study, the SEC evaluated IFRS but concluded that they did not represent a cohesive set of 
principles-based standards that could act as a model for the United States. The SEC report to 
Congress issued in 2003 stated that “a careful examination of the IFRS shows that many of 
those standards are more properly described as rules based. Other IFRS could fairly be charac- 
terized as principles only because they are overly general.”*? Principles-only standards do not 
contain sufficient guidance to ensure relatively consistent application across companies. 

Some observers have expressed concern that the FASB-IASB convergence project might 
result in IASB standards becoming more rules based. In 2003, the IASB issued exposure 
draft ED 4, “Disposal of Non-current Assets and Presentation of Discount Operations,” in- 
tended to converge IFRS with U.S. standards. Consistent with U.S. GAAP, the IASB’s expo- 
sure draft included a list of criteria for determining when assets are being “held for sale” and 
therefore must be classified as such on the balance sheet. In a letter commenting on ED 4, 


31 Cheri L. Reither, “What Are the Best and the Worst Accounting Standards?” Accounting Horizons, 
September 1998, pp. 283-92. 

32 U.S. Securities and Exchange Commission, “Study Pursuant to Section 108(d) of the Sarbanes-Oxley Act 
of 2002 on the Adoption by the United States Financial Reporting System of a Principles-Based Accounting 
System,” www.sec.gov/news/studies/principlesbasedstand.htm (accessed January 28, 2007). 
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representatives from the National Association of German Banks (Bundesverband deutscher 
Banken) took issue with the fact that the proposed standard included a list of criteria for iden- 
tifying assets held for sale. According to the authors, such a “list of criteria is at odds with the 
IAS objective of producing standards based on principles.”*? Moreover, they argue that “in 
our view, setting out detailed sets of individual circumstances will result in more, not less, 
discretionary leeway.” 


OBSTACLES TO WORLDWIDE COMPARABILITY OF FINANCIAL STATEMENTS 


IFRS and U.S. GAAP are the dominant accounting standards worldwide. In January 2007, a 
study conducted by the Financial Times determined that U.S. GAAP was used by companies 
comprising 35 percent of global market capitalization; companies making up 55 percent of 
global market capitalization were using or planning to use IFRS; and only 10 percent were us- 
ing some other set of rules for financial reporting purposes.*4 If the FASB-IASB convergence 
project progresses to the point where most substantive differences between the two sets of 
standards have been eliminated, or the SEC requires adoption of IFRS by U.S. companies, 
some day most major companies worldwide could use similar accounting rules. When that day 
arrives, will the objective of accounting harmonization have been achieved? Will financial 
statements truly be comparable across countries? The use of a common set of accounting stan- 
dards is a necessary but perhaps not a sufficient condition for ensuring worldwide compara- 
bility. Several obstacles stand in the way of a common set of standards being interpreted and 
applied in a consistent manner across all countries.*° 


Translation of IFRS into Other Languages 


IFRS are written in English and therefore must be translated into other languages for use by 
non-English-speaking accountants. The IASB created an official translation process in 1997, 
and by the end of 2006, IFRS had been translated into more than 40 other languages. Most 
translations are into European languages because of the European Union’s required usage of 
IFRS. However, IFRS also have been translated into Chinese, Japanese, and Arabic. Despite 
the care the IASB took in the translation process, several research studies suggest that certain 
English-language expressions used in IFRS are difficult to translate without some distortion 
of meaning. In one study, Canadian researchers examined English-speaking and French- 
speaking students’ interpretations of probability expressions such as probable, not likely, 
and reasonable assurance used to establish recognition and disclosure thresholds in IASs.*° 
English-speaking students’ interpretations of these expressions differed significantly from 
the interpretations made by French-speaking students of the French-language translation. In 
another study, German accountants fluent in English assigned values to both the English orig- 
inal and the German translation of probability expressions used in IFRS.*’ For several expres- 
sions, the original and translation were interpreted differently, suggesting that the German 
translation distorted the original meaning. 

As an example, IFRS (and U.S. GAAP) use the term remote that appears particularly diffi- 
cult to translate in a consistent fashion. JAS 37, “Provisions, Contingent Liabilities and Con- 
tingent Assets,” indicates that a contingent liability is disclosed “unless the possibility of an 
outflow of resources embodying economic benefits is remote” (para. 28), and IAS 31, “Inter- 
ests in Joint Ventures,” requires separate disclosure of specific types of contingent liabilities 


33 Katrin Burkhardt and Silvia Schtitte, representing the Bundesverband deutscher Banken, in a letter written 
to Sir David Tweedie, chairman of the IASB, dated October 21, 2003, and cataloged by the IASB as CL59 
Bundesverband deutscher Banken. 

34 Financial Times, “IFRS vs US GAAP,” January 9, 2007, www.ft.com. 

35 The following discussion is based on George T. Tsakumis, David R. Campbell Sr., and Timothy S. Doupnik, 
“IFRS: Beyond the Standards,” Journal of Accountancy, February 2009, pp. 34-39. 

36 Ronald A. Davidson and Heidi Hadlich Chrisman, “Interlinguistic Comparison of International Accounting 
Standards: The Case of Uncertainty Expressions,” The International Journal of Accounting 28 (1993), pp. 1-16. 
37 Timothy S. Doupnik and Martin Richter, “Interpretation of Uncertainty Expressions: A Cross-National Study,” 
Accounting, Organizations and Society 28 (2003), pp. 15-35. 
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Summary 


“unless the probability of loss is remote” (para. 54). It would appear that remote is intended to 
establish a similar threshold for disclosure in both standards. 

French translations of remote in both JAS 3/ and IAS 37 use the word faible (weak). How- 
ever, the adjective trés (very) is added to form the expression trés faible in IAS 31. Thus, 
remote is literally translated as “weak” (faible) in IAS 37 and “very weak” (trés faible) in IAS 
31. Preparers of financial statements using the French translation of IFRS might interpret JAS’ 
3/ as establishing a stronger test than JAS 37 for avoiding disclosure. 

Translating remote into German presents even greater difficulty. JAS 3/ uses the German 
word unwahrscheinlich (improbable), and IAS 37 uses the phrase duBerst gering (extremely 
remote). The German translation of JAS 3/ appears to establish a more stringent threshold 
for nondisclosure of contingent liabilities than does the German translation of JAS 37, and it 
is questionable whether either threshold is the same as the original in English. The SEC im- 
plicitly acknowledged the potential problem in translating IFRS to other languages in its rule 
eliminating the U.S. GAAP reconciliation requirement for foreign registrants. That rule 
applies only to those foreign companies that prepare financial statements in accordance with 
the English language version of IFRS. 


The Impact of Culture on Financial Reporting 


Even if translating IFRS into languages other than English was not difficult, differences in na- 
tional culture values could lead to differences in the interpretation and application of IFRS. 
As described earlier in this chapter, Gray proposed a model that hypothesizes a relationship 
between cultural values, accounting values, and the financial reporting rules developed in a 
country. More recently, Gray’s model was extended to hypothesize that accounting values not 
only affect a country’s accounting rules but also the manner in which those rules are applied.** 
This hypothesis has important implications for a world in which countries with different na- 
tional cultures use the same accounting standards. It implies that for accounting issues in 
which accountants must use their judgment in applying an accounting principle, culturally 
based biases could cause accountants in one country to apply the standard differently from ac- 
countants in another country. 

Several research studies support this hypothesis.*? For example, one study found that, given 
the same set of facts, accountants in France and Germany estimated higher amounts of war- 
ranty expense than did accountants in the United Kingdom.” This result was consistent with 
differences in the level of the accounting value of conservatism across these countries result- 
ing from differences in their cultural values. Financial statement users need to be aware that 
the use of a common set of accounting standards will not lead to complete financial statement 
comparability across countries. However, a greater degree of comparability will exist than if 
each country were to continue to use a different set of standards. 


38 Doupnik and Tsakumis, “A Critical Review of Gray's Theory.” 

39 See Joseph J. Schultz and Thomas J. Lopez, “The Impact of National Influence on Accounting Estimates: 
Implications for International Accounting Standard-Setters,” The International Journal of Accounting 36 
(2001), pp. 271-90; Timothy S. Doupnik and Martin Richter, “The Impact of Culture on the Interpretation 
of ‘In Context’ Verbal Probability Expressions,” Journal of International Accounting Research 3(1), 2004, 
pp. 1-20; and George T. Tsakumis, “The Influence of Culture on Accountants’ Application of Financial 
Reporting Rules,” Abacus, March 2007, pp. 27-48. 


40 Schultz and Lopez, “The Impact of National Influence on Accounting Estimates.” 


1. Historically, considerable diversity existed with respect to financial reporting across countries. Dif- 
ferences include the format and presentation of financial statements, the measurement and recogni- 
tion rules followed in preparing financial statements, disclosures provided in the notes to financial 
statements, and even in the terminology used to describe items reported on financial statements. 

2. Accounting systems differ across countries partially because of differences in environmental factors 
such as the type of legal system followed in the country, the importance of equity as a source of 
financing, and the extent to which accounting statements serve as the basis for taxation. Culture also 
plays a role in the development of accounting systems and can influence the manner in which 
accountants interpret and apply accounting standards. 


10. 


11. 


12. 


13. 


14. 
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. Nobes argues that the primary cause for differences in accounting systems involves differences in 


the extent to which countries use an equity-outsider financing system. Countries with a strong 
equity-outsider financing system have a Class A accounting system geared toward providing infor- 
mation that is useful in making investment decisions. Weak equity-outsider financing system countries 
have a Class B accounting system oriented more toward creditors and provides a basis for taxation. 
Empirical research supports Nobes’s notion of two dominant classes of accounting system. 


. The worldwide diversity in accounting practices causes problems that can be quite serious for some 


parties. Parent companies with foreign subsidiaries must convert from foreign GAAP to parent com- 
pany GAAP to prepare worldwide consolidated financial statements. To gain access to a foreign cap- 
ital market, companies often find it necessary to prepare information based on foreign GAAP. This 
is especially true for foreign companies wishing to gain access to the U.S. capital market. Account- 
ing diversity makes it difficult for potential investors to compare financial statements between com- 
panies from different countries in making international investment decisions. 


. Harmonization is the process of reducing differences in financial reporting across countries, thereby 


increasing the comparability of financial statements. The ultimate form of harmonization would be 
the use of similar financial reporting standards by all companies in the world. 


. The European Union attempted to harmonize accounting standards across its member nations 


through the issuance of the Fourth and Seventh Directives. Although these directives significantly 
reduced the differences that had existed previously, they did not result in complete comparability of 
financial statements across the European Union. 


. The International Accounting Standards Committee (IASC) was formed in 1973 to develop interna- 


tional accounting standards (IASs) universally acceptable in all countries. The so-called IOSCO agree- 
ment significantly enhanced the IASC’s legitimacy as the international accounting standard setter. 


. In 2001, the International Accounting Standards Board (IASB) replaced the IASC and adopted the 


IASs developed by its predecessor. The IASB creates its own international financial reporting stan- 
dards (IFRSs). Together, IASs, IFRSs, and Interpretations make up IASB GAAP and are referred to 
collectively as IFRS. 


. The IASB does not have the ability to require the use of its standards. However, a relatively large 


number of countries either require or allow domestic companies to use IFRS. Since 2005, all pub- 
licly traded companies in the European Union have been required to use IFRS in preparing their 
consolidated financial statements. 

In 2002, the FASB and the IASB announced the Norwalk Agreement to converge their financial re- 
porting standards as soon as is practicable. The FASB’s initiatives to further convergence include a 
short-term project to eliminate differences in which convergence is likely to be achievable in the 
short term by selecting either existing U.S. GAAP or IASB requirements. The FASB and IASB also 
are jointly working on several projects that deal with broader issues, including a project to create a 
common conceptual framework. In addition, a full-time member of the IASB serves as a liaison with 
the FASB. 


In 2007, the U.S. SEC eliminated the U.S. GAAP reconciliation requirement for foreign companies 
that use IFRS, and in 2008, it issued an IFRS Roadmap that proposes the use of IFRS by U.S. com- 
panies. The SEC will monitor several milestones until 2011 and then make a decision whether to 
require U.S. publicly traded companies to use IFRS beginning as early as 2014. 

IFRS I establishes procedures to be followed in the first-time adoption of IFRS. JFRS / requires the 
preparation of an opening IFRS balance sheet two years prior to when a company publishes its first 
set of IFRS financial statements. In preparing the opening IFRS balance sheet a company would 
need to (a) recognize assets and liabilities required by IFRS but not by previous GAAP and derec- 
ognize items previously recognized that are not allowed under IFRS, (b) measure assets and liabili- 
ties in accordance with IFRS, (c) reclassify items previously classified in a different manner from 
what it required by IFRS, and (d) comply with all disclosure and presentation requirements. 
Numerous differences between IFRS and U.S. GAAP exist. These differences can be categorized as re- 
lating to (a) recognition, (b) measurement, (c) presentation, and (d) disclosure. Recognizing develop- 
ment costs as an asset when certain criteria are met under IFRS while requiring they be expensed under 
U.S. GAAP is an example of a recognition difference. Carrying fixed assets on the balance sheet at 
revalued amounts under IFRS versus depreciated historical cost under U.S. GAAP is a measurement 
difference. Presenting certain gains and losses on the income statement as extraordinary items under 
U.S. GAAP, which is not acceptable under IFRS, is an example of a presentation difference. 

The IASB has taken a principles-based approach to standard setting rather than the rules-based ap- 
proach of the FASB. IASB standards provide a general principle with some guidance but try to avoid 
overly detailed guidance and bright-line tests. The classification of leases is an area that highlights 
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the difference in standard-setting approach. Some have expressed concern that the FASB-IASB con- 
vergence process may result in IASB standards becoming more rules based. 


15. The use of the same set of accounting standards by all companies is a necessary but possibly insuf- 
ficient condition for achieving the goal of worldwide comparability of financial statements. Trans- 
lation and culture are two obstacles in achieving this goal. It might not be possible to translate IFRS 
into non-English languages without some distortion of meaning. Differences in societal values 
across countries might lead to culturally determined biases in interpreting and applying a common 
set of standards. However, although these obstacles exist, worldwide adoption of a single set of stan- 
dards results in a greater degree of comparability than would exist with a different set of standards 
used by each country. 


Comprehensive 
Illustration 


PROBLEM 


(Estimated Time: 60 minutes) Bastion Company is a U.S.-based company that prepares its consolidated 
financial statements in accordance with U.S. GAAP. The company reported income in 2010 of $2,000,000 
and stockholders’ equity at December 31, 2010, of $15,000,000. 

Bastion is aware that the U.S. Securities and Exchange Commission might require U.S. compa- 
nies to use IFRS in preparing consolidated financial statements. The company wishes to determine 
the impact that a switch to IFRS would have on its financial statements and has engaged you to 
prepare a reconciliation of income and stockholders’ equity from U.S. GAAP to IFRS. You have iden- 
tified the following six areas in which Bastion’s accounting principles based on U.S. GAAP differ 
from IFRS. 


Inventory—lower of cost or market. 

Property, plant, and equipment—measurement subsequent to initial recognition. 
Intangible assets—research and development costs. 

Sale and leaseback—gain on sale. 

Pension plan—past service costs. 


ey = 


Property, plant, and equipment—impairment. 


Bastion provides the following information with respect to each of these accounting differences. 


Inventory 


At year-end 2010, inventory had a historical cost of $400,000, a replacement cost of $360,000, and a net 
realizable value of $380,000; the normal profit margin was 20 percent. 


Property, Plant, and Equipment 


Bastion acquired a building at the beginning of 2009 at a cost of $5,000,000. The building has an esti- 
mated useful life of 25 years, has an estimated residual value of $1,000,000, and is being depreciated on 
a straight-line basis. At the beginning of 2010, the building was appraised and determined to have a fair 
value of $5,440,000. There is no change in estimated useful life or residual value. In a switch to IFRS, 
the company would use the revaluation model in JAS 16 to determine the carrying value of property, 
plant, and equipment subsequent to acquisition. 


Research and Development Costs 


Bastion incurred research and development costs of $2,000,000 in 2010. Of this amount, 40 percent 
related to development activities subsequent to the point at which criteria indicating the creation of an 
intangible asset had been met. As of the end of the year, development of the new product had not been 
completed. 


Sale and Leaseback 


In January 2008, Bastion realized a gain on the sale and leaseback of an office building in the amount of 
$3,000,000. The lease is accounted for as an operating lease and the term of the lease is five years. 


Pension Plan 


In 2009 the company amended its pension plan creating a prior service cost of $240,000. The average re- 
maining number of years to be worked by the employees affected by the amendment is 15 years. Half of 
the prior service cost was attributable to already vested employees and half of the prior service cost was 
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attributable to nonvested employees who on average had three more years until vesting. The company has 
no retired employees. 


Property, Plant, and Equipment 


Bastion owns machinery on December 31, 2010, that has a book value of $440,000, an estimated salvage 
value of $40,000, and an estimated remaining useful life of 10 years. On that date, the machinery is ex- 
pected to generate future cash flows of $450,000 and it is estimated to have a fair value, after deducting 
costs to sell, of $360,000. The present value of expected future cash flows is $375,000. 


Required 
Prepare a schedule reconciling U.S. GAAP net income and stockholders’ equity to IFRS. 


SOLUTION 


Bastion Company Reconciliation from U.S. GAAP to IFRS 


2010 
IncomevUnder URS2 GAAP? sg ere aan. nea een ern $2,000,000 
Adjustments: 
ile TaMelnncorny WastolONMAlancop ten emou eee Dea Goh awarbedeuee 20,000 
PABUIlGiNng meVval Wall OM ee meee crew tee ere eetag er ay else eeig anatn wr (25,000) 
3), Deiemeel CAVAONINAME COSIS w2cccscgocuasevseceucgeuveseus 800,000 
Al (Geehhn) in) SAS Glave] IRBSEIVEGK ooo caw o adhe wneacasuanesueuas (600,000) 
Be PaStsSEhVIGEICOS basen sce yam eee nena ee cma anya te at ne ate eran (24,000) 
6, MOEITIMEME LOSS CH IMEEM) coon ecoaceeeaccvengennugces 65,000) 
Income UnderERS 275 c tage gt eeenee trae aetaies geetecrir $2,106,000 
2010 
Stockholders’ equity under U.S.GAAP ....................... $15,000,000 
Adjustments: 
WAIMVEMtORY.WhILECOW Mire arty eee a yearn een te esas awn 20,000 
7d. AiUMMoline) (VEIWEMION oceoodnauohausdmoeo shade inaaceueauac 575,000 
3), (DSUeate] GWEC COSIS oo ene gonndeoaoaeouoddunooeae 800,000 
Al (Gein) @lny SAG inv! IEBSEIORGK oo ccc obccaueaeenoceersuwepesoes 1,200,000 
Be PASWSEIVIGGs COS Leman meine ah Ses ee teen ce ne Meee n anes Phere AS (168,000) 
G, IORI CH MECN? cocaccccccosbovevageeucgeuvaseus (65,000) 
Stockholders’ equity under IFRS........................-.-.-: $17,362,000 
Explanation 


1. Inventory Writedown. Under U.S. GAAP, the company reports inventory on the balance sheet at 
the lower of cost or market, where market is defined as replacement cost ($360,000), with net realizable 
value ($380,000) as a ceiling and net realizable value less a normal profit ($380,000 < 80% = $304,000) 
as a floor. In this case, inventory was written down to replacement cost and reported on the December 31, 
2010, balance sheet at $360,000. A $40,000 loss was included in 2010 income. 

In accordance with JAS 2, the company would report inventory on the balance sheet at the lower 
of cost ($400,000) and net realizable value ($380,000). The inventory would have been reported on 
the December 31, 2010, balance sheet at net realizable value of $380,000 and a loss on writedown 
of inventory of $20,000 would have been reflected in net income. As a result, IFRS income would 
be $20,000 larger than U.S. GAAP net income. IFRS retained earnings would be larger by the 
same amount. 

2. Building Revaluation. Under U.S. GAAP, the company reports depreciation expense of $160,000 
[($5,000,000 — $1,000,000)/25 years] in 2009 and in 2010. 

Under JAS 16’s revaluation model, depreciation expense on the building in 2009 was $160,000, result- 

ing in a book value at the end of 2009 of $4,840,000. The building then would have been revalued 
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upward at the beginning of 2010 to its fair value of $5,440,000. The appropriate journal entry to recog- 
nize the revaluation would be: 


BUiIAiTig mew uae Reet ceere Wen OMNES het te “eR MN ooh eT aN eer 600,000 
Revaluation Surplus (a stockholders’ equity account) ............ 600,000 


In 2010, depreciation expense would be $185,000 [($5,440,000 — $1,000,000)/24 years]. 

The additional depreciation under IFRS causes IFRS-based income in 2010 to be $25,000 smaller 
than U.S. GAAP income. IFRS-based stockholders’ equity is $575,000 larger than U.S. GAAP stock- 
holders’ equity. This is equal to the amount of the revaluation surplus ($600,000) less the additional de- 
preciation in 2010 under IFRS ($25,000), which reduced retained earnings. 


3. Deferred Development Costs. Under U.S. GAAP, research and development expense in the 
amount of $2,000,000 would be recognized in determining 2010 income. 

Under JAS 38, $1,200,000 (60% X $2,000,000) of research and development costs would be ex- 
pensed in 2010, and $800,000 (40% X $2,000,000) of development costs would be capitalized as an in- 
tangible asset (deferred development costs). IFRS income in 2010 would be $800,000 larger than U.S. 
GAAP income. Because the new product has not yet been brought to market, there is no amortization of 
the deferred development costs under IFRS in 2010. Stockholders’ equity under IFRS at the end of 2010 
would be $800,000 larger than under U.S. GAAP. 


4. Gain on Sale and Leaseback. Under U.S. GAAP, the gain on the sale and leaseback (operating 
lease) is recognized in income over the life of the lease. With a lease term of five years, $600,000 of the 
gain would be recognized in 2010. $600,000 also would have been recognized in 2008 and 2009, resulting 
in a cumulative amount of retained earnings at year-end 2010 of $1,800,000. 

Under JAS 13, the entire gain on the sale and leaseback of $3,000,000 would have been recognized in 
income in 2008. This resulted in an increase in retained earnings of $3,000,000 in that year. No gain 
would be recognized in 2010. IFRS income in 2010 would be $600,000 smaller than U.S. GAAP income, 
but stockholders’ equity at December 31, 2010, under IFRS would be $1,200,000 ($3,000,000 — 
$1,800,000) larger than under U.S. GAAP. 


5. Prior Service Costs. Under U.S. GAAP. the prior service cost of $240,000 is amortized over the re- 
maining service period (number of years to be worked) of the employees. Expense recognized in 2010 is 
$16,000 [$240,000/15 years]. The cumulative expense recognized since the plan was changed in 2009 is 
$32,000 [$16,000 X 2 years]. 

Under JAS 19, the prior (past) service cost attributable to the vested employees would have been expensed 

in 2009—$120,000 [50% X $240,000]. The past service cost attributable to nonvested employees would 
be expensed over the three remaining years until vesting. Expense recognized in 2010 would be $40,000 
[$120,000/3 years]. The cumulative expense recognized since the plan was changed is $200,000 
[$120,000 + ($40,000 X 2 years)]. IFRS income in 2010 would be $24,000 less than U.S. GAAP in- 
come [$40,000 — $16,000], and stockholders’ equity at year-end 2010 under IFRS would be $168,000 
less than under U.S. GAAP [$200,000 — $32,000]. 
6. Impairment of Machinery. Under U.S. GAAP, an impairment occurs when an asset’s carrying 
value exceeds its undiscounted expected future cash flows. In this case, the expected future cash flows 
are $450,000, which is higher than the machinery’s carrying value of $440,000, so no impairment 
occurred. 

Under JAS 36, an asset is impaired when its carrying value exceeds the higher of (1) its value in use 
(present value of expected future cash flows) and (2) its fair value less costs to sell. The machinery has 
a value in use of $375,000 and its fair value less costs to sell is $360,000. An impairment loss of 
$65,000 [$440,000 — $375,000] would be recognized in determining 2010 net income, with a corre- 
sponding reduction in retained earnings. IFRS income in 2010 is $65,000 smaller than U.S. GAAP in- 
come, and stockholders’ equity at year-end 2010 under IFRS would be $65,000 smaller than under 
U.S. GAAP. 


Questions 


1. What factors contribute to the diversity of accounting systems worldwide? 

2. Nestlé S.A. is a very large company headquartered in a very small country (Switzerland). It has op- 
erations in more than 50 different countries around the world. Much of the company’s international 
expansion has been through the acquisition of local (1.e., foreign) companies. What major problems 
does worldwide accounting diversity cause for a company like Nestlé? 

3. According to Gray, how do societal values affect national accounting systems? 


4. According to Nobes, what is the relationship between culture, type of financing system, and class of 
accounting? 
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. Why were several original standards issued by the IASC revised in 1993? 


6. In what ways does the IASB differ from the IASC? 


7. Some say that IFRS are now GAAP in the European Union. How is this statement true, and how is 
it false? 
8. What are three countries that do not allow domestic publicly traded companies to use IFRS to pre- 
pare consolidated financial statements? 
9. What have the FASB and IASB agreed to do in the Norwalk Agreement? 
10. What are the FASB’s key initiatives in its international convergence project? 
11. How is the process of convergence with IASB standards as followed by the FASB different from the 
adoption of IFRS as occurred in the European Union? 
12. How are IFRS currently used in the United States and how might they be used in the future based 
upon the SEC’s IFRS Roadmap? 
13. What are the steps that a company must follow in preparing its initial set of IFRS financial state- 
ments upon the company’s first-time adoption of IFRS? 
14. What are the two extreme approaches that a company might follow in determining appropriate ac- 
counting policies for preparing its initial set of IFRS financial statements? 
15. Under what circumstances might it be acceptable for a company preparing IFRS financial state- 
ments to follow an accounting treatment developed by the FASB? 
16. What are three potentially significant differences between IFRS and U.S. GAAP with respect to the 
recognition or measurement of assets? 
17. Even if all companies in the world were to use IFRS, what are two obstacles to the worldwide com- 
parability of financial statements? 
Problems 1. Which of the following could explain why accounting is more conservative in some countries than 
in others? 
a a. Accounting is oriented toward stockholders as a major source of financing. 
b. Published financial statements are the basis for taxation. 
c. A common law legal system is used. 
d. Full disclosure in financial statements is emphasized. 
LO2 2. Which of the following is not a problem caused by differences in financial reporting practices across 
countries? 
a. Consolidation of financial statements by firms with foreign operations is more difficult. 
b. Firms incur additional costs when attempting to obtain financing in foreign countries. 
c. Firms face double taxation on income earned by foreign operations. 
d. Comparisons of financial ratios across firms in different countries may not be meaningful. 
Key 3. Which of the following is not a reason for establishing international accounting standards? 
a. Some countries do not have the resources to develop accounting standards on their own. 
b. Comparability is needed between companies operating in different areas of the world. 
c. It would simplify the preparation of consolidated financial statements by multinational corporations. 
d. Demand in the United States is heavy for an alternative to U.S. generally accepted accounting 
principles. 
LO3 4. According to the IASB, IFRS are composed of 
a. International financial reporting standards issued by the IASB only. 
b. International accounting standards issued by the IASC only. 
c. International financial reporting standards issued by the IASB and international accounting stan- 
dards issued by the IASC. 
d. International financial reporting standards issued by the IASB and statements of financial ac- 
counting standards issued by the FASB. 
LO4 5. After 2012, which of the following countries will be using IFRS? 


a. Canada. 
b. Mexico. 
c. Brazil. 
d. All of the above. 
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LO5 6. What is the so-called Norwalk Agreement? 


a. An agreement between the FASB and SEC to allow foreign companies to use IFRSs in their 
filing of financial statements with the SEC. 

b. An agreement between the U.S. FASB and the U.K. Accounting Standards Board to converge 
their respective accounting standards as soon as practicable. 

c. Anagreement between the SEC chairman and the EU Internal Market commissioner to allow EU 
companies to list securities in the United States without providing a U.S. GAAP reconciliation. 

d. An agreement between the FASB and the IASB to make their existing standards compatible as 
soon as practicable and to work together to ensure compatibility in the future. 


7. Which of the following is not one of the FASB’s initiatives to converge with IASB standards? 

a. The FASB eliminates differences between FASB and JASB standards by adopting IASB 
requirements, or vice versa, in a short-term convergence project. 

b. The FASB considers the possibility of convergence with IASB standards when deciding which 
topics to add to its work agenda. 

c. A member of the FASB serves as a liaison with the IASB by working out of the IASB’s offices 
in London. 

d. A joint project develops a common conceptual framework that both the FASB and IASB could 
use as a basis for future standards. 


8. Which of the following describes an IASB requirement that the FASB has adopted as part of the 
short-term convergence project? 


a. Following the IASB format for presentation of a statement of comprehensive income. 


b. Retrospective application of the new accounting principle when a change in accounting princi- 
ple occurs. 


c. Using the cost recovery method when the percentage of completion method is not appropriate 
for long-term construction contracts. 


d. Eliminating LIFO as an acceptable inventory cost flow method. 
9. Which of the following IASB standards is a result of the FASB—-IASB short-term convergence project? 
IFRS 1, “First-Time Adoption of IFRS.” 
IFRS 2, “Share-Based Payment.” 
IFRS 3, “Business Combinations.” 
IFRS 8, “Operating Segments.” 


x 2 Ses 


10. Which of the following is not currently the subject of a joint IASB—FASB project? 
a. Financial statement presentation. 
b. Research and development. 
c. Revenue recognition. 
d. Conceptual framework. 


11. Under the SEC’s IFRS Roadmap, which of the following is a criterion that would make a U.S. com- 
pany eligible for the early use of IFRS? 


a. The company is one of the 20 largest companies in the United States. 
b. The company is one of the 50 largest companies in the world. 
c. The company is one of the 20 largest companies in its industry worldwide. 
d. The company is in one of the 10 largest industries in the world. 
12. Which of the following does not accurately describe a requirement that a company must fulfill when 
adopting IFRS for the first time? 


a. The company must prepare an opening IFRS balance sheet at the beginning of the year for which 
the company is preparing its first set of IFRS financial statements. 


b. At the IFRS transition date, the company must select IFRS accounting policies based on those 
that will be in effect for the accounting period that will be covered by the first set of IFRS 
financial statements. 

c. At the IFRS transition date, the company must derecognize assets and liabilities that were 
recognized under previous GAAP that are not allowed to be recognized under IFRS. 

d. The company must provide a reconciliation of net income and stockholders’ equity under previ- 
ous GAAP to net income and stockholders’ equity under IFRS in its first set of IFRS financial 
statements. 


LO6 


LO6 


LO7 


LO7 


LO7 


LO7 


LO7 


13. 


14. 
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In which of the following areas does the IASB allow firms to choose between two acceptable treatments? 
a. Measuring property, plant, and equipment subsequent to acquisition. 

b. Presenting gains and losses as extraordinary on the face of the income statement. 

c. Recognizing development costs that meet criteria for capitalization as an asset. 

d. Recognizing past service costs related to pension benefits that have already vested. 


TAS 1, “Presentation of Financial Statements,” does not provide guidance with respect to which of 
the following? 


a. The statements that must be included in a complete set of financial statements. 

b. The basic principles and assumptions to be used in preparing financial statements. 
c. The importance of prudence in preparing financial statements. 

d. The items that must be presented on the face of the financial statements. 


Problems 15-19 are based on the Comprehensive Illustration at the end of the chapter. 


15), 


16. 


17. 


18. 


19. 


Lisali Company gathered the following information related to inventory that it owned on De- 
cember 31, 2011: 


Historical cost $100,000 
Replacement cost 95,000 
Net realizable value 98,000 
Normal profit margin 20% 


a. Determine the amount at which Lisali should carry inventory on the December 31, 2011, balance 
sheet and the amount, if any, that should be reported in net income related to this inventory 
using (1) U.S. GAAP and (2) IFRS. 

b. Determine the adjustments that Lisali would make in 2011 to reconcile net income and stock- 
holders’ equity under U.S. GAAP to IFRS. 


Bracy Company acquired a new piece of construction equipment on January 1, 2011, at a cost of 
$100,000. The equipment was expected to have a useful life of 10 years and a residual value of 
$20,000 and is being depreciated on a straight-line basis. On January 1, 2012, the equipment was ap- 
praised and determined to have a fair value of $101,000, a salvage value of $20,000, and a remain- 
ing useful life of nine years. 

a. Determine the amount of depreciation expense that Bracy should recognize in determining net 
income in 2011, 2012, and 2013 and the amount at which equipment should be carried on the 
December 31, 2011, 2012, and 2013 balance sheets using (1) U.S. GAAP and (2) IFRS. In mea- 
suring property, plant, and equipment subsequent to acquisition, Bracy uses the revaluation 
model in JAS 16. 

b. Determine the adjustments that Bracy would make in 2011, 2012, and 2013 to reconcile net in- 
come and stockholders’ equity under U.S. GAAP to IFRS. 


Moxie Corporation incurs research and development costs of $500,000 in 2011, 30 percent of which 
relates to development activities subsequent to certain criteria having been met that suggest that an 
intangible asset has been created. The newly developed product is brought to market in January 2012 
and is expected to generate sales revenue for 10 years. 


a. Determine the amount Moxie should recognize as research and development expense in 2011 
under (1) U.S. GAAP and (2) IFRS. 

b. Determine the adjustments that Moxie would make in 2011 and 2012 to reconcile net income 
and stockholders’ equity under U.S. GAAP to IFRS. 

Ilmanov Ltd. sold a building to a bank at the beginning of 2011 at a gain of $50,000 and imme- 

diately leased the building back for a period of five years. The lease is accounted for as an 

operating lease. 

a. Determine the amount of gain on the sale and leaseback that IImanov should recognize in 2011 
under (1) U.S. GAAP and (2) IFRS. 

b. Determine the adjustments that Ilmanov would make in 2011 and 2012 to reconcile net income 
and stockholders’ equity under U.S. GAAP to IFRS. 

Ramshare Company acquired equipment at the beginning of 2011 at a cost of $100,000. The 

equipment has a five-year life with no expected salvage value and is depreciated on a straight-line 
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basis. At December 31, 2011, Ramshare compiled the following information related to this 


equipment: 

Expected future cash flows from use of the equipment $85,000 
Present value of expected future cash flows from use of the equipment 75,000 
Fair value (net selling price), less costs to dispose 72,000 


a. Determine the amount at which Ramshare should carry this equipment on its December 31, 
2011, balance sheet and the amount, if any, that it should report in net income related to this in- 
ventory using (1) U.S. GAAP and (2) IFRS. 

b. Determine the adjustments that Ramshare would make in 2011 and 2012 to reconcile net income 
and stockholders’ equity under U.S. GAAP to IFRS. Ignore the possibility of any additional im- 
pairment at the end of 2010. 


Develop Your 
Skills 


ANALYSIS CASE 1—APPLICATION OF JAS 16 


CPA Abacab Company’s shares are listed on the New Market Stock Exchange, which allows the use of 

skills either international financial reporting standards (IFRS) or U.S. GAAP. On January 1, Year 1, Abacab 
Company acquired a building at a cost of $10 million. The building has a 20-year useful life and no 
residual value and is depreciated on a straight-line basis. On January 1, Year 3, the company hired an 
appraiser who determines the fair value of the building (net of any accumulated depreciation) to be 
$12 million. 

IAS 16, “Property, Plant, and Equipment,” requires assets to be initially measured at cost. Subsequent 
to initial recognition, assets may be carried either at cost less accumulated depreciation and any impair- 
ment losses (the cost model) or at a revalued amount equal to fair value at the date of the revaluation less 
any subsequent accumulated depreciation and impairment losses (the revaluation model). If a firm 
chooses to use the revaluation model, the counterpart to the revaluation of the asset is recorded as an 
increase in Accumulated Other Comprehensive Income (stockholders’ equity). Subsequent depreciation 
is based on the revalued amount less any residual value. 

U.S. GAAP requires items of property, plant, and equipment to be initially measured at cost. U.S. 
GAAP does not allow property, plant, and equipment to be revalued above original cost at subsequent 
balance sheet dates. The cost of property, plant, and equipment must be depreciated on a systematic ba- 
sis over its useful life. Subsequent to initial recognition, assets must be carried at cost less accumulated 
depreciation and any impairment losses. 


Required 

a. Determine the amount of depreciation expense recognized in Year 2, Year 3, and Year 4 under (a) the 
revaluation model in JAS 16 and (6) U.S. GAAP. 

b. Determine the book value of the building under the two different sets of accounting rules at January 2, 
Year 3; December 31, Year 3; and December 31, Year 4. 

c. Summarize the difference in net income and in stockholders’ equity over the 20-year life of the build- 
ing using the two different sets of accounting rules. 


ANALYSIS CASE 2—RECONCILIATION OF IFRS TO U.S. GAAP 


CPA Quantacc Ltd. began operations on January 1, 2009, and uses IFRS to prepare its consolidated financial 
Skills statements. Although not required to do so, to facilitate comparisons with companies in the United 
States, Quantacc reconciles its net income and stockholders’ equity to U.S. GAAP. Information relevant 
for preparing this reconciliation is as follows: 
1. Quantacc carries fixed assets at revalued amounts. Fixed assets were revalued upward on January 1, 
2011, by $35,000. At that time, fixed assets had a remaining useful life of 10 years. 
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2. On January 1, 2010, Quantacc realized a gain on the sale and leaseback of an office building in the 
amount of $200,000. The lease is classified as an operating lease and has a term of 20 years. 

3. Quantacc capitalized development costs related to a new pharmaceutical product in 2010 in the 
amount of $80,000. Quantacc began selling the new product on January 1, 2011, and expects the prod- 
uct to be marketable for a total of 5 years. 


Net income under IFRS in 2011 is $100,000 and stockholders’ equity under IFRS at December 31, 2011, 
is $1,000,000. 


Required 

a. Prepare a schedule to reconcile Quantacc’s 2011 net income and December 31, 2011, stockholders’ 
equity under IFRS to U.S. GAAP. 

b. Provide a brief title/description for each reconciling adjustment made, indicate the dollar amount of 


the adjustment, and calculate total amounts for net income and stockholders’ equity under U.S. 
GAAP. 


RESEARCH CASE—RECONCILIATION TO U.S. GAAP 


Ore 


Unless they use IFRS, foreign companies with securities listed in the United States (in the form of 
ADRs) are required to reconcile their net income and stockholder’s equity to U.S. GAAP in the annual 
report (Form 20—F) they file with the Securities and Exchange Commission (SEC). Lists of foreign SEC 
registrants are available on the Internet at www.adrbnymellon.com; click on DR Directory & Profiles. 
Annual reports of foreign SEC registrants may be accessed through the SEC’s EDGAR system at 
www.sec.gov (under Filing Type, search for 20—F). However, not all foreign registrants file their reports 
with the SEC electronically. Many non-U.S. companies make annual reports available on their corporate 
Internet home page. Access a recent annual report (Form 20-F) for a foreign company listed on the 
New York Stock Exchange that does not use IFRS to complete the following requirements. 


Required 

a. Determine the nationality of the company selected and the accounting rules and regulations it used 
(company GAAP) to prepare its financial statements. 

b. Summarize the major differences in measuring net income between company GAAP and U.S. GAAP. 

c. Compare the company’s profitability using company GAAP and U.S. GAAP. 


COMMUNICATION CASE—SEC “IFRS ROADMAP” 


ore. 


In November 2008, the SEC released its “Roadmap for the Potential Use of Financial Statements Pre- 
pared in Accordance with International Financial Reporting Standards by U.S. Issuers.” (The roadmap is 
available online at http://www.sec.gov/rules/proposed/2008/33-8982.pdf.) The Roadmap proposes 
allowing U.S. companies that meet certain criteria to adopt IFRS on a voluntary basis as early as 2010. 
Conglomerate Company meets the criteria for early use of IFRS. As the company’s external auditor, you 
have been asked to provide a recommendation as to whether the company should early adopt IFRS on a 
voluntary basis. 


Required 


Draft a memo to the CEO of Conglomerate Company describing the potential benefits and the potential 
risks associated with the early use of IFRS. 


INTERNET CASE—FOREIGN COMPANY ANNUAL REPORT 


ore. 


Many non-U.S. companies make annual reports available on their corporate Internet home page. Access 
the financial statements from the most recent annual report for a foreign company with which you are 
familiar to complete this assignment. 
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Required 


a. 


Determine the set of accounting rules (GAAP) the company uses to prepare its financial statements. 


b. Determine whether the company provides a set of financial statements comparable to the set of 


financial statements provided by U.S. companies (consolidated balance sheet, consolidated income 
statement, consolidated cash flow statement). 

List major differences between the company’s income statement and the income statement of a typ1- 
cal U.S. corporation. 


. List major differences between the company’s balance sheet and the balance sheet of a typical U.S. 


corporation. 

Determine whether the scope and content of the information provided in the notes to the financial 
statements are comparable to the information provided in the notes to the financial statements by a 
typical U.S. corporation. 

Evaluate the overall presentation of financial statements and notes to financial statements by the com- 
pany in comparison with a typical U.S. corporation. 


Financial Reporting 


and the Securities 
and Exchange 
Commission 


The Securities and Exchange Commission was born on June 6, 
1934—a time of despair in the markets. Americans were still suf- 
fering from the 1929 market crash after a roaring 1920s when 
they bought about $50 billion in new securities—half of which 
turned out to be worthless. Their confidence also was eroded by 
the 1932 indictment (later acquittal) of Samuel Insull for alleged 
wrongs in the collapse of his utility “empire,” and by the 1933-34 
Senate hearings on improper market activity.' 


The financing of the U.S. industrial complex depends very much on rais- 
ing vast amounts of monetary capital. During every business day in the 
United States, tens of billions of dollars of stocks, bonds, and other se- 
curities are sold to thousands of individuals, corporations, trust funds, 
pension plans, mutual funds, and other investors. Such investors cannot 
be expected to venture their money without forethought. They have to 
be able to assess the risks involved: the possibility of either a profit or 
loss being returned to them as well as the expected amount. 

Consequently, disclosure of sufficient, accurate information is ab- 
solutely necessary to stimulate the inflow of large quantities of capital. 
Enough data must be available to encourage investors to consider buying 
and selling securities in hopes of generating profits. With inadequate 
or unreliable information on which to base these decisions, investing 
becomes no more than gambling. 


THE WORK OF THE SECURITIES AND 
EXCHANGE COMMISSION 


In the United States, the responsibility for ensuring that complete and reliable 
information is available to investors lies with the Securities and Exchange 
Commission (SEC), an independent agency of the federal government cre- 
ated by the Securities Exchange Act of 1934. Although the SEC’s authority 
applies mainly to publicly held companies, the commission’s guidelines and 


'D-Day for the Securities Industry, 1934,” The Wall Street Journal, May 9, 1989, p. B1. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand the origin 
and expansive role of the 
Securities and Exchange 
Commission. 


LO2 _ Describe the purpose(s) of 
various federal securities 
laws. 


LO3 Understand the congres- 
sional rationale for enact- 
ing the Sarbanes-Oxley 
Act and the responsibilities 
of the Public Accounting 
Oversight Board. 


LO4 Describe the SEC's role 
in establishing generally 
accepted accounting 
principles (GAAP). 


LO5 Define and describe an 
issuer's filings with the 
Securities and Exchange 
Commission. 


LO6 Describe an issuer's regis- 
tration process, various 
forms used by the issuers, 
and the exemption(s) 
from registration. 
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LO1 


Understand the origin and 
expansive role of the securities 
and Exchange Commission. 


requirements have had a major influence in the United States on the development of all 


generally accepted accounting principles (GAAP). 


The mission of the U.S. Securities and Exchange Commission is to protect investors, maintain 
fair, orderly, and efficient markets, and facilitate capital formation. 


As more and more first-time investors turn to the markets to help secure their futures, pay for 
homes, and send children to college, our investor protection mission is more compelling than ever. 


As our nation’s securities exchanges mature into global for-profit competitors, there is even 
greater need for sound market regulation. 


And the common interest of all Americans in a growing economy that produces jobs, improves 
our standard of living, and protects the value of our savings means that all of the SEC’s actions 
must be taken with an eye toward promoting the capital formation that is necessary to sustain 
economic growth. 


The world of investing is fascinating and complex, and it can be very fruitful. But unlike the 
banking world, where deposits are guaranteed by the federal government, stocks, bonds and 
other securities can lose value. There are no guarantees. That’s why investing is not a spectator 
sport. By far the best way for investors to protect the money they put into the securities markets 
is to do research and ask questions. 


The laws and rules that govern the securities industry in the United States derive from a simple 
and straightforward concept: all investors, whether large institutions or private individuals, 
should have access to certain basic facts about an investment prior to buying it, and so long as 
they hold it. To achieve this, the SEC requires public companies to disclose meaningful financial 
and other information to the public. This provides a common pool of knowledge for all investors 
to use to judge for themselves whether to buy, sell, or hold a particular security. Only through 
the steady flow of timely, comprehensive, and accurate information can people make sound in- 
vestment decisions.” 


The SEC is headed by five commissioners appointed by the president of the United States 
(with the consent of the Senate) to serve five-year staggered terms. To ensure the bipartisan 
nature of this group, no more than three of these individuals can belong to the same political 
party. The chairman is from the same political party as the president. The commissioners pro- 
vide leadership for an agency that has grown over the years into an organization with approx- 
imately 3,500 employees in 11 regional and district locations. Despite its importance, the SEC 
is a relatively small component of the federal government. However, the SEC generates sig- 
nificant fees primarily from issuers, relative to 8-K, 10—K, 10-Q, and registration statement 
fees. In 2003, the SEC deposited $1.076 billion in the U.S. Treasury. Furthermore, in fiscal 
year 2006, the SEC collected $1.8 billion in disgorgements and penalties and an additional 
$1.9 billion in 2008. 

The SEC is composed of four divisions and 18 offices including the following: 


¢ The Division of Corporation Finance has responsibility to ensure that publicly held com- 
panies meet disclosure requirements. This division reviews registration statements, annual 
and quarterly filings, proxy materials, annual reports, and tender offers. 


¢ The Division of Trading and Markets oversees the securities markets in this country and is 
responsible for registering and regulating brokerage firms. This division also oversees the 
Securities Investor Protection Corporation (SIPC), a nonprofit corporation that provides in- 
surance for cash and securities held by customers in member brokerage firms. This insur- 
ance protects (“insures”) against the failure of the member brokerage firms. 

¢ The Division of Enforcement helps to ensure compliance with federal securities laws. This 
division investigates possible violations of securities laws and recommends appropriate 
remedies. The most common issues facing this division are insider trading, misrepresenta- 
tion or omission of important information about securities, manipulation of the market 
price of a security, and issuance of securities without proper registration. According to the 
SEC’s annual report, 914 investigations of possible violations were opened during 2006. 


2 The U.S. Securities and Exchange Commission, SEC Web site, September 2009. Available at 
www.sec.gov/about/whatwedo.shtml. 
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Describe the purpose(s) of 
various federal securities laws. 
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e The Division of Investment Management oversees the $15 trillion investment management 
industry and administers the securities laws affecting investment companies including mu- 
tual funds and investment advisers. This division also interprets laws and regulations for the 
public and the SEC staff. 


¢ The Office of Information Technology supports the SEC and its staff in all aspects of infor- 
mation technology. This office operates the Electronic Data Gathering Analysis and Re- 
trieval (EDGAR) system, which electronically receives, processes, and disseminates more 
than half a million financial statements every year. This office also maintains a very active 
Web site that contains a tremendous amount of data about the SEC and the securities 
industry and free access to EDGAR.? 


¢ The Office of Compliance Inspections and Examinations determines whether brokers, deal- 
ers, and investment companies and advisers comply with federal securities laws. 


¢ The Office of the Chief Accountant is the principal adviser to the commission on account- 
ing and auditing matters that arise in connection with the securities laws. The office also 
works closely with private sector bodies such as the FASB and the AICPA that set various 
accounting and auditing standards. 


This chapter provides an overview of the workings of the Securities and Exchange Com- 
mission as well as the agency’s relationship to the accounting profession. Because complete 
examination of the organization is beyond the scope of this textbook, we discuss only a portion 
of the SEC’s extensive functions here. This coverage introduces the role the agency currently 
plays in the world of U.S. business. 


Purpose of the Federal Securities Laws 


Before examining the SEC and its various functions in more detail, a historical perspective 
should be established. The development of laws regulating companies involved in interstate 
commerce was discussed as early as 1885. In fact, the Industrial Commission created by Con- 
gress suggested in 1902 that all publicly held companies should be required to disclose mate- 
rial information including annual financial reports. However, the crisis following the stock 
market crash of 1929 and the widespread fraud that was subsequently discovered were neces- 
sary to prompt Congress to act in hope of reestablishing the trust and stability needed for the 
capital markets. 


Before the Great Crash of 1929, there was little support for federal regulation of the securities 
markets. This was particularly true during the post-World War I surge of securities activity. Pro- 
posals that the federal government require financial disclosure and prevent the fraudulent sale 
of stock were never seriously pursued. Tempted by promises of “rags to riches” transformations 
and easy credit, most investors gave little thought to the dangers inherent in uncontrolled market 
operation. During the 1920s, approximately 20 million large and small shareholders took advantage 
of post-war prosperity and set out to make their fortunes in the stock market. It is estimated that 
of the $50 billion in new securities offered during this period, half became worthless. When 

the stock market crashed in October 1929, the fortunes of countless investors were lost... . With 
the Crash and ensuing depression, public confidence in the markets plummeted. There was a 
consensus that for the economy to recover, the public’s faith in the capital markets needed to 

be restored.* 


As aresult, Congress enacted two primary pieces of securities legislation designed to restore 
investor trust in the capital markets by providing more structure and government oversight: 


e The Securities Act of 1933, often referred to as the truth in securities law, regulates the in1- 
tial offering of securities by a company or underwriter. 

e The Securities Exchange Act of 1934, which actually created the SEC, regulates the subse- 
quent trading of securities through brokers and exchanges. 


3 www.sec.gov/edgar/shtml. 


4 U.S. Securities and Exchange Commission, SEC Web site, September 2009. Available at 
www.sec.gov/about/whatwedo.shtml. 
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These laws put an end to the legality of many abuses that had been common practices such 
as the manipulation of stock market prices and the misuse of corporate information by offi- 
cials and directors (often referred to as inside parties*) for their own personal gain. Just as im- 
portant, these two legislative actions were designed to help rebuild public confidence in the 
capital market system. Because of the large losses suffered during the 1929 market crash and 
subsequent depression, many investors had begun to avoid buying stocks and bonds. 

This reduction in the pool of available capital dramatically compounded the economic 
problems of the day. 

The creation of federal securities laws did not end with the 1933 Act and the 1934 Act. Dur- 
ing the decades since the first commissioners were appointed, the SEC has administered rules 
and regulations created by a number of different congressional actions. Despite the passage of 
subsequent legislation, this organization’s major objectives have remained relatively constant. 
Over the years, the SEC has attempted to achieve several interconnected goals including these: 


¢ Ensuring that full and fair information is disclosed to all investors before the securities of 
a company are allowed to be bought and sold. 


¢ Prohibiting the dissemination of materially misstated information. 
e Preventing the misuse of information especially by inside parties. 


¢ Regulating the operation of securities markets such as the New York Stock Exchange, 
American Stock Exchange, and the various over-the-counter exchanges. 


In many ways, the SEC’s work has been a huge success. The value of the securities that 
have been registered as well as the volume of these securities bought and sold each business 
day are staggering by any standard. Over the decades, the number of individuals and institu- 
tions (from both inside and outside the United States) willing to take the risk of making fi- 
nancial investments has grown to incredible numbers. In 2008 alone, more than 1.4 trillion 
shares were exchanged on just the New York Stock Exchange.° However, a cloud recently has 
rested over the entire U.S. capital market system. During 2001 and 2002, a number of highly 
publicized corporate scandals shook public confidence in the financial information available 
for decision-making purposes. Where once most investors appeared to believe in the overall 
integrity of the stock markets, that faith has clearly been diminished although the problem has 
not reached the magnitude seen in the 1930s. This lack of confidence has been a drag on the 
general willingness to invest and, thus, on the economy as a whole. 

An unlimited number of reasons can be put forth for these scandals: 


¢ Greed by corporate executives. 
¢ Failure in the corporate governance process as practiced by many boards of directors. 


¢ Failure of public accounting firms to apply appropriate quality control measures to ensure 
independent judgments. 


¢ Shortcomings in promulgated standards used to self-regulate the accounting profession. 


e Unreasonable market expectations brought on by years of skyrocketing stock values fueled 
in part by technology stocks. 


¢ A workload that overburdened the Securities and Exchange Commission, which the rela- 
tively small agency could not handle in an adequate fashion. 


As a result, on July 30, 2002, President George W. Bush signed the Sarbanes-Oxley Act of 
2002. This wide-ranging legislation was designed to end many of the problems that have 
plagued corporate reporting and the securities markets in recent years in the hope of restoring 
public confidence. This new law has had an enormous impact on public accounting as well as 
the reporting required in connection with the issuance of securities. 


> Inside parties usually are identified as the officers of a company as well as its directors and any owners of 
more than 10 percent of any class of equity security. An individual’s level of ownership is measured by a 
person's own holdings of equity securities as well as ownership by related parties such as a spouse, minor 
children, relatives living in the same house as the person in question, or a trust in which the person is the 
beneficiary. 


& NYSE Web site, September 2009. Available at www.nyxdata.com/. 
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Full and Fair Disclosure 


No responsibility of the SEC is more vital than of ensuring that a company disclosed suffi- 
cient, reliable information before its stocks, bonds, or other securities can be publicly traded. 
Problems with companies such as Enron, WorldCom, Global Crossing, and Tyco have drawn 
increased attention to this role. 

Unless specifically exempted, all publicly held companies (frequently referred to as regis- 
trants) must periodically file detailed reports with the SEC. The SEC requires and regulates 
these filings as a result of a number of laws passed by Congress over the years: 


1. Securities Act of 1933: Requires the registration of new securities offered for public sale so 
that potential investors can have adequate information. The act is also intended to prevent 
deceit and misrepresentation in connection with the sale of securities.’ 


2. Securities Exchange Act of 1934: Created the SEC and empowered it to require reporting 
by publicly owned companies and registration of securities, security exchanges, and certain 
brokers and dealers. This act prohibits fraudulent and unfair behavior such as sales practice 
abuses and insider trading. 

3. Public Utility Holding Company Act of 1935: Requires registration of interstate holding 
companies of public utilities covered by this law. This act was passed because of abuses in 
the 1920s in which huge, complex utility empires were created to minimize the need for 
equity financing. 

4. Trust Indenture Act of 1939: Requires registration of trust indenture documents and sup- 
porting data in connection with the public sale of bonds, debentures, notes, and other debt 
securities. 

5. Investment Company Act of 1940: Requires registration of investment companies, includ- 
ing mutual funds, that engage in investing and trading in securities. This act is designed in 
part to minimize conflicts of interest that arise with fund management. 

6. Investment Advisers Act of 1940 and Securities Investor Protection Act of 1970: Require in- 
vestment advisers to register and to follow certain standards created to protect investors. 


7. Foreign Corrupt Practices Act of 1977: Affects registration indirectly through amendment 
to the Securities Exchange Act of 1934. This act requires the maintenance of accounting 
records and adequate internal accounting controls. 


8. Insider Trading Sanctions Act of 1984 and Insider Trading and Securities Fraud Enforce- 
ment Act of 1988: Also affect registration indirectly. Increase the penalties against persons 
who profit from illegal use of inside information and who are associated with market 
manipulation and securities fraud. 


9. Sarbanes-Oxley Act of 2002: As discussed in a later section of this chapter, designed as an 
answer to the numerous corporate accounting scandals that came to light in 2001 and 2002. 
This act mandated a number of reforms to bolster corporate responsibility, strengthen dis- 
closure, and combat fraud. It also created the Public Company Accounting Oversight Board 
(PCAOB) to oversee the accounting profession. 


SEC Requirements 


As is obvious from the previous list of statutes, the SEC administers extensive filing require- 
ments. Thus, accountants who specialize in working with the federal securities laws must de- 
velop a broad knowledge of a great many reporting rules and regulations. The SEC specifies 
most of these disclosure requirements in two basic documents, Regulation S—K and Regula- 
tion S—X, which are supplemented by periodic releases and staff bulletins. 

Regulation S—K established requirements for all nonfinancial information contained in fil- 
ings with the SEC. Descriptions of the registrant’s business and its securities are just two items 


7 Interestingly, one of the provisions originally suggested for this act would have created a federal corps 

of auditors. The defeat of this proposal (after some debate) has allowed for the rise of the independent 
auditing profession as it is currently structured in the United States. For more information, see Mark Moran 
and Gary John Previts, “The SEC and the Profession, 1934-1984: The Realities of Self-Regulation,” Journal 
of Accountancy, July 1984. 
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covered by these regulations. A partial list of other nonfinancial data to be disclosed includes 
specified data about the company’s directors, officers, and other management; management’s 
discussion and analysis of the current financial condition and the results of operations; and de- 
scriptions of both legal proceedings and the company’s properties. 

Regulation S—X prescribed the form and content of the financial statements (and the ac- 
companying notes and related schedules) included in the various reports filed with the SEC. 
Thus, before being accepted, all financial information must meet a number of clearly specified 
requirements. 


The SEC’s Impact on Financial Reporting to Stockholders 


The SEC’s disclosure and accounting requirements are not limited to the filings made directly 
with that body. Rule 14c—3 of the 1934 act states that the annual reports of publicly held com- 
panies should include financial statements that have been audited. This information (referred 
to as proxy information because it accompanies the management’s request to cast votes for ab- 
sentee stockholders at the annual shareholders meeting) must present balance sheets as of the 
end of the two most recent fiscal years along with income statements and cash flow statements 
for the three most recent fiscal years. Rule 14c—3 also states that additional information, as 
specified in Regulation S—K, should be included in this annual report. The result has been a 
significant demand for CPAs to provide services as independent auditors. 

Over the years, the SEC has moved toward an integrated disclosure system. Under 
this approach, much of the same reported information that the SEC requires must also go 
to the shareholders. Thus, the overall reporting process is simplified because only a single 
set of information must be generated in most cases. The integrated disclosure system is 
also intended as a way to improve the quality of the disclosures received directly by the 
shareholders. 

Information required in proxy statements, which the shareholders receive directly, includes 
the following: 


1. Five-year summary of operations including sales, total assets, income from continuing op- 
erations, and cash dividends per share. 

2. Description of the business activities including principal products and sources and avail- 
ability of raw materials. 


3. Three-year summary of industry segments, export sales, and foreign and domestic operations. 
4. List of company directors and executive officers. 


5. Market price of the company’s common stock for each quarterly period within the two most 
recent fiscal years. 

6. Any restrictions on the company’s ability to continue paying dividends. 

7. Management’s discussion and analysis of financial condition, changes in financial condi- 
tion, and results of operations. This discussion should include liquidity, trends and signifi- 
cant events, causes of material changes in the financial statements, and the impact of 
inflation on the company. 


In addition, even prior to passage of the Sarbanes-Oxley Act, the SEC required certain dis- 
closures in proxy statements describing the services provided by the registrant’s independent 
external auditor. This information helped to ensure that true independence was not endan- 
gered. Apparently, mere disclosure was not adequate in all cases. 

Such disclosure must include the following: 


1. All nonaudit services provided by the independent audit firm. 

2. A statement as to whether the board of directors (or its audit committee) approved all 
nonaudit services after considering the possibility that such services might impair the ex- 
ternal auditor’s independence. 

3. The percentage of nonaudit fees to the total annual audit fee. This disclosure helps indicate 
the importance of the audit work to the firm versus the reward from any other services pro- 
vided to the registrant. 

4. Individual nonaudit fees that are more than 3 percent of the annual audit fee. 


Financial Reporting and the Securities and Exchange Commission 539 


CORPORATE ACCOUNTING SCANDALS AND THE SARBANES-OXLEY ACT 


LO3 


Understand the congressional 
rationale for enacting the 
Sarbanes-Oxley Act and the 
responsibilities of the Public 
Accounting Oversight Board. 


When William H. Donaldson entered his cavernous corner office on the sixth floor of the Se- 
curities and Exchange Commission in 2003, he headed an agency at one of its lowest points 
since its creation nearly 70 years ago.’ 

Enron’s former chairman and chief executive, Kenneth Lay, received $152.7 million in pay- 
ments and stock in the year leading up to the company’s collapse amid revelations that it hid 
debt and inflated profit for years. Lay’s take in 2001 was more than 11,000 times the maxi- 
mum amount of severance paid to laid-off workers. 

Former WorldCom CEO Bernard Ebbers borrowed $408 million from the telecommunications 
company that had improperly accounted for $9 billion and was forced into bankruptcy. Ebbers had 
pledged company shares as collateral, but with those shares, once valued at $286 million, worth- 
less, he was said to be considering forgoing his $1.5 million annual pension to help settle the debt. 

Adelphia Communications’ founder and former CEO, John J. Rigas, allegedly conspired 
with four other executives to loot the company, leading prosecutors to seek the forfeiture of 
more than $2.5 billion.’ 

Hardly a day passed during 2002 without a new revelation of corporate wrongdoing. The list 
of companies whose executives virtually robbed the corporate treasury or whose accounting 
practices ranged from dubious to outrageous is unfortunately long. Throughout this excruciating 
disclosure process, many in the investing public began to raise two related questions: 


Why didn’t the independent auditor stop these practices? 
How can the SEC allow such activities to occur? 


As indicated previously, a number of theories can suggest the cause of the ethical meltdown 
during this period, ranging from human greed to inappropriate auditing practices. In truth, as 
the history of this time continues to unfold, a variety of culprits share the blame for such rep- 
rehensible behavior on both the corporate and the individual levels. 

Regardless of the reasons, drastic actions had to be taken to reduce or eliminate future 
abuses (actual and perceived) to begin restoring public confidence in publicly traded entities 
and their disclosed accounting information. A capitalistic economy needs readily accepted in- 
vestments, and that is possible only if investors believe they can make wise decisions to buy 
and sell securities based on the information available. Thus, Congress passed the Sarbanes- 
Oxley Act in July 2002” by a virtually unanimous vote. The scope and potential consequences 
of this legislation are extremely broad; the actual impact will probably not be determined for 
decades. “The Sarbanes-Oxley Act of 2002 is a major reform package mandating the most far- 
reaching changes Congress has imposed on the business world since FDR’s New Deal.”!! 

The act is so wide ranging that this text describes only a general overview of some of the 
more frequently discussed statutory provisions here. 


Creation of the Public Company Accounting Oversight Board 

The public accounting profession has long taken pride in its own self-regulation. Through its 
major professional body, the American Institute of Certified Public Accountants (AICPA), the 
profession has established and enforced its own code of conduct and, through its Auditing 
Standards Board (ASB), created its own auditing standards for decades. The maintenance 
of public trust was often heard as a litany for the creation of such professional guidelines. 
Unfortunately, self-regulation obviously was not always successful in the public auditing 
arena. One of the inherent flaws in the system was that the professional body, the AICPA, was 
considerably smaller than many of the international audit firms that it sought to control. 


8 Stephen Labaton, “Can a Bloodied S.E.C. Dust Itself Off and Get Moving?” New York Times, December 16, 
2002, p. C-2. 


° Brad Foss, “Unearthing of Corporate Scandals Exposed Market's Vulnerabilities,” Associated Press Newswires, 
December 12, 2002. 


10 Public Law 107-204; 107th Congress, July 30, 2002. 


"1 Richard I. Miller and Paul H. Pashkoff, “Regulations under the Sarbanes-Oxley Act,” Journal of Accountancy, 
October 2002, p. 33. 
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Discipline and conformity are simply difficult to maintain when the students are many times 
bigger, richer, and more powerful than the principal. 

The Sarbanes-Oxley Act created the Public Company Accounting Oversight Board (PCAOB) 
to oversee auditors of public companies. The creation of the Oversight Board—a governmental 
board under the control of the SEC—effectively minimizes self-regulation in the accounting 
profession. The board 


¢ Has five members appointed by the SEC to staggered five-year terms. !* 


¢ Allows only two members to be accountants, past or present.!> 


¢ Enforces auditing, quality control, and independence standards and rules. 
¢ Is under the oversight and enforcement authority of the SEC. 
¢ Is funded from fees levied on all publicly traded companies. 


These few provisions show that this Oversight Board rather than the accounting profession 
is now ultimately in charge of regulating public accounting for publicly traded companies. Al- 
though the board itself is not a government agency, the SEC has control of it and, thus, will be 
a much more active participant in the work of the independent auditor. For example, the SEC 
is to pick the five members of the board (after consultation with the chair of the Board of Gov- 
ernors of the Federal Reserve System and the secretary of the U.S. Department of the Trea- 
sury). The act requires the board members to be prominent individuals of integrity and good 
reputation who must cease all other professional and business activities to help ensure inde- 
pendence and adequate time commitment. 

One of the most interesting issues is how the Oversight Board interacts with the Auditing 
Standards Board to promulgate audit and attestation standards. While AICPA authorizes the 
ASB to issue such pronouncements, the mandate of the Sarbanes-Oxley Act requires the Over- 
sight Board to play a significant role in this process. Although directed to cooperate with the 
accounting profession, the PCAOB has the authority to amend, modify, repeal, or reject any 
auditing standard.'* ASB standards, unless later modified or superseded by the PCAOB, are 
adopted for audits of issuers. The Oversight Board has since taken an active role in develop- 
ing its own pronouncements and many new ASB pronouncements apply only to nonissuers. 

The future of the Financial Accounting Standards Board (FASB) is much less in doubt at this 
time. From its inception, the FASB has been a free-standing organization entirely separate from 
the AICPA. As we discuss later, the SEC has always held the ability to significantly impact ac- 
counting standards. Furthermore, the problems that led to the recent corporate scandals have been 
less about accounting issues and more about audit failurs. Some observers, however, contend that 
the rule-based orientation of U.S. generally accepted accounting principles encourages income 
manipulation, which also could encourage more activity by the SEC in this area. 


Registration of Public Accounting Firms 

Registration of public accounting firms is required only of firms that prepare, issue, or participate 
in preparing an audit report for an issuer—basically an entity that issues securities on a publicly 
traded exchange. Consequently, virtually all public accounting firms of significant size must reg- 
ister, but most small firms do not need to register. Even foreign firms that play a substantial role 
in the audit of an organization that has securities registered in the United States must register with 
the PCAOB and follow the rules of the Sarbanes-Oxley Act. This act has a significant impact on 
the activities of foreign companies that sell their securities on U.S. markets, an impact not neces- 
sarily appreciated outside the United States. “Under the law, CEOs are required to vouch for 
financial statements, boards must have audit committees drawn from independent directors, and 
companies can no longer make loans to corporate directors. All of that conflicts with some other 
countries’ rules and customs.”!> 


12 Sarbanes-Oxley Act of 2002, Sec. 101(e)(1). 
13 Ibid., at Sec. 101(e)(2). 
14 Ibid., at Sec. 103(a)(1). 


15 Louis Lavelle and Mike McNamee, “Will Overseas Boards Play by American Rules?” BusinessWeek, 
December 16, 2002, p. 36. 
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The application process for PCAOB registration provides the Oversight Board a significant 
amount of information about the audit firms. The firms must identify each of their audit 
clients that qualifies as an issuer and the Oversight Board then assesses an annual fee on the 
issuer based on the size of its market capitalization. These fees serve, in part, as the financial 
support for the work of the Oversight Board.'¢ 

Other information required of the accounting firms in this application process includes the 
following: 


e A list of all accountants participating in the audit report of any client qualifying as an issuer. 


e Annual fees received from each issuer with the amounts separated as to audit and nonaudit 
services. 


¢ Information about any criminal, civil, or administrative actions pending against the firm or 
any person associated with the firm. 

¢ Information regarding disagreements between the issuer and the auditing firm during the 
previous year. 


Inspections of Registered Firms 

After registration, each audit firm is subject to periodic inspections by the PCAOB. This 
process is to eliminate the peer reviews that one firm conducted on another. Now any firm that 
audits more than 100 issuers per year will be inspected annually. All other registered firms will 
be inspected every three years. The Oversight Board has the power to take disciplinary action 
as a result of the findings of these inspections. In addition, deficiencies can be made public if 
the firm does not address them in an appropriate fashion within 12 months. 

The PCAOB’s power is not limited just to reacting to the findings of annual inspections. 
“The new board has a full range of sanctions at its disposal, including suspension or revoca- 
tion of registration, censure, and significant fines. It has authority to investigate any act or 
practice that may violate the act, the new board’s rules, the provisions of the federal securities 
laws relating to audit reports or applicable professional standards.”!’ Clearly, Congress pro- 
vided the new Oversight Board extensive powers to enable it to clean up any problems dis- 
covered in public accounting. 


Auditor Independence 


One of the most discussed issues surrounding accounting scandals is the failure of audit 
firms to act independently in dealing with audit clients. Not surprisingly, a significant por- 
tion of the Sarbanes-Oxley Act is intended to ensure that public accounting firms are, indeed, 
independent. Certain services that could previously be provided to an audit client are now 
forbidden.'® These include financial information system design and implementation as well 
as internal audit outsourcing. The client’s audit committee must preapprove any allowed ser- 
vices and disclose them in reports to the SEC. 

Audit committees have long been considered an important element in maintaining an ap- 
propriate distance between the external auditors and the management of the client. The com- 
mittee has been composed of members of the company’s board of directors and served as a 
liaison with the auditors. However, in actual practice, the work and the composition of the 
audit committee tended to vary greatly from company to company. The Sarbanes-Oxley Act 
formalized the liaison role by making the audit committee responsible for the appointment and 
compensation of the external auditor. To help ensure impartiality, the committee must be made 
up of individuals who are independent from management. The act directs the auditor to report 
to the audit committee rather than to company management. To further ensure independence 
from management, the lead partner of the audit firm must be rotated off the job after five 
years, !? 


16 Sarbanes-Oxley Act of 2002, Sec. 102(b)(2). 

7 Miller and Pashkoff, “Relations under the Sarbanes-Oxley Act,” pp. 35 and 36. 
18 Sarbanes-Oxley Act of 2002, Sec. 201. 

19 Ibid., at Sec. 203. 
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These provisions, as well as the many other elements of the Sarbanes-Oxley Act, have 
changed public accounting as it was known in the past. Drastic action was needed and was 
taken.”° This act is strengthening the independent audit to help eliminate the dubious practices 
that have haunted public accounting. Some of these steps may not have been necessary, but the 
need to reestablish public confidence in the capital market system forced the legislators to 
avoid any “quick-fix” solutions. 


The SEC's Authority over Generally Accepted 
Accounting Principles 


The primary focus of the Sarbanes-Oxley Act was on the regulation of independent auditing 
and auditing standards. Therefore, it had little impact on accounting standards and the regis- 
tration of securities. Those regulations continue to evolve over time. Because financial report- 
ing standards can be changed merely by amending Regulation S—X, the SEC holds the ultimate 
legal authority for establishing accounting principles for most publicly held companies in this 
country. In the past, the SEC has usually restricted the application of this power to disclosure 
issues while looking to the private sector (with the SEC’s oversight) to formulate accounting 
principles. For this reason, the FASB rather than the SEC is generally viewed as the main 
standards-setting body for financial accounting in the United States. “Under federal law, the 
SEC has the mandate to determine accounting principles for publicly traded companies. But it 
has generally ceded that authority to private-sector accounting bodies such as the Financial 
Accounting Standards Board.”?! 

However, the SEC does retain the ability to exercise its power with regard to the continuing 
evolution of accounting principles. The chief accountant of the SEC is responsible for provid- 
ing the commissioners and the commission staff with advice on all current accounting and 
auditing matters and helps to draft rules for the form and content of financial statement 
disclosure and other reporting requirements. Because he or she is the principal adviser to the 
SEC on all accounting and auditing matters,”? the most powerful accounting position in the 
United States is that of Chief Accountant of the SEC. The work of the chief accountant can 
lead the SEC to pass amendments as needed to alter various aspects of Regulation S—X. 

The SEC issued Financial Reporting Releases (FRRs) as needed to supplement Regulation 
S—X and Regulation S—K. They explain desired changes in the reporting requirements. By the 
end of 1998, 50 FRRs had been issued.” By 2004 this number was 72. In addition, the staff of 
the SEC publishes a series of Staff Accounting Bulletins (SABs) as a means of informing the 
financial community of its positions. 


Staff Accounting Bulletins reflect the SEC staff’s views regarding accounting-related disclosure 
practices. They represent interpretations and policies followed by the Division of Corporation 
Finance and the Office of the Chief Accountant in administering the disclosure requirements of 
the federal securities laws.”+ 


For example, SAB /01 was released to provide guidance in connection with the recognition 
of revenue. The bulletin first stated that any transaction that fell within the scope of spe- 
cific authoritative literature (e.g., an FASB statement) should be reported based on that 
pronouncement. SAB 10/ then established guidelines for revenue recognition situations 
when authoritative standards were not available. In such cases, a reporting entity should recognize 


20 The Sarbanes-Oxley Act, particularly Section 404 requirements, adds a significant cost to reporting opera- 
tions for public companies. However, the SEC is attempting to provide “Section 404 relief" from the “multi- 
million-dollar expenses,” while still ensuring proper disclosure. “Getting it Right,” Journal of Accountancy, 
March 2007, p. 29. 

21 Kevin G. Salwen and Robin Goldwyn Blumenthal, “Tackling Accounting, SEC Pushes Changes with Broad 
Impact," The Wall Street Journal, September 27, 1990, p. Al. 

22 www.sec.gov/about/whatwedo.shtml, June 2005. 

23 From 1937 until 1982, the SEC issued more than 300 Accounting Series Releases (ASRs) to (1) amend 
Regulation S-X, (2) express interpretations regarding accounting and auditing issues, and (3) report disciplinary 
actions against public accountants. The SEC codified the ASRs that dealt with financial reporting matters of 
continuing interest and issued it as Financial Reporting Release No. 7. 


24 See footnote 2. 
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revenue when realized (or realizable) and earned. However, SAB /0/ then went further to 
establish four criteria for revenue recognition: evidence that an arrangement exists, delivery 
has occurred or services have been rendered, the price is fixed or can be determined, and 
collectibility is reasonably assured. To help apply these criteria in actual practice, SAB 101 
included nine examples to show how to judge revenue recognition in such cases as the receipt 
of money in layaway programs and annual membership fees received by discount retailers. 


Additional Disclosure Requirements 


Historically, the SEC has restricted the use of its authority (as in SAB 101) to the gray areas of 
accounting for which official guidance is not available. New reporting problems arise each 
year while no authoritive body has ever completely addressed many other accounting issues, 
even after years of discussion. As another response to such problems, the SEC often requires 
the disclosure of additional data if current rules are viewed as insufficient. 


It was in the 1970s that the SEC seemed to single out disclosure as the area in which it would 
take the standard-setting lead, leaving measurement issues to the FASB. This was when the SEC 
was expanding the coverage of Management’s Discussion & Analysis (MD&A), an extensive 
narrative disclosure that is required to be appended to the financial statements.?° 


For example, in the early part of 1997, while the FASB worked on a project concerning the 
accounting for derivatives, the SEC approved rules so that more information would be avail- 
able immediately. Footnote disclosure had to include more information about accounting poli- 
cies used. In addition, information about the risk of loss from market rate or price changes 
inherent in derivatives and other financial instruments was required. By means of these dis- 
closures, the SEC enabled investors to have data about the potential consequences of the com- 
pany’s financial position. 


Moratorium on Specific Accounting Practices 


The commission also can exert its power by declaring a moratorium on the use of specified ac- 
counting practices. When authoritative guidance is not present, the SEC can simply prohibit a 
particular method from being applied. As an example, in the 1980s, companies utilized a va- 
riety of procedures to account for internal computer software costs because no official pro- 
nouncement had yet been issued. Consequently, the SEC 


imposed a moratorium that will prohibit companies that plan to go public from capitalizing the 
internal costs of developing computer software for sale or lease or marketed to customers in 
other ways. .. . The decision doesn’t prevent companies currently capitalizing internal software 
expenses from continuing, but the companies must disclose the effect of not expensing such 
costs as incurred. The moratorium continues until the Financial Accounting Standards Board 
issues a standard on the issue.7¢ 


When the FASB eventually arrived at a resolution of this question and issued SFAS 86, “Ac- 
counting for the Costs of Computer Software to Be Sold, Leased, or Otherwise Marketed,” the 
SEC dropped the moratorium. Hence, the FASB set the accounting rule, but the SEC ensured 
appropriate reporting until that time. 


Challenging Individual Statements 

As described, officially requiring additional disclosure and prohibiting the application of cer- 
tain accounting practices are two methods the SEC uses to control the financial reporting 
process. Forcing a specific registrant to change its filed statements is another, less formal ap- 
proach that can create the same effect. For example: 


Advanced Micro Devices, Inc., agreed to settle an investigation by the Securities and Exchange 
Commission of the semiconductor company’s public disclosures. The SEC found AMD “made 
inaccurate and misleading statements” concerning development of its 486 microprocessor. In 1992 
and 1993, AMD “led the public to believe that it was independently designing the microcode for 


25 Stephen A. Zeff, “A Perspective on the U.S. Public/Private-Sector Approach to the Regulation of Financial 
Reporting,” Accounting Horizons, March 1995, pp. 58-59. 


26 “SEC Imposes ‘Software Costs’ Moratorium,” Journal of Accountancy, September 1983, p. 3. 
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its 486 microprocessor without access” to the code of its rival chipmaker, Intel Corp., the SEC 
said, “when, in fact, AMD had provided its engineers . . . with Intel’s copyright 386 microcode 
to accelerate the company’s development efforts.” Without admitting or denying the commis- 
sion’s findings, AMD, based in Sunnyvale, California, consented to an order barring it from 
committing future violations of SEC rules. No fines were imposed.”’ 


Following the SEC’s action, any company involved in a similar event would certainly be 
well advised to provide the suggested disclosure. Failing to do so could result in the SEC’s re- 
fusal to approve an issuer’s future registrations. 


Overruling the FASB 


The SEC’s actions are not necessarily limited, however, to the gray areas of accounting. Al- 
though the commission generally has allowed the FASB (and previous authoritative groups) to 
establish accounting principles, the SEC retains the authority to override or negate any pro- 
nouncements produced in the private sector. This power was dramatically demonstrated in 
1977 when the FASB issued SFAS 19, “Financial Accounting and Reporting by Oil and Gas 
Producing Companies.” After an extended debate over the merits of alternative methods, the 
FASB issued this statement requiring oil- and gas-producing companies to apply the successful- 
efforts method when accounting for unsuccessful exploration and drilling costs. 

In response, the SEC almost immediately invoked a moratorium on the use of this practice 
until an alternative approach could be evaluated. Thus, companies filing with the SEC were 
not allowed to follow the method established by the FASB (after years of formal study and de- 
liberation by that body). Although the commission’s reaction toward the accounting profession 
was a unique instance, the handling of this one issue clearly demonstrates the veto power that 
the SEC maintains over the work of the FASB.”8 


Filings with the SEC 


Because of legislation and regulations, registrants may be required to make numerous differ- 
ent filings with the SEC. The SEC actually receives hundreds of thousands of filings per year. 
However, for the overview presented here, the reporting process is divided into two very broad 
categories: 


° Registration statements. 
° Periodic filings. 


Registration statements ensure the disclosure of sufficient, relevant financial data before ei- 
ther a company or its underwriters can initially offer a security to the public. The Securities Act 
of 1933 mandates dissemination of such information. Registration is necessary except in cer- 
tain situations described at a later point in this chapter. The SEC charges a registration fee 
based on the value of the securities offered.”? This fee is a very small fraction of the value of 
the securities being issued. In 1999, it was 0.0264 of | percent of the value of the securities of- 
fered. The SEC collects fees vastly in excess of its operating costs and, in fact, had a net posi- 
tion of more than $5 billion as of the end of fiscal year 2006. 

For years, the existence of this surplus has caused debate. Some view it as a source of 
general revenue for the federal government, and others have argued that it indicated that corpora- 
tions were being overcharged for the registration process. However, another possibility emerged 


27 “SEC Inquiry on Disclosure to Public Is Being Settled,” The Wall Street Journal, October 1, 1996, p. B4. 


28 For a detailed account of the activities surrounding the SEC's rejection of SFAS 79, see Donald Gorton, 
“The SEC Decision Not to Support SFAS 19: A Case Study of the Effect of Lobbying on Standard Setting,” 
Accounting Horizons, March 1991. 

29 Self-Regulatory Organizations also impose similar fees. For instance, the National Association of Security 
Dealers imposes a .01 percent fee (with a $75,000.00 cap) based on the proposed maximum aggregate 
offering price. This permits the NASD to fulfill its functions in regard to its role with the SEC. SEC Release 
No. 34-50984, File No. SR-NASD-2004-177. 
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as a result of the corporate accounting scandals in 2001 and 2002: The surplus probably meant 
that the resources being invested in the SEC’s work were not adequate. In other words, the 
agency could simply not meet its responsibilities with the money allotted. Not surprisingly, 
the Sarbanes-Oxley Act authorized a 77 percent increase in the agency’s budget as well as a 
substantial increase in the size of its staff. However, this authorization did not necessarily mean 
that the SEC would actually receive more money in the budgeting process. 


Instead of supporting the 77 percent budget hike promised by Congress, the White House wants 
the SEC to make do with a more modest $568 million next year. The Commission’s 2002 budget 
was $438 million. While this might seem like a lot, Harvey Goldschmid [SEC Commissioner] 
said that it is not enough to pay for the effective policing of 17,000 companies, 34,000 invest- 
ment portfolios, and 7,500 financial advisers, especially in a climate where so much emphasis is 
placed on the quality of oversight.*° 


After initial registration, a number of federal laws, the most important of which is the Se- 
curities Exchange Act of 1934, require registrants to provide periodic filings. This legislation 
has resulted in the continual reporting of specified data by all companies that have securities 
publicly traded on either a national securities exchange or an over-the-counter market.*! 

For registration statements as well as periodic filings, the SEC has established forms that 
provide the format and content to be followed in providing required information. “These forms 
contain no blanks to be filled in as do tax forms. Instead, they are narrative in character, giv- 
ing general instructions about the items of information to be furnished. Detailed information 
must be assembled by the companies using the form designed for the type of security being 
offered as well as the type of company making the offer.”>? 


Registration Statements (1933 Act) 


As indicated, a registration statement must be filed with and made effective by the Securities 
and Exchange Commission before a company can offer a security publicly. A security is very 
broadly defined to include items such as a note, stock, treasury stock, bond, debenture, invest- 
ment contract, evidence of indebtedness, or transferable share. 

The SEC’s role is not to evaluate the quality of the investment. Rather, the SEC seeks to en- 
sure that the content and disclosure of the filing comply with all applicable regulations. The 
responsibility for the information always rests with corporate officials. The SEC is charged 
with ensuring full and fair disclosure of relevant financial information. The registrant has the 
responsibility to provide such data, but the decision to invest must remain with the public. 

A number of different forms are available for this purpose, depending on the specific cir- 
cumstances. Some of the most commonly encountered registration statement forms follow:*° 


° S-l Used when no other form is prescribed. Usually used by new registrants or by 
companies that have been filing reports with the SEC for less than 36 months. 

- §-3 Used by companies that are large and already have a significant following in the 
stock market (at least $75 million of the voting stock is held by nonaffiliates). Dis- 
closure is reduced for these organizations because the public is assumed to already 
have access to a considerable amount of information. Form F-3 is used if registra- 
tion is by a foreign issuer. 

- S4 Used for securities issued in connection with business combination transactions. 

« S-8 Used as a registration statement for employee stock plans. 

e S-1l Used for the registration of securities by certain real estate companies. 


30 Howard Stock, “Don’t Short-Change SEC, Goldschmid Tells Bush,” Investors Relations Business, December 
16, 2002. 


31 A company that has securities traded on an over-the-counter market does not have to file under the 1934 
Act unless it has at least $10 million in assets and 500 shareholders. 


32K. Fred Skousen, An Introduction to the SEC (Cincinnati: South-Western Publishing, 1991), p. 47. 
33 www.sec.gov/about/forms/secforms.htm. 
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LO6 


Describe an issuer’s registration 
process, various forms used by 
the issuers, and the exemption(s) 
from registration. 


The use of several of these forms, especially Form S-3, offers a distinct advantage to estab- 
lished companies that are issuing securities. Rather than duplicate voluminous information 
already disclosed in other filings with the SEC—frequently the annual report to shareholders— 
the registrant can simply indicate the location of the data in these other documents, a process 
referred to as incorporation by reference. 


Registration Procedures 


The actual registration process is composed of a series of events leading up to the SEC’s per- 
mission to “go effective.” Because the registrant is seeking to obtain significant financial re- 
sources through the issuance of new securities in public markets, each of these procedures is 
vitally important. 

After selecting the appropriate form, the company accumulates information according to 
the requirements of Regulation S—K and Regulation S—X. If it anticipates problems or ques- 
tions, the company may request a prefiling conference with the SEC staff to seek guidance 
prior to beginning the registration. For example, if uncertainty concerning the handling or dis- 
closure of an unusual transaction exists, a prefiling conference can save all parties consider- 
able time and effort. 


The Commission has a long-established policy of holding its staff available for conferences with 
prospective registrants or their representatives in advance of filing a registration statement. 
These conferences may be held for the purpose of discussing generally the problems confronting 
a registrant in effecting registration or to resolve specific problems of an unusual nature which 
are sometimes presented by involved or complicated financial transactions.** 


When the SEC receives it, the Division of Corporation Finance*> reviews the registration 
statement. An analyst determines whether all nonfinancial information complies with the 
SEC’s disclosure requirements in Regulation S—K. At the same time, an accountant verifies 
that the financial statement data included in the filing meet the standards of Regulation S-X 
and have been prepared according to generally accepted accounting principles. Because the 
SEC does not conduct a formal audit, the report of the company’s independent CPA is essen- 
tial to this particular evaluation. In addition, an SEC lawyer reviews the registration statement 
to verify its legal aspects. 

The Division of Corporation Finance regularly requests clarifications, changes, or addi- 
tional information, especially for those filings involving an initial registration. A letter of com- 
ments (also known as a deficiency letter) is issued to the company to communicate these 
findings. In most cases, the registrant attempts to provide the necessary data or changes to ex- 
pedite the process. However, in controversial areas, the issuer may begin discussions directly 
with the SEC staff in hope of resolving the problem without making the requested adjustments 
or disclosure or, at least, with limited inconvenience. 

When the Division of Corporate Finance is eventually satisfied that the company has ful- 
filled all SEC regulations, the registration statement is made effective and the securities can be 
sold. Effectiveness does not, however, indicate an endorsement of the securities by the SEC. 
With most offerings, the company actually sells the stock using one or more underwriters 
(stock brokerage firms) that market the shares to their clients to earn commissions. 

For convenience and to save time and money, large companies are allowed to use a process 
known as shelf registration. They file once with the SEC and are then allowed to offer those 
securities at any time over the subsequent two years without having to go back to the SEC. For 
example, “Enterprise Products Partners L. P. announced today that it has filed an $800 million 
universal shelf registration statement with the Securities and Exchange Commission for the 
proposed sale of debt and equity securities over the next two years.”°® 


34 Stanley Weinstein, Daniel Schechtman, and Michael A. Walker, SEC Compliance, vol. 4 (Englewood Cliffs, 
NJ: Prentice Hall, 1999), para. 30,641. 

35 All registration statements filed by issuers offering securities to the public for the first time are reviewed. 
Subsequent registration statements and periodic filings are reviewed only on a selective basis. 


36 “Enterprise Files $800 Million Universal Shelf Registration with SEC,” Business Wire, December 27, 1999. 
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The registration statement is physically composed of two parts. Part I, referred to as a 
prospectus, contains extensive information that includes these items: 


1. Financial statements for the issuing company audited by an independent CPA along with 
appropriate supplementary data. 

2. An explanation of the intended use of the proceeds to be generated by the sale of the new 
securities. 


3. A description of the risks associated with the securities. 
4. A description of the business and the properties owned by the company. 


The registrant must furnish every potential buyer of the securities with a copy of this prospectus, 
thus ensuring the adequate availability of information for their investment analysis. 

Part II of the registration statement is primarily for the informational needs of the SEC 

staff. Additional data should be disclosed about the company and the securities being issued 
such as marketing arrangements, expenses of issuance, sales to special parties, and the like. 
The registrant is not required to provide this information to prospective buyers, although the 
entire registration statement is available to the public through the SEC. 
Securities Exempt from Registration According to the 1933 act, not all securities issued by 
companies and their underwriters require registration prior to their sale. For example, securi- 
ties sold to the residents of the state in which the issuing company is chartered and principally 
doing business are exempted. However, these offerings may still be regulated by the securities 
laws of the individual states (commonly known as blue sky laws), which vary significantly.>’ 

Other exempt offerings include but are not limited to the following: 


e Securities issued by governments, banks, and savings and loan associations. 


¢ Securities issued that are restricted to a company’s own existing stockholders for which no 
commission is paid to solicit the exchange. 


¢ Securities, such as bonds, issued by nonprofit organizations such as religious, educational, 
or charitable groups. 

¢ Small offerings of no more than $5 million within a 12-month period. In most cases, though, a 
Regulation A offering circular must still be filed with the SEC and given to prospective buyers. 
However, an offering circular requires much less information than a registration statement. 

¢ Offerings of no more than $1 million made to any number of investors within a 12-month 
period. No specific disclosure of information is required. General solicitations are allowed. 
The issuer must give notice of the offering to the SEC within 15 days of the first sale. 


e Offerings of no more than $5 million made to 35 or fewer purchasers in a 12-month period. 
No general solicitation is allowed for securities issued in this manner. Accredited investors 
(such as banks, insurance companies, and individuals with net worth of more than $1 million) 
are not included in the restriction on the number of buyers. Unaccredited investors must 
still be furnished an audited balance sheet and other specified information. Parties making 
purchases have to hold the securities for at least two years or lose the filing exemption. 

e The private placement of securities to no more than 35 sophisticated investors (having knowl- 
edge and experience in financial matters) who already have sufficient information available to 
them about the issuing company. General solicitation is not permitted. These private placement 
tules have become quite important in recent years. Private placements in the United States rose 
from $16 billion in 1980 to more than $200 billion in 1996. By 2004, private equity placements 
nearly approached this figure, approximating $177 billion. For example, “SYS Technologies, 
a leading provider of real time information technology solutions to industrial and U.S. govern- 
ment customers, announced today that it has completed a private placement with institutional 
investors raising gross proceeds of $3.35 million on June 3, 2005.8 


37 “These early laws became known as ‘blue sky’ laws after a judicial decision characterized some transac- 
tions as ‘speculative schemes which have no more basis than so many feet of blue sky.’” (Skousen, An Intro- 
duction to the SEC, p. 3.) 

38 “SYS Technologies Completes Private Placement Transaction,” www.freshnews.com/news/fresh-money/ 
article_24429. html. 
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Periodic Filings with the SEC 


Once a company has issued securities that are publicly traded on a securities exchange or an 
over-the-counter market, it must continually file information with the SEC so that adequate 
disclosure is available. As with registration statements, several different forms are utilized for 
this purpose. However, for most companies with actively traded securities, three of these are 
common: Form 10—K (an annual report), Form 10—Q (a quarterly report), and Form 8—K (dis- 
closure of significant events). Smaller businesses use Form 10—KSB for annual reports and 
Form 10—QSB for quarterly reports. 

In addition, as mentioned previously, proxy statements must be filed with the SEC. Man- 
agement or another interested party issues these statements to a company’s owners in hope of 
securing voting rights to be used at stockholders’ meetings. 


Form 10-K A 10-K form is an annual report filed with the SEC to provide information and 
disclosures required by Regulation S—K and Regulation S—X. Fortunately, because of the inte- 
grated disclosure system, the annual report distributed by companies to their stockholders now 
includes most of the basic financial disclosures required by the SEC in Form 10-K. Thus, 
many companies simply attach the stockholders’ annual report to the Form 10—K each year 
and use the incorporation by reference procedure to meet most of the SEC’s filing require- 
ments. This process is sometimes known as a wraparound filing. 

Form 10—K, as with the various other SEC filings, is constantly undergoing assessment to 
determine whether it is meeting investor needs.*? Thus, the SEC’s reporting requirements are 
evolutionary and change over time. 


The Securities and Exchange Commission issued guidelines aimed at making public companies 
provide a more detailed look at the trends and business changes that management expects in the 
future. . . . In the main part of yesterday’s interpretation, the commissioners said that in the 
10—-K reports, companies must discuss “trends, demands, commitments or events” that it knows 
are “reasonably likely” to occur and have a material effect on financial condition or results.*° 


As this quote indicates, the SEC is especially interested in the quality of the information 

provided by the MD&A section of a registrant’s filings. Basically, management should de- 
scribe the company’s past, present, and future. This information can furnish investors with a 
feel for the prospects of the company; it is a candid narrative to provide statement readers with 
a sense of management’s priorities, accomplishments, and concerns. The SEC staff carefully 
reviews the MD&A feature. “If the management of a company knows something that could 
have a material impact on earnings in the future, officials have an obligation to share that in- 
formation with shareholders.”"! 
Form 10-Q A 10-Q form contains condensed interim financial statements for the registrant 
and must be filed with the SEC shortly after the end of each quarter. However, no Form 10—Q 
is required following the fourth quarter of the year since a Form 10-K is forthcoming shortly 
thereafter. A Form 10—Q does not have to be audited by an independent CPA. 

Information to be contained in each Form 10-Q includes the following: 


¢ Income statements must be included for the most recent quarter and for the year to date as 
well as for the comparative periods in the previous year. 


e A statement of cash flows is also necessary, but only for the year to date as well as for the 
corresponding period in the preceding year. 


¢ Two balance sheets are reported: one as of the end of the most recent quarter and the sec- 
ond showing the company’s financial position at the end of the previous fiscal year. 


¢ Each Form 10—Q should also include any needed disclosures pertaining to the current 
period including the MD&A of the financial condition of the company and results of 
operations. 


39 The current Form 10-K instructions can be viewed at www.sec.gov/about/forms/form10-K.pdf. This version 
of the Form 10-K has been approved for use through April 30, 2012. 

40 Paul Duke Jr., “SEC Issues Guidelines for 10-K Filings Seeking More Details on Trends, Changes,” The Wall 
Street Journal, May 19, 1989, p. A2. 

41 Kevin G. Salwen, “SEC Charges Caterpillar Failed to Warn Holders of Earnings Risk Posed by Unit,” The Wall 
Street Journal, April 2, 1992, p. A3. 
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Form 8-K_ An 8-K form is used to disclose a unique or significant happening.’ Conse- 
quently, the 8—K is not filed at regular time intervals but within 15 calendar days of the event 
(or within 5 business days in certain specified instances). The SEC receives thousands of 8—K 
reports each year. According to the SEC’s guidelines, Form 8—K may be filed to report any ac- 
tion that company officials believe is important to security holders. However, the following 
events are designated for required disclosure in this manner: 


¢ Resignation of a director. 

¢ Changes in control of the registrant. 

e Acquisition or disposition of assets. 

e Changes in the registrant’s certified public accountants (independent auditors). 
¢ Bankruptcy or receivership. 


Proxy Statements As previously mentioned, most of the significant actions undertaken by a 
company first must be approved at stockholders’ meetings. For example, the members of the 
board of directors are elected in this meeting to oversee the company’s operations. Although 
such votes are essential to the operations of a business, few major companies could possibly 
assemble enough shareholders at any one time and place for a voting quorum. The geographic 
distances are simply too great. Hence, before each of the periodic meetings, the management 
(or any other interested party) usually requests signed proxies from shareholders granting the 
legal authority to cast votes for the owners in connection with the various actions to be taken 
at such stockholders’ meetings. 

Because of the power conveyed by a proxy, any such solicitation sent to shareholders (by 
any party) must include specific information as the SEC required in its Regulation 14A. This 
proxy statement has to be filed with the SEC at least 10 days before being distributed. In ad- 
dition to the disclosed items previously described, other data must be reported to the owners: 


e The proxy statement needs to indicate on whose behalf the solicitation is being made. 
e The proxy statement must disclose fully all matters that are to be voted on at the meeting. 


¢ In most cases, the proxy statement has to be accompanied (or preceded) by an annual re- 
port to the shareholders. 


As with all areas of disclosure, the SEC’s regulation of proxy statements has greatly en- 
hanced the information available to investors. Historically, shareholders have not always been 
able to get adequate information. 


Thus was the president of one company able to respond cavalierly to a shareholder’s request for 
information, “I can assure you that the company is in a good financial position. I trust that you 
will sign and mail your proxy at an early date.” Quaint. But that was nothing. One unlisted com- 
pany printed its proxy on the back of the dividend check—so when you endorsed the check you 
voted for management.** 


From a 1902 annual report to shareholders: “The settled plan has been to withhold all informa- 
tion from stockholders and others that is not called for by the stockholders in a body. So far no 
request for information has been made in the manner prescribed by the directors.” 


Electronic Data Gathering, Analysis, and Retrieval System (EDGAR) 


During recent years, the SEC has been almost overwhelmed by the sheer mountains of docu- 
ments that it receives, reviews, and makes available to the public. Filings with the SEC contain 
millions of pieces of paper each year. Not surprising, some problems in the capital markets 
during the last few years have been blamed, in part, on this overload. “[The SEC’s] corporation 
finance division cannot keep up with the deluge of company filings.” 


42 The current Form 8-K instructions can be viewed at www.sec.gov/about/forms/form8-K.pdf. The SEC 
estimates that an issuer can complete an 8-K filing in approximately five hours. 


43 Any person who owns at least 5 percent of the company’s stock or has been an owner for six months or 
longer has the right to look at a list of shareholders to make a proxy solicitation. 


44 Laura Jereski, “You've Come a Long Way, Shareholder,” Forbes, July 13, 1987, p. 282. 
45 Skousen, An Introduction to the SEC, p. 75. 
46 Labaton, “Can a Bloodied S.E.C. Dust Itself Off and Get Moving.” 
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IS THE DISCLOSURE WORTH THE COST? 


Filing with the SEC requires a very significant amount of time and effort on the regis- 
trant's. Companies frequently resist attempts by the SEC to increase the levels of disclosure. 
Usually, they argue that additional information will not necessarily be useful to a great 
majority of investors. Regardless of the issue being debated, critics claim that the cost of 
the extra data far outweighs any benefits that might be derived from this disclosure. 
Such contentions are not necessarily made just to avoid disclosing information. One 
survey estimated the cost of SEC disclosures to be more than $400 million in 1975 alone. 


The table reports an estimated $213,500,000 for the fully variable costs of 10-K, 
10-Q, and 8-K disclosures in 1975. To this should be added the separate estimate 
(not shown) of $191,900,000 for disclosure related to new issues in 1975, for a total 
estimate of about $400,000,000 for SEC disclosure costs in 1975. These estimates are 
biased downward because they do not include various fixed costs.* 


Such costs are either passed along to the consumer in the form of higher prices or serve 
to retard the growth of the reporting company. 

Additional SEC requirements continue to concern issuers, many of which conclude that 
“the costs of mandatory SEC disclosures outweigh the benefits” and accept delisting from 
the various exchanges, rather than incurring the costs of such disclosure.t SEC revenues, 
which constitute real out-of-pocket costs to issuers, exceeded $2 billion in 2003. This rep- 
resents a 10-fold increase in the past 30 years. 

The author of one survey (that has been widely discussed and debated over the years) 
held that federal securities laws are not actually helpful to investors. 


| found that there was little evidence of fraud related to financial statements in the 
period prior to the enactment of the Securities Acts. Nor was there a widespread 
lack of disclosure. . . . Hence, | conclude that there was little justification for the ac- 
counting disclosure required by the Acts. . . . These findings indicate that the data 
required by the SEC do not seem to be useful to investors.+ 


The SEC was created, in part, to ensure that the public has fair and full disclosure about 
companies whose securities are publicly traded. However, the commission must be mind- 
ful of the cost of such disclosures. How can the SEC determine whether the cost of a pro- 
posed disclosure is more or less than the benefits to be derived by the public? After all, 
despite SEC investigations, Bernard Madoff avoided detection for decades. 


*J. Richard Zecher, “An Economic Perspective of SEC Corporate Disclosure,” The SEC and Accounting: The First 
50 Years, ed. Robert H. Mundheim and Noyes E. Leech (Amsterdam: North-Holland, 1985), pp. 75-76. 


+Brian J. Bushee and Christian Leuz, “Economic Consequences of SEC Disclosure Regulation,” The Wharton School, 
University of Pennsylvania, February 2004, p. 3. 

+George J. Benston, “The Value of the SEC’s Accounting Disclosure Requirements,” The Accounting Review, 
July 1969, p. 351. 


In 1984, the SEC began to develop an electronic data gathering, analysis, and retrieval sys- 
tem nicknamed EDGAR. As originally envisioned, all filings would arrive at the SEC on disks 
or through some other electronic transmission. Each filing could be reviewed, analyzed, and 
stored by SEC personnel on a computer so they would no longer constantly have to sift through 
stacks of paper. Perhaps more important, investors would have the ability to access these data 
through the Internet. Thus, investors throughout the world could have information available for 
their decisions literally minutes after the documents are made effective by the SEC. 

Because of the ambitious nature of the EDGAR project, approximately a decade was re- 
quired to get the system effectively operational. For years, EDGAR was the object of much 
scorn; “one member of the House Energy and Commerce Committee suggested renaming the 
project Mr. Ed, ‘since the SEC has a much better chance of finding a talking horse than it does 
of achieving an efficient computer filing system.’”*” However, the beginning of the explosive 


47 Sandra Block, “SEC Gets Closer to Electronic Filing,” The Wall Street Journal, August 30, 1991, p. C1. 


Summary 
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use of the Internet in the mid-1990s corresponded with the widescale availability of informa- 
tion on EDGAR. Not surprisingly, EDGAR’s popularity has expanded. 


If you’re suspicious about a certain stock, then go to the Securities and Exchange Commission’s 
EDGAR database—chockablock with annual reports, prospectuses and all the other paperwork 
demanded of public companies.*® 


Since Congress went to all the trouble in the 1930s of creating the SEC and requiring these cor- 
porate disclosures, it seems like somebody should give them an occasional good read. The Edgar 
database at the SEC’s Web site gives any individual free access to the filings of thousands of 
public companies. . . . It’s sometimes amazing what kind of information typing someone’s name, 
address or phone number into an Edgar search engine can generate.” 


Today, virtually all publicly held companies are required to file their SEC reports electron- 
ically. Paper filings, when permitted, are also converted to electronic files and available to the 
general public.°° The resultant EDGAR filings are typically available via the SEC’s Web site 
within 24 hours of filings. These public filings, combined with the ease of access via the 
Internet, have resulted in the virtually immediate dissemination of vital investment-related 
data to accounting professionals, financial advisers, government regulators, and the investing 
public. EDGAR users can locate filings based on entity names, standard industrial classifica- 
tion (SIC) codes, central index keys (CIK), addresses, datetime frames, and a variety of other 
variables. This extensive database has helped move financial reporting to a significantly 
higher level of transparency. 


48 The address for EDGAR is www.sec.gov. A quick EDGAR tutorial is available at 
www.sec.gov/edgar/quickedgar.htm to familiarize users with the retrieval system. Joseph R. Garber, “Click 
Before You Leap,” Forbes, February 24, 1997, p. 162. 

49 John Emshwiller, “Financial Filings Hold Key to Investigative Pieces, Big and Small” The Wall Street Journal, 
May 31, 2005. 


5° www.sec.gov/edgar/quickedgar.htm. 


1. In the United States, the Securities and Exchange Commission (SEC) has been entrusted with the re- 
sponsibility for ensuring that complete and reliable information is available to investors who buy and 
sell securities in public capital markets. Since being created in 1934, this agency has administered nu- 
merous reporting rules and regulations created by congressional actions starting with the Securities 
Act of 1933 and the Securities Exchange Act of 1934. 

2. The corporate accounting scandals that rocked the U.S. financial community during 2001 and 2002 
led Congress to pass the Sarbanes-Oxley Act. This legislation addressed a number of problems. Its 
main provision was the creation of the Public Company Accounting Oversight Board to monitor and 
regulate the auditors of public companies. Audit firms of public companies must register with this 
board and are subject to periodic inspections as well as various types of possible disciplinary actions. 
This act also contains rules to help ensure the independence of the external auditor. 

3. Before a company’s securities (such as either equity or debt) can be publicly traded, appropriate fil- 
ings must be made with the SEC to ensure that sufficient data are made available to potential in- 
vestors. Disclosure requirements for this process are outlined in two documents: Regulation S—K (for 
nonfinancial information) and Regulation S—X (describing the form and content of all included fi- 
nancial statements). 

4. The ability to require the reporting of special information gives the SEC enormous legal power over 
the accounting standards in the United States. Traditionally, this authority has been wielded only on 
rare occasions and only to increase disclosure requirements and to provide guidance where none was 
otherwise available. However, in a significant demonstration of its authority, the SEC overruled the 
FASB’s decision in 1977 as to the appropriate method to account for unsuccessful exploration and 
drilling costs incurred by oil- and gas-producing companies. 

5. Filings with the SEC are divided generally into two broad categories: registration statements and peri- 
odic filings. Registration statements are designed to provide information about a company prior to 
its issuance of a security to the public. Depending on the circumstances, several different registration 
forms are available for this purpose. After the registrant produces the statement and the SEC initially 
reviews it, a letter of comments describing desired explanations or changes is furnished. These con- 
cerns must be resolved before the security can be sold. 
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Not all securities issued in the United States require registration with the SEC. As an example, for- 
mal registration is not necessary for securities sold by either government units or banks. Certain is- 
sues for relatively small amounts are also exempt although some amount of disclosure is normally 
required. Securities sold solely within the state in which the business operates are not subject to fed- 
eral securities laws but must comply with state laws frequently referred to as blue sky laws. 


. Companies whose stocks or bonds are publicly traded on a securities exchange must also submit pe- 


riodic filings to the SEC to ensure that adequate disclosure is constantly maintained. Among the most 
common of these filings are Form 10—K (an annual report) and Form 10—Q (condensed interim fi- 
nancial information). Form 8—K also is required to report any significant events that occur. In addi- 
tion, proxy statements (documents that are used to solicit votes at stockholders’ meetings) also come 
under the filing requirements monitored by the SEC. 

The SEC created the EDGAR database to allow companies to make electronic filings with the com- 
mission. More importantly, EDGAR allows any person with access to the Internet to review these 
documents in a timely fashion. Thus, access to financial and other information about filing entities 
has become much more widely available. 


Questions 


(Students may wish to visit the SEC Web site, www.sec.gov, for supplemental resources.) 


ND MM 


. Why were federal securities laws originally enacted by Congress? 
. What are some of the possible reasons for the numerous corporate accounting scandals discovered 


during 2001 and 2002? 


. List several provisions of the Sarbanes-Oxley Act that are designed to restore public confidence in 


the U.S. capital market system. 


. What is the SEC’s relationship to the Public Company Accounting Oversight Board? 

. Who must register with the Public Company Accounting Oversight Board? 

. What is the impact of being registered with this board? 

. How has the Sarbanes-Oxley Act attempted to ensure that external auditors will be completely 


independent in the future? 


. What is the purpose of the inspection process created by the Sarbanes-Oxley Act? 

. What is covered by Regulation S—K? 

. What is covered by Regulation S—X? 

. What are some of the major divisions within the SEC? 

. What does the Securities Act of 1933 cover? 

. What does the Securities Exchange Act of 1934 cover? 

. What are the goals of the SEC? 

. What information is required in a proxy statement? 

. Why is the content of a proxy statement considered to be so important? 

. How does the SEC affect the development of generally accepted accounting principles in the United 


States? 


. What is the purpose of Financial Reporting Releases and Staff Accounting Bulletins? 
. What was the SEC’s response to the FASB’s handling of accounting for oil- and gas-producing com- 


panies, and why was this action considered so significant? 


. What is the purpose of a registration statement? 

. Under what law is a registration statement filed? 

. What are the two parts of a registration statement? What does each part contain? 

. How does the SEC generate revenues? 

. Two forms commonly used in the registration process are Form S—1 and Form S—3. Which regis- 


trants should use each form? 


. What is incorporation by reference? 

. What is a prefiling conference, and why might it be helpful to a registrant? 

. What is a letter of comments? By what other name is it often called? 

. What is a prospectus? What does a prospectus contain? 

. Under what circumstances is a company exempt from filing a registration statement with the SEC 


prior to the issuance of securities? 
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. What is a private placement of securities? 

. What are blue sky laws? 

. What is a wraparound filing? 

. When is a Form 8-K issued by a company? What specific information does a Form 8—K convey? 
. What is the purpose of the Management’s Discussion and Analysis? 

. What is the difference between a Form 10—K and a Form 10—Q? 

. What was the purpose of creating the EDGAR system? 


Problems 1. 


LO1 

LO2 Ds 
LO2 3) 
LO2 4. 
LO3 By 
LO3 6. 
LO3 Is 


Which of the following statements is true? 
a. The Securities Exchange Act of 1934 regulates intrastate stock offerings made by a company. 


b. The Securities Act of 1933 regulates the subsequent public trading of securities through brokers 
and markets. 


c. The Securities Exchange Act of 1934 is commonly referred to as blue sky legislation. 
d. The Securities Act of 1933 regulates the initial offering of securities by a company. 
What is the purpose of Regulation S-K? 

a. Defines generally accepted accounting principles in the United States. 

b. Establishes required disclosure of nonfinancial information with the SEC. 

c. Establishes required financial disclosures with the SEC. 

d. Indicates which companies must file with the SEC on an annual basis. 

What is the difference between Regulation S—K and Regulation S—X? 


a. Regulation S—K establishes reporting requirements for companies in their initial issuance of 
securities whereas Regulation S—X is directed toward the subsequent issuance of securities. 


b. Regulation S—K establishes reporting requirements for companies smaller than a certain size 
whereas Regulation S—X is directed toward companies larger than that size. 


c. Regulation S-K establishes regulations for nonfinancial information filed with the SEC whereas 
Regulation S—X prescribes the form and content of financial statements included in SEC filings. 


d. Regulation S—K establishes reporting requirements for publicly held companies whereas Regu- 
lation S—X is directed toward private companies. 


The Securities Exchange Act of 1934 

a. Regulates the public trading of previously issued securities through brokers and exchanges. 
b. Prohibits blue sky laws. 

c. Regulates the initial offering of securities by a company. 

d. Requires the registration of investment advisers. 

Which of the following is a requirement of the Sarbanes-Oxley Act of 2002? 

a. Registration of all auditing firms with the Public Company Accounting Oversight Board. 


b. Annual inspection of all auditing firms registered with the Public Company Accounting Over- 
sight Board. 


c. A monetary fee assessed on organizations issuing securities. 
Overall assessment of the work of the SEC each year. 
Which of the following is not correct with regard to the Public Company Accounting Oversight Board? 
a. The board can expel a registered auditing firm without SEC approval. 
b. All registered auditing firms must be inspected at least every three years. 
c. The board members must be appointed by Congress. 


d. The board has the authority to set auditing standards rather than utilize the work of the Auditing 
Standards Board. 


Which of the following is not a way by which the Sarbanes-Oxley Act attempts to ensure auditor in- 
dependence from an audit client? 


a. The auditing firm must be appointed by the client’s audit committee. 

b. Audit fees must be approved by the Public Company Accounting Oversight Board. 

c. The audit committee must be composed of members of the client’s board of directors who are in- 
dependent of the management. 

d. The external auditor cannot also perform financial information system design and implementa- 
tion work. 
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12. 
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14. 


15. 


16. 


. What is a registration statement? 


a. A statement that must be filed with the SEC before a company can begin an initial offering of 
securities to the public. 


b. A required filing with the SEC before a large amount of stock can be obtained by an inside party. 
c. An annual filing made with the New York Stock Exchange. 
d. A filing made by a company with the SEC to indicate that a significant change has occurred. 


. Which of the following is a registration statement used by large companies that already have a sig- 


nificant following in the stock market? 

a. Form 8-K. 

b. Form 10-K. 

c. Form S-1. 

d. Form S-3. 

What was the significance of the controversy in 1977 over the appropriate accounting principles to 
be used by oil- and gas-producing companies? 

a. Several major lawsuits resulted. 

b. Companies refused to follow the SEC’s dictates. 

c. Partners of a major accounting firm were indicted on criminal charges. 

d. The SEC overruled the FASB on its handling of this matter. 

Which of the following must be provided to every potential buyer of a new security? 
A letter of comments. 

A deficiency letter. 

A prospectus. 

A Form S-16. 

What does the term incorporation by reference mean? 


uo ee 


a. The legal incorporation of a company in more than one state. 


b. Filing information with the SEC by indicating that the information is already available in another 
document. 


c. Areference guide indicating informational requirements specified in Regulation S—X. 
d. Incorporating a company in a state outside of its base of operations. 
What is a letter of comments? 


a. A letter the SEC sends to a company indicating needed changes or clarifications in a registration 
statement. 


b. A questionnaire supplied to the SEC by a company suggesting changes in Regulation S—X. 


A letter included in a Form 10-K to indicate the management’s assessment of the company’s fi- 
nancial position. 


d. A letter composed by a company asking for information or clarification prior to the filing of a 
registration statement. 


What is a prospectus? 

a. A document attached to a Form 8-K. 

b. A potential stockholder as defined by Regulation S—K. 

c. A document a company files with the SEC prior to filing a registration statement. 
d. 


| The first part of a registration statement that a company must furnish to all potential buyers of a 
new security. 


Which of the following is not exempt from registration with the SEC under the Securities Act 
of 1933? 


a. Securities issued by a nonprofit religious organization. 

b. Securities issued by a government unit. 

c. A public offering of no more than $5.9 million. 

d. An offering made to only 26 sophisticated investors. 

Which of the following is usually not filed with the SEC on a regular periodic basis? 
A Form 10-Q. 

A prospectus. 

A proxy statement. 

A Form 10-K. 
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What is a shelf registration? 
a. A registration statement that the SEC formally rejects. 
b. A registration statement that the SEC rejects due to the lapse of a specified period of time. 


c. A registration process for large companies that allows them to offer securities over a period of 
time without seeking additional approval by the SEC. 


d. A registration form that is withdrawn by the registrant without any action having been taken. 
What is EDGAR? 

a. A system the SEC uses to reject registration statements that do not contain adequate information. 
b. The enforcement arm of the SEC. 

c. A system designed by the SEC to allow electronic filings. 

d. A branch of the government that oversees the work of the SEC. 

Identify each of the following as they pertain to the SEC. 

a. Blue sky laws. 

b. S—8 Statement. 

c. Letter of comments. 

d. Public Company Accounting Oversight Board. 

e. Prospectus. 


Discuss the objectives of the Securities Act of 1933 and the Securities Exchange Act of 1934. How 
are these objectives accomplished? 


What are the general steps involved in filing a registration statement with the SEC? 


Discuss the methods by which the SEC can influence the development of generally accepted ac- 
counting principles in the United States. 


Which forms do most companies file with the SEC on a periodic basis? Explain the purpose of each 
form and its primary contents. 

Which forms do most companies file with the SEC in connection with the offering of securities to 
the public? 

What is the importance of a Form 8—K? What is the importance of a proxy statement? 


Describe the provisions of the Sarbanes-Oxley Act as they relate to the creation and responsibilities 
of the Public Company Accounting Oversight Board. 


Explain each of the following items: 

Staff Accounting Bulletins. 

Wraparound filing. 

Incorporation by reference. 

Division of corporation finance. 

Integrated disclosure system. 

Management’s discussion and analysis. 

Chief accountant of the SEC. 

Which organizations are normally exempted from the SEC’s registration requirements? 
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Develop Your 
Skills 


RESEARCH CASE 1 


CPA Domer Corporation is preparing to issue a relatively small amount of securities and does not want to go 

Skills to the trouble and expense of filing a registration statement with the SEC. Company officials hope to be 
exempt under provisions of Regulation A. These officials want to be certain that they meet these provi- 
sions precisely so that no later legal problems arise. 


Required 


Go to the Web site www.sec.gov and then select Corporate Finance under Divisions. Then select the link 
for Statutes, Rules, and Forms, followed by the Rules and Regulations Link. Based on the information 
provided for Regulation A, prepare a report for Domer Corporation officials as to the requirements for 
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RESEARCH CASE 2 
Ore 


ANALYSIS CASE 1 
Ore 


exemption and advise as to the maximum amount of capital that may be raised through such issuance. 
Assuming that Domer Corporation is a development stage company, revise the report. Note specifically 
Regulation §230.251. 


Tasch Corporation, a multilevel marketing and sales organization, plans to sell approximately 
$10,000,000 worth of “service agreements” to many of its customers. These service agreements guaran- 
tee a set return to the customer in exchange for an up-front purchase price, with Tasch Corporation man- 
aging the various business interests of its customers. Jerry Tasch, the corporation’s president, needs 
advice concerning the necessity of SEC filings prior to the sale of these service agreements. 


Required 


Assume that the only (initial) question to be addressed is whether the service agreements constitute 
securities under the Securities Act of 1933. Perform research utilizing an Internet search engine to 
determine whether the service agreements are in fact securities. Note that courts interpret statutes 
and regulations, so it is often useful to look at judicial determinations to reach a conclusion. To that 
end, consider locating and reviewing the following case: SEC v. Calvo, 378 F.3d 1211 (11th Cir. 
2004). Students can locate this case using many Web links including FINDLAW and LexisNexis. 
This Web link will direct the student directly to the specific opinion (http://www.cal 1.uscourts.gov/ 
opinions/ops/200213445.pdf). 


Go to the Web site www.sec.gov and, under the Filings & Forms (EDGAR) heading, click on “Search for 
Company Filings” and then click on “Company or Fund Name.” Enter the name of a well-known company 
such as Dell. A list of available documents should be shown for that company. 


Required 


Using these available documents, answer the following questions: 


1. Has the company filed an 8—K during the most recent time period? If so, open that document and 
determine the reason that the form was filed with the SEC. 

2. Has the company filed a 10—K during the recent time period? If so, open that document and deter- 
mine the total reported net income for the latest period of time. 

3. Has the company filed a 14A (a proxy statement) during the most recent time period? If so, open that 
document and determine what issues were to be voted on at the annual meeting. 


COMMUNICATION CASE 1 


Ore 


The senior partner of Wojtysiak & Co., CPAs, has been approached by a small, publicly traded corpora- 
tion wishing to change auditors. The Wojtysiak firm does not audit any other public companies. Because 
of the Sarbanes-Oxley Act of 2002, Mike Wojtysiak, the senior partner, needs to know the regulatory 
issues facing his firm if it accepts the new engagement. 


Required 


Draft a report that outlines the Sarbanes-Oxley considerations for a firm such as the Wojtysiak firm. Locate 
the actual act (Public Law 107-204) or perform a thorough summary and review it prior to preparing the 
report. The full act may be found at http://corporate.findlaw.com/industry/corporate/docs/publ107.204. html. 


Accounting 

for Legal 
Reorganizations 
and Liquidations 


One common thread that runs throughout a significant portion of this 
textbook is the accounting for an organization when viewing it as a 
whole.' Several chapters, for example, examine the consolidation of fi- 
nancial information generated by two or more companies that have 
been united in a business combination. Although that coverage in- 
cluded the handling of specific accounts, the primary emphasis was on 
reporting these companies as a single economic entity. 

Likewise, the analysis of foreign currency translation demonstrated 
the procedures to use in consolidating the assets and liabilities as well as 
operating results of a subsidiary doing business anywhere in the world. 

The various reporting requirements for disaggregated information 
have also been presented as a means to help disclose complete informa- 
tion to describe an entity. Again, the accounting goal was to convey 
data about the entire operation. 

Continuing with this theme, subsequent chapters present the special- 
ized accounting procedures that partnerships, state and local govern- 
ment units, not-for-profit organizations, estates, and trusts utilize. 

The presentation of financial data to describe an organization is not 
a rigid structure. Accounting is adaptable. Numerous factors influence 
its development in specific circumstances: the purpose of the informa- 
tion, the nature of the organization, the environment in which the en- 
tity operates, and so on. Thus, in reporting the operations and financial 
position of a business combination, a foreign subsidiary, an operating 
segment, a partnership, a government unit, an estate, or a not-for-profit 
organization, accountants must develop unique reporting techniques 
that address particular needs and problems. 

The current chapter extends this coverage by presenting the accounting 
procedures required in bankruptcy cases. A financially troubled company 
and its owners and creditors face the prospect of incurring significant 
losses. Once again, the accountant must adapt financial reporting to meet 


' Intermediate accounting textbooks, in contrast, tend to examine the reporting of 
specific assets and liabilities such as leases, pensions, deferred income taxes, and 
bonds. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Describe the history and 
current status of bank- 
ruptcy and bankruptcy 
laws. 


LO2 Explain the difference 
between a voluntary and 
involuntary bankruptcy. 


LO3 Identify the various types 
of creditors as they are la- 
beled during a bankruptcy. 


LO4 Describe the difference be- 
tween a Chapter 7 bank- 
ruptcy and a Chapter 11 
bankruptcy. 


LO5 Account for a company as 
it enters bankruptcy. 


LO6~ = Account for the liquida- 
tion of a company in 
bankruptcy. 


LO7 List the provisions that 
are often found ina 
bankruptcy reorganization 
plan. 


LO8 Account for a company 
as it moves through 
reorganization. 


LO9 _ Describe the financial 
reporting for a company 
that successfully exits 
bankruptcy as a reorga- 
nized entity. 
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many and varied informational needs. The large number of failed businesses during the last 
few years has made this accounting process especially important. 


ACCOUNTING FOR LEGAL REORGANIZATIONS AND LIQUIDATIONS 


LO1 


Describe the history and current 
status of bankruptcy and bank- 
ruptcy laws. 


Centuries ago in Italy the bankrupt merchant would be forced into an odd form of pillory. He 
would have the table he did business at in the town square broken. At least one source says the 
word bankruptcy derives from the Italian words for this practice, which translate to broken bench.* 


A basic assumption of accounting is that a business is considered a going concern unless evi- 
dence to the contrary is discovered. As a result, assets such as inventory, land, buildings, and 
equipment are traditionally reported based on historical cost rather than net realizable value. 
Unfortunately, not all companies prove to be going concerns. 


When the recession began last December, businesses nationwide were filing an average of 206 
bankruptcy petitions a day. That average has increased steadily since June, reaching 318 per day 
in November. Commercial bankruptcy filings are up 111 percent in Oregon, 91 percent in Utah, 
and 83 percent in California.* 


Not only is the number of bankruptcies rising but also the size of many bankruptcies is be- 
coming astronomical. Notice how many of the 10 largest U.S. bankruptcies have occurred in 
the last few years: 


¢ Lehman Brothers Holdings Inc., July 15, 2008, $691.1 billion in assets. 
¢ Washington Mutual Inc., September 26, 2008, $327.9 billion. 

¢ WorldCom Inc., July 21, 2002, $103.9 billion. 

¢ General Motors Corp., June 1, 2009, $91.1 billion. 

¢ Enron Corp., December 2, 2001, $65.5 billion. 

* Conseco Inc., December 17, 2002, $61.4 billion. 

¢ Chrysler LLC, April 30, 2009, $39.3 billion. 

¢ Thornburg Mortgage Inc., May 1, 2009, $36.5 billion. 

¢ Pacific Gas and Electric Co., April 6, 2001, $36.2 billion. 

° Texaco Inc., April 12, 1987, $35.0 billion.* 


What happens to these businesses after they fail? Is bankruptcy the equivalent of a death sen- 
tence? Who gets the assets? Are the creditors protected? How does the accountant reflect the 
economic plight of the company? 

Virtually all businesses undergo financial difficulties at various times. Economic down- 
turns, poor product performance, and litigation losses can create cash flow difficulties for even 
the best-managed organizations. Most companies take remedial actions and work to return 
their operations to normal profitability. However, as the preceding list indicates, not all com- 
panies are able to solve their monetary difficulties. If problems persist, a company can even- 
tually become insolvent, unable to pay debts as the obligations come due. When creditors are 
not paid, they obviously attempt to protect their financial interests in hope of reducing the 
possibility of loss. They may seek recovery from the distressed company in several ways: 
repossessing assets, filing lawsuits, foreclosing on loans, and so on. An insolvent company 
can literally become besieged by its creditors. 

If left unchecked, pandemonium would be the possible outcome of a company’s insolvency. 
As a result, some of the creditors and stockholders as well as the company itself could find 
themselves treated unfairly. One party might be able to collect in full while another is left with a 


2 "In Pursuit of a Balanced Bankruptcy Law,” ABA Banking Journal, May 1993, p. 50. 


3 Tony Pugh, “Business Bankruptcies Keep Rising; No Relief in Sight,” posted December 12, 2008, www. 
mceclatchydc.com/homepage/story/57742.html. 


4 "The Top 10 U.S. Bankruptcy Filings,” Richmond Times-Dispatch, June 2, 2009, p. B6. 
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Explain the difference between 
a voluntary and involuntary 
bankruptcy. 
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total loss. Not surprisingly, bankruptcy laws have been established in the United States to struc- 
ture this process, provide protection for all parties, and ensure fair and equitable treatment. 

Although a complete coverage of bankruptcy statutes is more appropriate for a business law 
textbook, significant aspects of this process directly involve accountants. 


In many small business situations, the company accountant is the sole outside financial adviser 
and the first to recognize that the deteriorating financial picture mandates consideration of bank- 
ruptcy in one form or another. In many such situations, the accountant’s role in convincing man- 
agement that a timely reorganization under the bankruptcy law is the sole means of salvaging 
any part of the business may be critical. 


Bankruptcy Reform Act of 1978 


Over the ages debtors who found themselves unable to meet obligations were dealt with harshly. 
Not only were all their assets taken from them, but they were given little or no relief through 
legal forgiveness of debts. Many of them ended up in debtors’ prisons with all means of rehabili- 
tation removed. A large number of the early settlers in this country left their homelands to 
escape such a fate.® 


Based on an original provision of the U.S. Constitution, Congress is responsible for creating 
bankruptcy laws. However, virtually no federal bankruptcy laws were actually passed until the 
Bankruptcy Act of 1898 (subsequently revised in 1938 by the Chandler Act). Later, following 
a decade of study and debate by Congress, the Bankruptcy Reform Act of 1978 replaced these 
laws. Congress has amended this act several times since 1978.’ 

Consequently, the Bankruptcy Reform Act of 1978 as amended continues to provide the le- 
gal structure for most bankruptcy proceedings. It strives to achieve two goals in connection 
with insolvency cases: (1) the fair distribution of assets to creditors and (2) the discharge of 
an honest debtor from debt. 


Voluntary and Involuntary Petitions 


When insolvency occurs, any interested party has the right to seek protection under the Bank- 
ruptcy Reform Act.’ Thus, the company itself can file a petition with the court to begin bank- 
ruptcy proceedings.° If the company is the initiator, the process is referred to as a voluntary 
bankruptcy. In such cases, the company’s petition must be accompanied by exhibits listing all 
debts and assets (reported at fair value). Company officials also must respond to questions 
concerning various aspects of the business’s affairs. Such questions include: 


« When did the business commence? 
¢ In whose possession are the books of account and records? 
¢ When was the last inventory of property taken? 


Creditors also can seek to force a debtor into bankruptcy (known as an involuntary bank- 
ruptcy) in hope of reducing their potential losses. To avoid nuisance actions, bankruptcy laws 


> John K. Pearson, “The Role of the Accountant in Business Bankruptcies,” The National Public Accountant, 
November 1982, p. 22. 


& Homer A. Bonhiver, The Expanded Role of the Accountant under the 1978 Bankruptcy Code (New York: 
Deloitte Haskins & Sells, 1980), p. 7. 

7 An excellent overview of the bankruptcy process from a legal perspective can be downloaded at www. 
uscourts.gov/bankruptcycourts/bankbasics.pdf. It is titled “Bankruptcy Basics” and is produced by the Adminis- 
trative Office of the United States Courts, James C. Duff, Director. Bankruptcy can be viewed in an entirely 
different light in the book Comic Wars written by Dan Raviv and published in 2002 by Broadway Books in 
New York. Comic Wars follows the battle between several financial icons as they seek to gain control over 
Marvel Entertainment as it struggles to avoid liquidation. 


8 As is discussed later in this chapter, insolvency (not being able to pay debts as they come due) is not neces- 
sary for filing a bankruptcy petition. During the 1980s, such companies as Manville Corporation, Texaco, and 
A. H. Robins originally filed for protection under the Bankruptcy Reform Act in hope of settling massive litiga- 
tion claims. 


° The bankruptcy petition filed by Circuit City on November 10, 2008, can be found at http:/Awww.creditslips. 
org/creditslips/CircuitCity.pdf. This document shows that the company owed Hewlett-Packard, the biggest 
unsecured creditor, $118,797,964. The petition was originally for a reorganization but that quickly became a 
liquidation in January 2009 after an unsuccessful attempt to cash in on Christmas sales. 
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LO3 


Identify the various types of 
creditors as they are labeled 
during a bankruptcy. 


regulate the filing of involuntary petitions. If a company has 12 or more unsecured creditors, 
at least 3 must sign the petition. In addition, under current rules, the creditors that sign must 
have unsecured debts of at least $13,475.'° If fewer than 12 unsecured creditors exist, only a 
single signer is required, but the $13,475 minimum debt limit remains. 


While owners of the recently built Webster Holiday Inn Express Hotel & Suites battle each other 
in the state Supreme Court, creditors seeking payment of long overdue bills have intervened with 
a petition seeking to force the business into Chapter 11 bankruptcy. Opened in late October 2007, 
the 104-room hotel on Holt Road is the newest Rochester-area addition to Intercontinental Hotels 
Group’s Holiday Inn chain. Three Rochester-based companies—Concord Electric Corp., Billone 
Mechanical Contractors Inc., and Image City Interiors Inc.—filed a petition March 27 in U.S. 
Bankruptcy Court in Rochester, seeking to force the Webster hotel’s owner, Webster Hospitality 
Development LLC, into an involuntary Chapter 11 proceeding. The filing lists amounts owed as 
$31,060 to Concord Electric, $24,020 to Billone Mechanical, and $34,899 to Image City.!! 


Neither a voluntary nor an involuntary petition automatically creates a bankruptcy case. 
The court rejects voluntary petitions if the action is considered detrimental to the creditors. In- 
voluntary petitions also can be rejected unless evidence exists to indicate that the debtor is not 
actually able to meet obligations as they come due. Merely being slow to pay is not sufficient. 
The debtor may well fight an involuntary petition fearing that its reputation will be tainted in 
the business community. 

If the court accepts the petition, an order for relief is granted. This order halts all actions 
against the debtor, thus providing time for the various parties involved to develop a course of 
action. In addition, the company comes under the authority of the bankruptcy court so that any 
distributions must be made in a fair manner. 


To prevent creditors from seizing whatever is handy once the bankruptcy is filed, the Bankruptcy 
Code provides for an automatic stay or injunction that prohibits actions by creditors to collect 
debts from the debtor or the debtor’s property without the court’s permission. The automatic stay 
bars any creditor (including governmental creditors such as the Internal Revenue Service) from 
taking any action against the debtor or the debtor’s property.!” 


Classification of Creditors 


Following the issuance of an order for relief, the possible risk of loss obviously influences 
each creditor’s view of a bankruptcy case. However, many creditors may have already obtained 
some measure of security for themselves. When a debt is created, the parties can agree to 
attach a mortgage lien or security interest to specified assets (known as collateral) owned by 
the debtor. Such action is most likely when the amounts involved are great or the debtor is 
experiencing financial difficulty. In the event that the liability is not paid when due, the creditor 
has the right to force the sale (or, in some cases, the return) of the pledged property with the 
proceeds being used to satisfy all or part of the obligation. Thus, in bankruptcy proceedings, 
a secured creditor holds a much less vulnerable position than an unsecured creditor. 

Because of the possible presence of liens, all loans and other liabilities are reported to the 
court according to their degree of protection against loss. Some debts are identified as fully 
secured to indicate that the net realizable value of the collateral exceeds the amount of the 
obligation. Despite the debtor’s insolvency, these creditors will not suffer loss; they are com- 
pletely protected by the pledged property. Any money received from the asset that is in excess 
of the balance of the debt is then used to pay unsecured creditors. 

Conversely, a liability is partially secured if the value of the collateral covers only a portion 
of the obligation. The remainder is considered unsecured; the creditor risks losing some or all of 
this additional amount. For example, a bank might have a $90,000 loan due from an insolvent 
party that is protected by a lien attached to land valued at $64,000. This debt is only partially 
secured; the asset would not satisfy $26,000 of the balance. This residual portion is reported 
to the court as unsecured. 


10 Throughout the bankruptcy laws, a number of monetary standards such as this exist. Such dollar amounts 
were last adjusted for inflation on April 1, 2007. These balances are to be adjusted every three years based 
on the Consumer Price Index for All Urban Consumers. 


1 Will Astor, “Hotel Tussle Sparks Move by Creditors,” Rochester Business Journal, April 3, 2009, p. 3. 
12 Pearson, “The Role of the Accountant,” p. 24. 
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All other liabilities are unsecured; these creditors have no legal right to any of the debtor’s 
specific assets. They are entitled to share only in any funds that remain after all secured claims 
have been settled. Obviously, unsecured creditors are in a precarious position. Unless a 
debtor’s assets greatly exceed secured liabilities (which is unlikely in most insolvency cases), 
these creditors can expect significant losses if liquidation proves to be necessary. Hence, one 
of the most important aspects of the bankruptcy laws is the ranking of unsecured claims. 

The Bankruptcy Reform Act identifies several types of unsecured liabilities that have 
priority and must be paid before other unsecured debts are settled. These obligations are 
ranked with each level having to be satisfied in full before any payment is made to the next. 
Only in this manner is a systematic distribution of any remaining assets possible. 


Unsecured Liabilities Having Priority The following liabilities have priority: !° 


1. Claims for administrative expenses such as the costs of preserving and liquidating the es- 
tate. All trustee expenses and the costs of outside attorneys, accountants, or other consul- 
tants are included in this category. Without this high-priority ranking, insolvent companies 
would have difficulty convincing qualified individuals to serve in these essential positions. 
In recent years, the amounts assessed for such services have come under fire from many 
critics: “The protests follow a recent court filing by Enron, the fallen energy company, pro- 
jecting that professional fees for the first 13 months of the bankruptcy will total $306 mil- 
lion. All told, according to the projections, administrative costs during the period will be 
$773 million, or nearly $60 million a month.”4 

2. Obligations arising between the date that a petition is filed with the bankruptcy court and 
the appointment of a trustee or the issuance of an order for relief. In voluntary cases, such 
claims are quite rare because an order for relief is usually entered when the petition is filed. 
This provision is important, however, in helping the debtor continue operations if an invol- 
untary petition is presented but no legal action is immediately taken. Without this ranking, 
suppliers would stop providing merchandise to the debtor until the matter was resolved. 
With this high ranking, the debtor can hope to continue to buy goods and stay in business 
while resisting an involuntary petition. 


3. Employee claims for wages earned during the 180 days preceding the filing of a petition. 
The amount of this priority is limited, though, to $10,950 per individual. This priority rank- 
ing does not include officers’ salaries. It is designed to prevent employees from being too 
heavily penalized by the company’s problems and encourages them to continue working 
until the bankruptcy issue is settled. In addition, employees are not company creditors in 
the traditional sense of that term. They did not enter employment to serve as lenders to the 
corporation. However, employees can still be financially damaged by bankruptcy. 

The $32 million claim filed on behalf of former Heller employees, represented by Garfield 
Granett, Carl Goodman, and Anna Scarpa, asks for at least $10,950 for each of the firm’s 
861 former employees. Called a priority claim, that amount is guaranteed to employees of 
a company in bankruptcy, after secured creditors are paid.!> 

4. Employee claims for contributions to benefit plans earned during the 180 days preceding 
the filing of a petition. Again, a $10,950 limit per individual (reduced by certain specified 
payments) is enforced. 

5. Claims for the return of deposits made by customers to acquire property or services that the 
debtor never delivered or provided. The priority figure, in this case, is limited to $2,425. 
These claimants did not intend to be creditors; they were merely trying to make a purchase. 


6. Government claims for unpaid taxes. 


All other obligations of an insolvent company are classified as general unsecured claims that 
can be repaid only after the creditors with priority have been satisfied. /f the funds that remain 
for the general unsecured debts are not sufficient to settle all claims, the available money must 


13 Only the most significant unsecured liabilities given priority are included here. For a complete list, check a 
current business law textbook. 


14 Michael Orey, “Group of Enron Creditors Say Court Costs Grow Unwieldly,” The Wall Street Journal, 
November 4, 2002, p. B3. 


15 Amanda Royal, “Thelen, Heller Face Huge Wage Claims,” The Recorder, April 2, 2009. 
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WHAT DO WE DO NOW? 


The Toledo Shirt Company manufactures men’s shirts sold to department stores and other 
outlets throughout Ohio, Illinois, and Indiana. For the past 14 years, one of Toledo’s ma- 
jor customers has been Abraham and Sons, a chain of nine stores selling men’s clothing. 
Mr. Abraham retired 18 months ago and his two sons took complete control of the orga- 
nization. Since that time, they have invested enormous sums of money in an attempt to 
expand each store by also selling women’s clothing. Success in this new market has been 
difficult. Abraham and Sons is not known for selling women’s clothing, and no one in the 
company has much expertise in the area. 

Approximately seven months ago, James Thurber, Toledo's chief financial officer, be- 
gan to notice that it was taking longer than usual to collect payments from Abraham and 
Sons. Instead of the normal 30 days, the retailer was taking 45 days—and frequently 
longer—to pay each invoice. Because of the amount of money involved, Thurber began 
to monitor the balance daily. When the age of the receivable ($243,000) hit 65 days, he 
called Abraham and Sons. The treasurer assured him that the company was merely having 
seasonal cash flow issues but that payments would soon be back on a normal schedule. 

Thurber was still concerned and shortly thereafter placed Abraham and Sons on a 
“cash and carry” basis. No new sales were to be made unless cash was collected in advance. 
The company’s treasurer immediately called Thurber to complain bitterly. “We have been 
one of your best customers for well over a decade, but now that we have gotten into a 
bit of trouble you stab us in the back. When we straighten things out here, we will re- 
member this. We can get our shirts from someone else. Our expansions are now com- 
plete; we have hired an expert to help us market women’s clothing. We can see the light 
at the end of the tunnel. Abraham and Sons will soon be more profitable than ever.” In 
hope of appeasing the customer while still protecting his own position, Thurber agreed 
to sell merchandise to Abraham and Sons on a very limited credit basis. 

A few days later, Thurber received a disturbing phone call from a vice president with 
another clothing manufacturer. “We've got to force Abraham and Sons into bankruptcy 
immediately to protect ourselves. Those guys are running the company straight into the 
ground. They owe me $160,000, and | can only hope to collect a small portion of it now. | 
need two other creditors to sign the petition and | want Toledo Shirt to be one of them. 
Abraham and Sons has already mortgaged all of its buildings and equipment so we can’t 
get anything from those assets. Inventory stocks are dwindling and sales have disap- 
peared since they've tried to change the image of their stores. We can still get some of 
our money but if we wait much longer nothing will be left but the bones.” 

Should the Toledo Shirt Company be loyal to a good customer or start the bankruptcy 
process to protect itself? What actions should Thurber take? 


be divided proportionally. Periodic changes in this priority listing are made and can impact the 
amounts various types of creditors will receive. For example, in 2005, Congress reclassified 
prior rent still due as an administrative expense rather than as an unsecured claim as it had 
been previously classified. Consequently, such rental debts are now more likely to be paid in 
full, leaving less for the remaining unsecured creditors. 


Liquidation versus Reorganization 

The most important decision in any bankruptcy filing (either voluntary or involuntary) is the 
method by which the debtor will be discharged from its obligations. One obvious option is to 
liquidate the company’s assets with the proceeds distributed to creditors based on their secured 
positions and the priority ranking system just outlined. However, a very important alternative 
to liquidation does exist. The debtor company may survive insolvency and continue opera- 
tions if the parties involved accept a proposal for reorganization. Not everyone agrees with 
the wisdom of allowing reorganization. This argument holds that keeping inefficient orga- 
nizations alive and competing does not serve the industry or the economy well. 


There are many reasons why a business gets sick, but they don’t necessarily mean it should be de- 
stroyed. Hundreds of thousands of businesses that at one time or another had financial difficulties 
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survive today as the result of Chapter 11 proceedings. They continue to contribute to employment, 
to tax revenues, to overall growth. It’s counterproductive to destroy the business value of an asset 
by liquidating it and paying it out in a Chapter 7 if that company shows signs of being able to 
recover in a reorganization.!° 


Contrast that statement with the following: 


The efficiency of Chapter 11 is undergoing scrutiny. A particular concern, in industries such as tele- 
coms and now airlines, is that bankrupt firms will return with manageable debts and thus be better 
able to compete, with the result that they force hitherto healthier rivals into bankruptcy in their turn. 
Does Chapter 11 create zombie companies that live on, only to drag other firms into their graves?!” 


Under most reorganization plans, creditors agree to absorb a partial loss rather than force 
the insolvent company to liquidate. Before accepting such an arrangement, the creditors (as 
well as the bankruptcy court) must be convinced that helping to rehabilitate the debtor will 
lead to a higher return. One benefit associated with reorganizations is that the creditor may be 
able to retain the insolvent company as a customer. In many cases, continuation of this rela- 
tionship is an important concern if the debtor historically has been a good client. Furthermore, 
the priority ranking system often leaves the general unsecured creditors very little to gain by 
trying to force a liquidation. 

Legal guidelines for the liquidation of a debtor are contained in Chapter 7 of Title I of the 
Bankruptcy Reform Act; Chapter 11 describes the reorganization process. Consequently, the 
proceedings have come to be referred to as a Chapter 7 bankruptcy (liquidation) or a Chapter 11 
bankruptcy (reorganization). Accountants face two entirely different reporting situations 
depending on the type of bankruptcy encountered. However, in both cases, accountants must 
obtain sufficient data and report them adequately to keep all parties informed about relevant 
events as they occur. 


Statement of Financial Affairs 


Like other companies in bankruptcy, WorldCom is required to file schedules of assets and liabil- 
ities, of executory contracts and unexpired leases, lists of shareholders, and statements of finan- 
cial affairs within 15 days of its Chapter 11 filing.'® 


At the start of bankruptcy proceedings, the debtor normally prepares a statement of financial 

affairs. This schedule provides information about the company’s current financial position and 

helps all parties as they consider what actions to take. This statement is especially important in 

assisting unsecured creditors as they decide whether to push for reorganization or liquidation. The 

debtor’s assets and liabilities are reported according to the classifications relevant to a liquidation. 
Consequently, assets are labeled as follows: 


1. Pledged with fully secured creditors. 
2. Pledged with partially secured creditors. 
3. Available for priority liabilities and unsecured creditors (often referred to as free assets). 


The company’s debts are then listed in a parallel fashion: 


. Liabilities with priority. 
. Fully secured creditors. 
. Partially secured creditors. 


BW NO 


. Unsecured creditors. 


Stockholders are included in this final group. 

The statement of financial affairs is produced under the assumption that liquidation will 
occur. Thus, historical cost figures are not relevant. The various parties to the bankruptcy desire 
information that reflects (1) the net realizable value of the debtor’s assets and (2) the ultimate 
application of these proceeds to specific liabilities. With this knowledge, both creditors and 


16 James A. Goodman as interviewed by Robert A. Mamis, “Why Bankruptcy Works,” Inc., October 1996, p. 39. 
17 “The Night of the Killer Zombies," The Economist, December 14, 2002. 


18 “WorldCom Gets Judge's Approval for $750 Million in Financing,” The Wall Street Journal, July 23, 2002, 
p. A-3. 


Discussion Question 
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HOW MUCH IS THAT BUILDING REALLY WORTH? 


Viron, Inc., was created in 2004 to recycle plastic products and manufacture a variety of 
new items. The actual production process was quite complex because the old plastic had 
to be divided into categories and then reclaimed based on the composition. Viron made 
new products based on the type of plastic available and the market demand. 

In December 2007, the company spent $7.1 million to construct a building for manu- 
facturing purposes. It was designed specifically to meet Viron’s needs. The building was 
constructed near Gaffney, South Carolina, to take advantage of a large labor force avail- 
able because of high unemployment in the area. 

Unfortunately, the company was not able to generate revenues quickly enough to 
reach a break-even point and was forced to file for bankruptcy. An accountant was hired 
to produce a statement of financial affairs to aid the parties in deciding whether to liqui- 
date or reorganize. 

In producing the statement of financial affairs, the accountant needed to establish a 
liquidation value for the building in Gaffney that was the company’s largest asset. A real 
estate appraiser was brought in and made the following comments about the structure. 


The building is well constructed and practically new. It is clearly worth in excess of 
$7 million. However, | doubt that anyone is going to pay that much for it. We don’t get 
a lot of new industry in this area, so not many companies need to buy large buildings. 
Even if a company did buy the building, it would have to spend a significant amount 
of money for conversion. Unless a company just wanted to recycle plastics, the build- 
ing would have to be completely adapted to any other purpose. To tell you the truth, 
| am not sure it can be sold at any price. There are a lot of abandoned buildings in the 
area. Of course, if someone wants to recycle plastics, it just might bring $7 million. 


In producing the statement of financial affairs, how should the accountant report this 
building? 


stockholders can estimate the monetary resources that will be available after all secured claims 
and priority liabilities have been settled. By comparing this total with the amount of unsecured 
liabilities, interested parties can approximate the potential loss they face. 

The information found in a statement of financial affairs can affect the outcome of the 
bankruptcy. If, for example, the statement indicates that unsecured creditors are destined to 
suffer a material loss in a liquidation, this group will probably favor reorganizing the com- 
pany in hope of averting such a consequence. Conversely, if the statement shows that all 
creditors will be paid in full and that a distribution to the stockholders is also possible, 
liquidation becomes a much more viable option. Thus, all parties involved with an insol- 
vent company should consult a statement of financial affairs before deciding the fate of the 
operation. 


Statement of Financial Affairs Illustrated 


Chaplin Company recently experienced severe financial difficulties and is currently insolvent. 
It will soon file a voluntary bankruptcy petition, and company officials are trying to decide 
whether to seek liquidation or reorganization. Consequently, they have asked their accountant 
to produce a statement of financial affairs to assist them in formulating an appropriate strat- 
egy. A current balance sheet for Chaplin, prepared as if the company were a going concern, is 
presented in Exhibit 13.1. 

Prior to the creation of a statement of financial affairs, additional data must be ascertained 
concerning the insolvent company and its assets and liabilities. In this illustration, the follow- 
ing information about Chaplin Company has been accumulated: 


¢ The investment reported on the balance sheet has appreciated in value since being acquired 
and is now worth $20,000. Dividends of $500 are currently due from this investment, 
although Chaplin has not yet recognized the revenue. 


EXHIBIT 13.1 
Financial Position Prior 
to Bankruptcy Petition 
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CHAPLIN COMPANY 
Balance Sheet 
June 30, 2010 


Assets 

Current assets: 

GaSe ener re ee eee Renee Pere Ce eee ee en ee ne Cee eae $ 2,000 

(aves ele (ECON LantetnvoLe)) jo ccoconuoodeossecadsgdasgneae 15,000 

PNG COW MESACANEIOUENCNE) hao Sie avo ch oie oO Gea eae Alene aor 23,000 

MVENILONVS Sescece rca eo ei Ne ram yas meena m Len auc ae Cane aa ceaen ene tae 41,000 

LPIReT OF Ho leehforet nisi aaccs cons eel ara Guneud Gut Araens ereenes eer Muna ced ee ee ___ 3,000 $ 84,000 
Land, building, equipment, and other assets: 

Belate Paseo: ci Susprin Suc arite, Ae Pune le ares 5 iia ears emg Ane Na ea Ae Woe aE ON 100,000 

Build imge(met) sey ere eee ane yee cei tre et nae earn ne eas 110,000 

EQuIDMeME( MEL) eee mae eee ence) heey or ate come reer oes 80,000 

MmtanGiblecassetsiar uses: Arue gems er epa arenes. Ate Mae eh SETA He __15,000 _ 305,000 

AO FalyaSSC ES yee ec renee eae eee a ewe INO Cy Lo Seyi ee $389,000 


Liabilities and Stockholders’ Equity 
Current liabilities: 


Notes payable (secured by inventory) ..................+---- $ 75,000 

Accountsipayable: toe sate wees eaters, eer een eee ee 60,000 

FACGHUECIEXDEMSCSHu rater or en fae erg ne unre aan rer ewr ea 18,000 $153,000 
Long term liabilities: 

Notes payable (secured by lien on land and buildings) .......... 200,000 
Stockholders’ equity: 

GOMMOMEStOG Keene niet eR wera oes Sse tee Bs ose cet Ree yt oe 100,000 

Retelinetel elie CIN) 2 .ccseecocconsucesacncusdbaueue (64,000) 36,000 
Total liabilities and stockholders’ equity ...................---- $389,000 


Officials estimate that $12,000 of the company’s accounts receivable can still be collected 
despite the bankruptcy proceedings. 


By spending $5,000 for repairs and marketing, Chaplin can sell its inventory for $50,000. 
The company will receive a $1,000 refund from the various prepaid expenses, but its in- 
tangible assets have no resale value. 

The land and building are in an excellent location and can be sold for a figure 10 percent 
more than book value. However, the equipment was specially designed for Chaplin. Com- 
pany officials anticipate having trouble finding a buyer unless the price is reduced consid- 
erably. Hence, they expect to receive only 40 percent of current book value for these assets. 
Administrative costs of $21,500 are projected if the company does liquidate. 

Accrued expenses include salaries of $13,000. Of this figure, one person is owed a total of 
$11,950 but is the only employee due an amount in excess of $10,950. Payroll taxes with- 
held from wages but not yet paid to the government total $3,000. Company records cur- 
rently show only a $1,000 portion of this liability. 

Interest of $5,000 on the company’s long-term liabilities has not been accrued for the first 
six months of 2010. 


From this information, the statement of financial affairs presented in Exhibit 13.2 for Chaplin 
Company was prepared. Several aspects of this statement should be specifically noted: 


1. The current and long-term distinctions usually applied to assets and liabilities are omitted. 


Because the company is on the verge of going out of business, such classifications are mean- 
ingless. Instead, the statement is designed to separate the secured and unsecured balances. 
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EXHIBIT 13.2 


CHAPLIN COMPANY 
Statement of Financial Affairs 
June 30, 2010 


Available for 


Book Unsecured 
Values Creditors 
Assets 
Pledged with fully secured creditors: 
$210,000 lermvet einyel Chie) oscoccnecoeeegoodeedoe cee ames $ 231,000 
Less: Notes payable (long term) ................. (200,000) 
Interest paVableseernrs re caren ry ary ae rena ans (5,000) $ 26,000 
Pledged with partially secured creditors: 
41,000 IMVEMtONY eater neater ee eat en are eee renee $ 45,000 
Less: Notes payable (current) ................... (75,000) —0- 
Free assets: 
2,000 (Gals ieee mache taney Sala Aros ain Ae ie pe Rea tats Arciow 2,000 
15,000 Investment in marketable securities .............. 20,000 
-0- Dividendsseceivable ares ya ncecets ere erates 500 
23,000 PNECOWINS AGEN cena beau eeuanenpesdancase 12,000 
3,000 Prepaidiexpemses: ene ane tare einen ence iota ccna tees 1,000 
80,000 [COTULIOLAAY SAAN: seta ee je eee eee eae etal ony Seer 32,000 
15,000 Intanigibletasse tSaneewinne ee race isn ne rer te pe etrae —0- 
Total available to pay liabilities with priority 
and unsecured creditors ....................0. 93,500 
Less: Liabilities with priority (see ® below in Liabilities) . . (36,500) 
Available fomunsecuredicreditons ss se eens ee 57,000 (©) 
SSiiameWeel CIMGEMGY . coansasvchasecancsutonane 38,000 ©) 
$389,000 $ 95,000 
Unsecured— 
Book Nonpriority 
Values Liabilities 
Liabilities and Stockholders’ Equity 
Liabilities with priority: 
—0- Administrative expenses (estimated) .............. $ 21,500 
$ 13,000 Salaries payable (accrued expenses) .............. 12,000 $ 1,000 
1,000 Payroll taxes payable (accrued expenses) ........... 3,000 
sO tal treet eR etre cme etree a eran tecinerd $ 36,500 @) 
Fully secured creditors: 
200,000 Notes payable peewee eres Mun eke Meare Mat ci ne cru $ 200,000 
—0- INSEE NEE lg Sadia e neni om bap eee eine 5,000 
esse (Leinel eine! OWING. . on eacccocuancuseccancs (231,000) —0- 
Partially secured creditors: 
75,000 Notesipayableiw. cn uccren tans SQ seme oece tans $ 75,000 
esstses [NeIMROLAY og eee aii auxeke che unnrocin amine aceeaie.t (45,000) 30,000 
Unsecured creditors: 
60,000 AGCOUMUSDaVables sewer ceetrs miter carne aetna 60,000 
4,000 Accrued expenses (other than salaries 
‘andipayrollitaxes) See wean. garry were t errr enten 4,000 
36,000 Stockholdersmequitymmceste een eee: —0- 
$389,000 $ 95,000 
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2. Book values are included on the left side of the schedule but only for informational pur- 
poses. These figures are not relevant in a bankruptcy. All assets are reported at esti- 
mated net realizable value, whereas liabilities are shown at the amount required for 
settlement. 

3. Both the dividend receivable and the interest payable are included in Exhibit 13.2, although 
neither has been recorded on the balance sheet. The payroll tax liability also is reported at 
the amount the company presently owes. The statement of financial affairs must disclose 
currently updated figures. 

4. Liabilities having priority are individually identified within the liability section (point A). 
Because these claims will be paid before other unsecured creditors, the $36,500 total also 
is subtracted directly from the free assets (point B). Although not yet incurred, estimated 
administrative costs are included in this category because such expenses will be necessary 
for a liquidation. Salaries are also considered priority liabilities. However, the $1,000 owed 
to one employee in excess of the individual $10,950 limit is separated as an unsecured 
claim (point C). 

5. According to this statement, if liquidation occurs, Chaplin expects to have $57,000 in free 
assets remaining after settling all liabilities with priority (point D). Unfortunately, the lia- 
bility section shows unsecured claims with a total of $95,000. These creditors, therefore, 
face a $38,000 loss ($95,000 — $57,000) if the company is liquidated (point E). This final 
distribution is often stated as a percentage: 


Free assets _ $57,000 


= 60% 
Unsecured claims $95,000 is 


Thus, unsecured creditors can anticipate receiving only 60 percent of their claims. An 
individual, for example, to whom this company owes $400 should anticipate collecting 
$240 ($400 X 60%) following liquidation. 

6. If the statement of financial affairs had shown the company with more free assets (after 
subtracting liabilities with priority) than unsecured claims, all creditors could expect to be 
paid in full with any excess money going to Chaplin’s stockholders. 


LIQUIDATION—CHAPTER 7 BANKRUPTCY 
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Account for the liquidation of a 
company in bankruptcy. 


When an insolvent company is to be liquidated, the provisions established by Chapter 7 of 
the Bankruptcy Reform Act regulate the process. This set of laws was written to provide an 
orderly and equitable structure for selling assets and paying debts. To this end, several 
events occur after the court has entered an order for relief in either a voluntary or involun- 
tary liquidation. 

To begin, the court appoints an interim trustee to oversee the company and its liquidation. 
This individual is charged with preserving the assets and preventing loss of the estate. Thus, 
creditors are protected from any detrimental actions that management, the ownership, or any 
of the other creditors might undertake. The interim trustee (as well as the permanent trustee, 
if the creditors subsequently select one) must perform a number of tasks shortly after being 
appointed. These functions include (but are not limited to): 


¢ Changing locks and moving all assets and records to locations the trustee controls. 


¢ Posting notices that the U.S. trustee now possesses all business assets and that tampering 
with or removing any contents is a violation of federal law. 


¢ Compiling all financial records and placing them in the custody of the trustee’s own 
accountant. 


¢ Obtaining possession of any corporate records including minute books and other official 
documents.!? 


19 Bonhiver, The Expanded Role of the Accountant, pp. 50-51. 
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The court then calls for a meeting of all creditors who have appropriately filed a proof of claim 
against the debtor. This group may choose to elect a permanent trustee to replace the person 
temporarily appointed by the court. A majority (in number as well as in dollars due from the 
company) of the unsecured, nonpriority creditors must agree to this new trustee. If the credi- 
tors cannot reach a decision, the interim trustee is retained. 

As an additional action taken to ensure fairness, a committee of between 3 and 11 unse- 
cured creditors is selected to help protect the group’s interests. This committee of creditors 
does the following: 


¢ Consults with the trustee regarding the administration of the estate. 
¢ Makes recommendations to the trustee regarding the performance of the trustee’s duties. 
¢ Submits to the court any questions affecting the administration of the estate.”° 


Role of the Trustee 


In the liquidation of any company, the trustee is a central figure. This individual must recover 
all property belonging to the insolvent company, preserve the estate from any further deterio- 
ration, liquidate noncash assets, and make distributions to the proper claimants. Additionally, 
the trustee may need to continue operating the company to complete business activities that 
were in progress when the order for relief was entered. To accomplish such a multitude of ob- 
jectives, this individual holds wide-ranging authority in bankruptcy matters, including the 
right to obtain professional assistance from attorneys and accountants. 

The trustee can also void any transfer of property (known as a preference) made by the 
debtor within 90 days prior to filing the bankruptcy petition if the company was already in- 
solvent at the time. The recipient must then return these payments so that they can be included 
in the debtor’s free assets.”! 


The preference avoidance statute is designed to ensure that any distributions from a bankruptcy 
estate are made in accordance with the scheme established by Congress. The preference avoid- 
ance statute looks back for a period of 90 days to a full year before the bankruptcy filing to ex- 
amine whether any creditors received more than their proportionate share of the debtor’s assets 
during that time. If a creditor did receive more than its fair share of the debtor’s assets, the bank- 
ruptcy trustee is empowered to avoid such transactions and to recover the value of the transfers 
from the recipient for the benefit of the debtor’s bankruptcy estate as a whole.” 


Return of the asset is not necessary, however, if the transfer was for no more than would have 
been paid to this party in a liquidation. 

Not surprisingly, the trustee must properly record all activities and report them periodically 
to the court and other interested parties. The actual reporting rules that the Bankruptcy Reform 
Act created are quite general: “Each trustee, examiner, and debtor-in-possession is required to 
file ‘such reports as are necessary or as the court orders.’ . . . In the past there have been no 
specific guidelines or forms used in the preparation of these reports.”*? Consequently, a wide va- 
riety of statements and reports may be encountered in liquidations. However, the trustee com- 
monly uses a statement of realization and liquidation to report the major aspects of the 
liquidation process. This statement is designed to convey the following information: 


* Account balances reported by the company at the date on which the order for relief was filed. 
* Cash receipts generated by the sale of the debtor’s property. 


* Cash disbursements the trustee made to wind up the affairs of the business and to pay the 
secured creditors. 


e Any other transactions such as the write-off of assets and the recognition of unrecorded 
liabilities. 
20 Ibid., p. 26. 


21 The 90-day limit is extended to one year if the transfer is made to an inside party such as an officer or a 
director or an affiliated company. The one-year limit also applies to any transfer made by the debtor with the 
intent to defraud another party. Transfers of less than $5,000 cannot be challenged as preferences. 

22 Bradley S. Schmarak and Tracy L. Treger, “Avoiding the Preference Pitfall in Workouts,” Commercial Lending 
Review, October 11, 1997, p. 37. 


23 Bonhiver, The Expanded Role of the Accountant, p. 69. 
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Any cash that remains following this series of events is paid to the unsecured creditors after 
the priority claims have first been settled. 


Statement of Realization and Liquidation Illustrated 


To demonstrate the production of a statement of realization and liquidation, the information 
previously presented for Chaplin Company will be used again. Assume that company officials 
have decided to liquidate the business, a procedure regulated by Chapter 7 of the Bankruptcy 
Reform Act. The court appointed an interim trustee whom the creditors then confirmed to 
oversee the liquidation of assets and distribution of cash. 

The dollar amounts resulting from this liquidation will not necessarily agree with the 
balances used in creating the statement of financial affairs in Exhibit 13.2. The previous 
statement was based on projected sales and other estimations, whereas a statement of real- 
ization and liquidation reports the actual transactions and other events as they occur. Con- 
sequently, discrepancies should be expected. Assume the following transactions occur in 
liquidating this company: 


Liquidation Transactions of Chaplin Company—2010 


July 1 The accounting records in Exhibit 13.1 are adjusted to the correct balances as 
of June 30, 2010, the date on which the order for relief was entered. Hence, 
the dividends receivable, interest payable, and additional payroll tax liability 
are recognized. 

July 23 The trustee expends $7,000 to dispose of the company’s inventory at a negoti- 
ated price of $51,000. The net cash results are applied to the notes payable for 
which the inventory served as partial security. 

July 29 Cash dividend of $500, accrued as of June 30, is collected. The related invest- 
ments (reported at $15,000) are then sold for $19,600. 

Aug.17 Accounts receivable of $16,000 are collected. The remaining balances are all 
written off as bad debts. 


Aug. 30 The trustee determines that no refund is available from any of the company’s 
prepaid expenses. The intangible assets also are removed from the financial 
records because they have no cash value. The land and building are sold for 
$208,000. The trustee immediately uses $205,000 of this money to pay off 
the secured creditors. 

Oct. 9 After an extended search for a buyer, the equipment is sold for $42,000 in cash. 

Nov. | A $24,900 invoice is received for various administrative expenses incurred in 
liquidating the company. The trustee also reclassifies the remaining portion of 
the partially secured liabilities as unsecured. 

Nov. 9 Noncash assets have now been converted into cash and all secured claims 
settled, so the trustee begins to distribute any remaining funds. The liabilities 
with priority are paid first. The excess is then applied to the claims of 
unsecured nonpriority creditors. 


The physical structure used to prepare a statement of realization and liquidation can vary sig- 
nificantly. One popular form presents the various account groups on a horizontal plane with 
the liquidating transactions shown vertically. In this manner, accountants can record the events 
as they occur to show and their effects on each account classification. Exhibit 13.3 has been 
constructed in this style to display the liquidation of Chaplin Company. 

Probably the most significant information presented in this statement is the measurement 
and classification of the insolvent company’s liabilities. In the same manner as the statement 
of financial affairs, fully and partially secured claims are reported separately from liabilities 
with priority and unsecured nonpriority claims. 

For Chaplin Company, Exhibit 13.3 discloses that $135,900 in debts remain as of November 9 
($39,900 in priority claims and $96,000 in unsecured nonpriority liabilities). Unfortunately, 
after satisfying all secured liabilities, the company retains only $83,100 in cash. The trustee 
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EXHIBIT 13.3 Final Statement 


CHAPLIN COMPANY 


Statement of Realization and Liquidation 
June 30, 2010, to November 9, 2010 


Liabilities Fully Partially Unsecured— Stockholders’ 
Noncash with Secured Secured Nonpriority Equity 
Date Cash Assets Priority Creditors Creditors Liabilities (Deficit) 
6/30/10 SeeBOok WalanceSertes ean teem are ian an res cenit etree ah nanen $ 2,000 $ 387,000 $13,000* $ 200,000 $ 75,000 $65,000t $ 36,000 
7/1/10 Adjustments for dividends, interest, and payroll taxes .......... 500 2,000 5,000 (6,500) 
TVA) PNehyuisiietel lover) ORIEINGES gs case gece nadeaneceadseuonepaacad 2,000 387,500 15,000 205,000 75,000 65,000 29,500 
7/23/10 Inventory sold—recorded net of disposal costs ............... 44,000 (41,000) 3,000 
7/23/10 Proceeds from inventory paid to secured creditors ............ (44,000) (44,000) 
7/29/10 Investments sold and dividends received .................... 20,100 (15,500) 4,600 
8/17/10 Receivables collected with remainder written off ............. 16,000 (23,000) (7,000) 
8/30/10 Intangible assets and prepaid expenses written off ............ (18,000) (18,000) 
leinyel etnvel owillelino) Selle) caccecenuascduaadeebaneueeunaanad 208,000 (210,000) (2,000) 
Proceeds from land and building paid to 
SEGUE CEChECIEO iSeaee yeaa meaty parte ht ety ane Rees Aaa ene ee (205,000) (205,000) 
IOLA. Teoniroymremne Selle! sesusccsntoyssauoeasuousdes peeueuuaw os 42,000 (80,000) (38,000) 
11/1/10 Administrative expenses accrued ................2-0-0000- 24,900 (24,900) 
11/1/10 _ Excess of partially secured liabilities reclassified as 
ansumsecuirediclalnicmn-ewsete ta: eres k ean renee ornare (31,000) 31,000 
11/9/10 Final balances remaining for unsecured creditors ............. $ 83,100 -0- $39,900 -0- -0- $96,000 $(52,800) 


*Includes salaries payable of $12,000 (amount due employees but limited to $10,950 per individual) and $1,000 in payroll taxes owed to the government. 
+Accounts payable plus accrued expenses other than salaries payable (within $10,950 per person limitation) and payroll tax liability. 
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must first use this money to pay the three liabilities with priority according to the following 


ranking: 
Administrative expenses .. 0.2... 00.2 $24,900 
Salaries payable (within the $10,950 per person limitation).......... 12,000 
Payroll taxes payable... 0... eee 3,000 
WO eae perros ates ose heen ttre ie ae bsnrnce t ae $39,900 


These disbursements leave the company with $43,200 ($83,100 — $39,900) in cash but $96,000 
in unsecured liabilities. Consequently, the unsecured creditors can collect only 45 percent of their 
claims against Chaplin Company: 


$43,200 


Pee a AGO 
$96,000 ° 


Because all liabilities have not been paid in full, the stockholders receive nothing from the liq- 
uidation process. 

Interestingly, the unsecured nonpriority creditors are receiving a smaller percentage of 
their claims than the 60 percent figure projected in the statement of financial affairs (produced 
in Exhibit 13.2). Although this earlier statement plays an important role in bankruptcy 
planning and proceedings, the preparer’s ability to foretell future events limits the statement’s 
accuracy. 


REORGANIZATION—CHAPTER 11 BANKRUPTCY 


LO7 Reorganization under the federal Bankruptcy Code is a way to salvage a company rather 
List tha provinians tak ae ohien than liquidate it. Although the original owners of a company rescued in this way are often 
found in a bankruptcy reorgani- left without anything, others whose livelihoods depend on the company’s fortunes may 
zation plan. come out with their interests intact. The company’s creditors, for example, may take over 


as the new owners. Its suppliers might be able to maintain the company as a customer. Its 
customers still may count on the company as a supplier. And perhaps most important, many 
of its employees may be able to keep the jobs that otherwise would have been sacrificed in 
a liquidation.”4 


For the 12 months ended December 31, 2008, 9,272 Chapter 11 reorganizations were be- 
gun in the United States.?> Reorganizations attempt to salvage the company so that operations 
can continue. Although this legal procedure offers the company hope of survival, reorganiza- 
tion is certainly not a guarantee of future prosperity. Companies that attempt to reorganize are 
often eventually liquidated. Whitehall Jewelers filed for Chapter 11 bankruptcy on June 23, 
2008, and began liquidation on August 13, 2008. Circuit City filed for Chapter 11 on Novem- 
ber 10, 2008, and began liquidation on January 19, 2009. 

Many reorganizations may actually fail because the debtor struggles too long before filing 
a petition: 


Seeking bankruptcy because disaster looms—not after it has arrived—helps (gives the corpora- 
tion time and provides equality of treatment). .. . Once a company files under the bankruptcy 
laws, suppliers are likely to demand cash on delivery. So management that moves before liquid 
assets are depleted has a better chance of making a go of reorganization.”° 


Obviously, the activities and events surrounding a reorganization differ significantly 
from a liquidation. One important distinction is that control over the company is normally 
retained by the ownership (referred to as a debtor in possession). However, if fraud or gross 


24 John Robbins, Al Goll, and Paul Rosenfield, “Accounting for Companies in Chapter 11 Reorganization,” 
Journal of Accountancy, January 1991, p. 75. 

25 http://www.uscourts.gov/bnkrpctystats/statistics.htm. This source also indicates that 30,035 businesses 
began Chapter 7 bankruptcies during 2008. 

26 Daniel B. Moskowitz and Mark Ivey, “You Don’t Have to Be Broke to Need Chapter 11," BusinessWeek, 
April 27, 1987, p. 108. 
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mismanagement can be proven, the court has the authority to appoint an independent trustee 
to assume control. Unless replaced, the debtor in possession continues to operate the company 
and has the primary responsibility for developing an acceptable plan of reorganization. Not 
everyone, though, agrees with the wisdom of leaving the ownership in charge of the company: 
“One philosophical objection raised increasingly often is the rule that puts the debtor in 
control of the bankruptcy process, an idea that often leaves foreigners ‘stunned,’ says one bank- 
ruptcy lawyer. This typically means that the managers who bankrupt a firm can have a go 
at restructuring it to keep it alive.”?” 

While a reorganization is in process, the owners and managers are legally required to pre- 
serve the company’s estate as of the date that the order for relief is entered. In this way, the 
bankruptcy regulations seek to reduce the losses that creditors and stockholders may have to 
absorb when either reorganization or liquidation eventually occurs. 


The Plan for Reorganization 
The plan is the heart of every Chapter 11 reorganization. The provisions of the plan specify 
the treatment of all creditors and equity holders upon its approval by the Bankruptcy Court. 
Moreover, the plan shapes the financial structure of the entity that emerges.”* 


The most intriguing aspect of a Chapter 11 bankruptcy is the plan developed to rescue the 
company from insolvency. Initially, only the debtor in possession can file proposals with the 
court. However, if a plan for reorganization is not put forth within 120 days of the order for re- 
lief or accepted within 180 days (unless the court grants an extension although the debtor’s 
exclusivity to propose a plan cannot be extended beyond 18 months), any interested party has 
the right to prepare and file a proposal. 

A reorganization plan may contain an unlimited number of provisions: proposed changes in 
the company, additional financing arrangements, alterations in the debt structure, and the like. 
Regardless of the specific contents, the intent of all such plans is to provide a feasible long-term 
solution to the company’s monetary difficulties. However, to gain acceptance by the parties 
involved, a plan must present convincing evidence that it will enable the business to emerge 
from bankruptcy as a viable going concern. 

Although a definitive list of elements that could be included in a reorganization proposal is 
not possible, some of the most common follow: 


1. Plans proposing changes in the company’s operations. In hope of improving liquidity, 
officials may decide to introduce new product lines or sell off unprofitable assets or even en- 
tire businesses. Closing failing operations is especially common. A debtor in possession bears 
the burden of proving that it can eliminate the problems that led to insolvency and then avoid 
them in the future. 

Movie Gallery sought court protection in October 2007 after two years of losses. The company 

cut 1,000 stores, saving more than $130 million in rent. The chain also amended agreements 

with major film studios and cut its debt.” 

2. Plans for generating additional monetary resources. Companies facing insolvency must 
develop new sources of cash, often in a short time period. Loans and the sale of both common 
and preferred stocks are frequently negotiated during reorganization to provide funding to 
continue the business. “The U.S. government will take about a 61 percent stake in the new GM 
after lending the automaker more than $50 billion.”*° 

3. Plans for changes in company management. Frequently, a financial crisis is blamed 
on poor leadership. In that situation, proposing to reorganize a company with the manage- 
ment team intact is probably not a practical suggestion. Therefore, many plans include hir- 
ing new individuals to implement the reorganization and run important aspects of the 


27 “The Night of the Killer Zombies.” 
28 FASB ASC (para. 852-10-05-4) 


29 Birmingham News business staff, “Movie Gallery: Judge Approves Reorganization Plan as Retailer's Bank- 
ruptcy Exit Looms,” April 10, 2008. 


30 Mike Spector, “GM Asset Sale Gets Judge’s Nod,” The Wall Street Journal, July 6, 2009, p. B-1. 
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company. These changes may even affect the board of directors elected by the stockholders 
to oversee the company and its operations: 

Chicago-based Tribune Co. and its creditors are in the early stages of negotiating a plan of 

reorganization in U.S. Bankruptcy Court that sources say likely will transfer control of the 

troubled media conglomerate from Chicago billionaire Sam Zell to a group of large banks and 

investors that hold $8.6 billion in senior debt.*! 

4. Plans to settle the debts of the company that existed when the order for relief was 
entered. No element of a reorganization plan is more important than the proposal for satisfying 
the company’s various creditors. In most cases, their agreement is necessary before the court 
will confirm any plan of reorganization. Actual proposals to settle these debts may take one of 
several forms: 


e Assets can be transferred to creditors who accept this payment in exchange for extinguish- 
ing a specified amount of debt. The book value of the liability being canceled is usually 
higher (often substantially higher) than the fair value of the assets rendered. 

Dow Corning Corp. made public a $4.4 billion bankruptcy-reorganization plan, its third 
attempt to forge a solution for exiting from bankruptcy court and hammering out a way to 
resolve thousands of claims that silicone breast implants cause diseases and injuries. The 
company, which for years was the leading maker of silicone implants in the United States, 
offered $3 billion of that total to resolve an estimated 200,000 existing silicone claims.** 

e An equity interest (such as common stock, preferred stock, or stock rights) can be conveyed 
to creditors to settle an outstanding debt. For example, the announcement that Garden 
Ridge was moving to exit from bankruptcy indicated that the “reorganization plan will call 
for the distribution of preferred stock to general unsecured creditors.”*? 


e The terms of the outstanding liabilities can be modified: maturity dates extended, interest 
rates lowered, face values reduced, accrued interest forgiven, and so on. 


One recent development is the use of prepackaged or prearranged bankruptcies. In such 
cases, the company and its debtors agree on some or all of the terms of the reorganization plan 
before a bankruptcy petition is signed. Thus, the parties go into the bankruptcy with a com- 
plete or partial agreement to present to the court. In this manner, extensive legal fees can be 
avoided. An increasing number of bankruptcy reorganizations take only two to three months 
instead of years. Furthermore, the parties have more protection because the Bankruptcy Court 
is likely to accept the plan without requiring extensive changes or revisions. Note the timing 
of the negotiations in this announcement that Trump Hotels & Casino Resorts had won confir- 
mation of its plan to exit Chapter 11: “Bondholders who negotiated the Chapter 11 restruc- 
turing before the Nov. 21 filing for bankruptcy protection voted overwhelmingly in favor 
of the Chapter 11 plan.”** 


Acceptance and Confirmation of Reorganization Plan 


The creation of a plan for reorganization does not guarantee its implementation. The Bank- 
ruptcy Reform Act specifies that a plan must be voted on by both the company’s creditors 
and stockholders before the court confirms. To be accepted, each class of creditors must 
vote for the plan. Acceptance requires the approval of two-thirds in dollar amount and more 
than one-half in the number of claims that cast votes. A separate vote is also required of 
each class of shareholders. For approval, at least two-thirds (measured by the number of 
shares held) of the owners who vote must agree to the proposed reorganization. In fact, 
convincing any of the parties to support a specific plan is not an easy task because agree- 
ment often means accepting a significant loss. Eventually, though, acceptance is necessary 
if progress is ever to be made. 


31 Michael Oneal, “Zell Could Lose Control of Tribune Co.," McClatchy—Tribune Business News, 
June 8, 2009. 


32 Thomas M. Burton, “Dow Corning Has $4.4 Billion Plan on Chapter 11 and Implant Claims,” The Wall 
Street Journal, February 18, 1998, p. B2. 


33 "Garden Ridge Gets Bankruptcy Plans OK'd," Home Textiles Today, April 4, 2005, p. 8. 


34 “Trump Hotels & Casino Resorts: Court Overseeing Bankruptcy Clears Plan to Exit,” The Wall Street 
Journal, April 6, 2005, p. 1. 
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Although the plan may gain creditor and stockholder approval, court confirmation is still 
required. The court reviews the proposal and can reject the reorganization plan if a claimant 
(who did not vote for acceptance) would receive more through liquidation. The court also has 
the authority to confirm a reorganization plan that was not accepted by a particular class of 
creditors or stockholders. This provision is referred to as a cram down; it occurs when the 
court determines that the plan is fair and equitable. As an alternative, the court may convert a 
Chapter 11 reorganization into a Chapter 7 liquidation at any time if the development of an ac- 
ceptable plan does not appear to be possible. That threat often encourages the parties to work 
together to achieve a workable resolution. 


Financial Reporting during Reorganization 

Developing and gaining approval for a reorganization plan can take years. During that period, 
the company continues operating under the assumption that it will eventually emerge from the 
bankruptcy proceedings. While going through reorganization, the company faces several spe- 
cific accounting questions: 


¢ Should the income effects resulting from operating activities be differentiated from trans- 
actions connected solely with the reorganization process? 


* How should liabilities be reported? Because some debts may not be paid for years and then 
may require payment of an amount considerably less than face value, how should this in- 
formation be conveyed? 


¢ Does reorganization necessitate a change in the reporting basis of the company’s assets? 


In 1990, the AICPA Task Force on Financial Reporting by Entities in Reorganization Un- 
der the Bankruptcy Code issued Statement of Position 90-7 (“Financial Reporting by Entities 
in Reorganization Under the Bankruptcy Code’). This pronouncement is now included in 
FASB’s Accounting Standards Codification, Topic 852, Reorganizations, and provides guidelines 
for the preparation of financial statements at two times: 


1. During the period when a company is going through reorganization. 
2. At the point that the company emerges from reorganization. 


The Income Statement during Reorganization 


According to U.S. GAAP, any gains, losses, revenues, and expenses resulting from the reorga- 
nization of a business should be reported separately. Such items are placed on the income 
statement before any income tax expense or benefits.*> 

These separately reported reorganization items include any gains and losses on the sale of 
assets necessitated by the reorganization. In addition, as mentioned previously, enormous 
amounts of professional fees may be incurred. The authoritative literature requires that these 
costs be expensed as incurred. 

U.S. GAAP also establishes the proper reporting of interest expense and interest 
revenue. During reorganization, interest expense usually does not accrue on debts owed at 
the date on which the order for relief is granted. The amount of liability on that date 
is frozen. Thus, recognition of interest is necessary only if payment will be made during 
the proceeding (for example, on debts incurred during the bankruptcy) or if the interest 
will probably be an allowed claim (for example, if the amount was owed but unrecorded 
prior to the granting of the order for relief). Any interest expense to be recognized is not 
really a result of the reorganization process and should not be separately reported as a 
reorganization item. 

In contrast, interest revenue can increase to quite a substantial amount during reorganiza- 
tion. Because the company is not forced to pay debts incurred prior to the date of the order for 
relief, cash reserves can grow so that the resulting interest becomes a significant source of 
income. Any interest revenue that would not have been earned except for the proceeding is 
reported separately as a reorganization item. 


35 In a similar manner, the statement of cash flows should be constructed so that reorganization items are 
shown separately within the operating, investing, and financing categories. 


EXHIBIT 13.4 


Income Statement during 


Reorganization 
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For example, Delta Air Lines Inc. reported the following amounts as reorganization items 
within its income statement for the six months ended June 30, 2006 (in millions): 


Pilot collective bargaining agreement................. $2,100 
Aircraft financing renegotiations, rejections and returns. . . 1,590 
Compensation expense .......... 0.000 eee eee 55 
Professional fees... 0... eee 53 
Facility leases... eee 24 
Debt issuance costs... 0... 2. eee 13 
Interest income .. 0.0... 0.00. ee (47) 
OMEN ItGNNS s 2.2 tens cated eade whe Ahad a dean he eae eae (5) 

Total reorganization items net .................... $3,783 


To illustrate, assume that Crawford Corporation files a voluntary bankruptcy petition and 
is granted an order for relief on January 1, 2010. Thereafter, the company’s ownership and 
management begin to (1) work on a reorganization plan and (2) rehabilitate the company. It 
closes several branch operations and hires accountants, lawyers, and other professionals to as- 
sist in the reorganization. At the end of 2010, the bankruptcy is still in progress. The company 
prepares an income statement that is structured so that the reader can distinguish the results 
of operating activities from the reorganization items (see Exhibit 13.4). 


The Balance Sheet during Reorganization 


A new entity is not created when a company moves into reorganization. Therefore, traditional 
generally accepted accounting principles continue to apply. Assets, for example, should still be 
reported at their book values. However, the final reorganization plan will likely reduce many 
liabilities. In addition, because of the order for relief, the current/noncurrent classification sys- 
tem is no longer applicable; payments may be delayed for years. 

Thus, in reporting the liabilities of a company in reorganization, debts subject to compro- 
mise (possible reduction by the court through acceptance of a reorganization plan) must be 
disclosed separately. Unsecured and partially secured obligations existing as of the granting of 
the order for relief fall into this category. Fully secured liabilities and all debts incurred since 


CRAWFORD CORPORATION 
(Debtor in Possession) 
Income Statement 
For Year Ended December 31, 2010 


Revenues: 

SS cS erate eee eee Fr rae NO UEP REE UU aC Wg Oem ee MR $650,000 
Cost and expenses: 

Eostogoodsesoldign. ce eee yeh eran ees ey ee $346,000 

General and administrative expenses .............2--2+-0+0e0ee 165,000 

Se IliMQEX@EMSCS seer esate eae tee eae eter cue at ee nye ne 86,000 

IMmtereStiexDeMSed ere asst chan neia toni attn. tain mare unnys eteea 4,000 601,000 
Earnings before reorganization items and tax effects ............... 49,000 
Reorganization items: 

lossioniclosingioibranchesmyanc erie tere enna (86,000) 

ProfessiOMaliheess memes a reve eres tery tne wae are eran er re (75,000) 

[ntereSUIEVENUG™, wseenccusks | Mice mere erna vee rettcsu ann tm ceenmaccmt aes 26,000 (135,000) 
lfoss;sbetoreincome;taxbenciituey ee ean tn nen ae en (86,000) 
Incomertaxibenctitieacestater ee ee ee ce ec cen Ce or ire es 18,800 
ING tal OSSiearence pec plate genes er neaunCe sy RRO Regt aR mE Ay SPRINT Re $ (67,200) 


[Hopstsy ovete(cfolamiantoln Slatelicla cen sata cucrocun carta a oeaet ae chan bea wegen emereroe $ (0.56) 
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that date are not subject to compromise and must be reported in a normal manner as either a 
current or noncurrent liability. 

Liabilities that are subject to compromise must be reported to show the expected amount of 
allowable claims rather than an estimated settlement amount. Thus, the company does not at- 
tempt to anticipate the payment required by a final plan but simply discloses the amount of 
these claims. For example, the March 31, 2009, balance sheet for Frontier Airlines Holdings, 
Inc., reported current liabilities of $293 million and noncurrent liabilities of $22 million. It 
then reported also having liabilities of $709 million subject to compromise. 


Financial Reporting for Companies Emerging from Reorganization 


Is a company that successfully leaves Chapter 11 status considered a new entity so that fair 
values should be assigned to its asset and liability accounts (referred to as fresh start report- 
ing)? Or is the company simply a continuation of the organization that entered bankruptcy so 
that historical figures are still applicable? According to U.S. GAAP, these accounts should be 
adjusted to fair value if two criteria are met: 


¢ The reorganization (or fair) value of the assets of the emerging company is less than the to- 
tal of the allowed claims as of the date of the order for relief plus the liabilities incurred 
subsequently. 


¢ The original owners of the voting stock are left with less than 50 percent of the voting stock 
of the company when it emerges from bankruptcy. 


Meeting the first criterion shows that the old company could not have continued in business as 
a going concern. The second criterion indicates that control of the company has changed. 

Many, if not most, Chapter 11 bankruptcies meet these two criteria. Consequently, the en- 
tity is reported as if it were a brand new business. For example, a note to the 2008 financial 
statements of Kaiser Aluminum explains: “The Company’s emergence from Chapter 11 bank- 
ruptcy and adoption of fresh start accounting resulted in a new reporting entity for accounting 
purposes.” 

In applying fresh start accounting, the reorganization value of the entity that emerges from 
bankruptcy must first be determined. This reorganization value is an estimation of the amount 
a willing buyer would pay for the company’s assets after restructuring. Not surprisingly, this 
figure is often calculated by discounting the anticipated future cash flows. This total value is 
then assigned to the specific tangible and intangible assets of the company in the same way as 
in a business combination as described in earlier chapters of this book. 

Unfortunately, determining the reorganization value for a large and complex corporation 
can be a difficult assignment. The 10—K filed by Kmart Holdings for the year ending January 26, 
2005, describes its attempt at this computation: 


To facilitate the calculation of the enterprise value of the Successor Company, we developed 
a set of financial projections. Based on these financial projections and with the assistance 
of a financial adviser, we determined the enterprise value using various valuation methods, 
including (i) a comparison of the Company and its projected performance to the market 
value of comparable companies, (ii) a review and analysis of several recent transactions 

of companies in similar industries to the Company, and (ili) a calculation of the present 
value of the future cash flows under the projections. The estimated enterprise value was 
highly dependent upon achieving the future financial results set forth in the projections 

as well as the realization of certain other assumptions which were not guaranteed. The 
estimated enterprise value of the Company was calculated to be approximately $2.3 billion 
to $3.0 billion. We selected the midpoint of the range, $2.6 billion, as the estimated enter- 
prise value. 


After the reorganization value has been determined, an allocation to individual asset ac- 
counts should be carried out in the same manner as with the purchase price that establishes a 
business combination. In applying fresh start accounting, the assets held by a company on the 
day when it exits from reorganization should be reported based on individual current values, 
not historical book values. The entity is viewed as a newly created organization. That is the 
reason that the 10—K for Kmart Holdings went on to indicate that the “fair value adjustments 
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included the recognition of approximately $2.2 billion of intangible assets that were previously 
not recorded in the Predecessor Company’s financial statements, such as favorable leasehold 
interests, Kmart brand rights, pharmacy customer relationships and other lease and license 
agreements.” As with a consolidation, any unallocated portion of the total value is reported as 
goodwill. 

Reporting liabilities following a reorganization also creates a concern because many of 
these balances will be reduced and the payment period extended. All liabilities (except for de- 
ferred income taxes) are reported at the present value of the future cash payments. 

To make the necessary asset adjustments to fresh start accounting, Additional Paid-In Capital 
is normally increased or decreased. However, any write-down of a liability creates a recog- 
nized gain. Finally, because the company is viewed as a new entity, it must leave reorganization 
with a zero balance reported for retained earnings. 


Fresh Start Accounting Illustrated 


Assume that a company has the following trial balance just prior to emerging from bankruptcy: 


Debit Credit 
CUMMPRUASSEtS ses 2 si-¥ eg wb ates abdiia dé dav dwen Medes Band ded $ 50,000 
NV sctcires fer cheers ge- datyed 4 apavre aaenaastie caavet ace Baek a fegh sotaetns dees ees 100,000 
BuIGINGS «0 ins3 oath adnan daca wad wttides ema Lda eles 400,000 
EQUIDMENLS : ..c4ciecen peed aHh Pad he AGES ad ee ene eee es 250,000 
Accounts payable (incurred since the order for relief was granted) $ 100,000 
Liabilities when the order for relief was granted: 
Accounts payable ........ 0.0.0. cee eee 60,000 
Accrued expenses ........ 02.0.0 50,000 
Notes payable (due in 3 years) ...............0 0200020005 300,000 
Bonds payable (due in 5 years) ...........00.0 0022s 600,000 
Common stock (50,000 shares with a $1 par value) .......... 50,000 
Additional paid-in capital .... 0.0.0... 0.0.0 eee 40,000 
Retained earnings (deficit)... 20.0... 0. eee 400,000 
TOTAIS. <aceis cee secre teas Bevel acta Uae af Adeand! boaters Whale dda Graded $1,200,000 $1,200,000 


Other Information 


e Assets. The company’s land has a fair value of $120,000; the building is worth $500,000. 
Other assets are valued at their book values. A trademark is worth $10,000 although it is not 
recorded. The reorganization value of the company’s assets is assumed to be $1,000,000 
based on discounted future cash flows. 

¢ Liabilities. Liabilities when the order for relief was granted were $1,010,000 ($60,000 + 
$50,000 + $300,000 + $600,000). The $100,000 of accounts payable incurred after the or- 
der for relief was granted must be paid in full as the individual balances come due. The ac- 
counts payable and accrued expenses that were owed when the order for relief was granted 
will be converted into one-year notes payable of $70,000, paying interest of 10 percent. The 
$300,000 in notes payable on the trial balance will be converted into a 10-year $100,000 
note paying annual interest of 8 percent. These creditors also get 20,000 shares of stock that 
the common stockholders are to turn in to the company. Finally, the $600,000 of bonds 
payable will be converted into eight-year, 9 percent notes totaling $430,000. The bond- 
holders also get 15,000 shares of common stock turned in by the current owners. 

¢ Stockholders’ equity: The common stock owners will return 70 percent of their stock 
(35,000 shares) to the company to be issued as specified above. The reorganization value 
of the assets is $1,000,000, and the debts of the company after these events total $700,000 
($100,000 + $70,000 + $100,000 + $430,000). Thus, stockholders’ equity must be the 
$300,000 difference in the assets and liabilities. Because shares with a $50,000 par value 
will still be outstanding, Additional Paid-In Capital (APIC) needs to be adjusted to 
$250,000. Retained earnings will be zero. 
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In accounting for this reorganization, the initial question to be resolved is whether fresh 
start accounting is appropriate. The first criterion is met because the reorganization value of 
the assets ($1,000,000) is less than the sum of all postpetition liabilities ($100,000 in Accounts 
Payable) plus allowed claims (the $1,010,000 total of liabilities remaining from the date of the 
order for relief before any write-down). The second criterion is also met because the original 
stockholders retain less than 50 percent of the shares after the plan takes effect. At that point, 
they will hold only 15,000 of the 50,000 outstanding shares. 

Because fresh start accounting is required, the assets must be adjusted to fair value rather 
than retain their historical book value. The reorganization value is $1 million, but the individ- 
ual assets’ fair value totals only $930,000 (current assets $50,000, trademark $10,000, land 
$120,000 [adjusted], buildings $500,000 [adjusted], and equipment $250,000). Therefore, 
goodwill is recognized for the $70,000 reorganization value of the company in excess of the 
value assigned to these specific assets. 

The accounts are already recorded at book value; thus, adjustment is necessary only when 
fair value differs from book value: 


IAsYe LEI nAFeV <-> ses dees tala ete eas oe eteemtts cay eee IAI Be geen lae oo alee A 10,000 

WAN CRE eet nection cre rate an eea ect een UTR Beare Uhr he aeanty ors, Mik 20,000 

[SHUTIKOTINYoIS c. Avaed einedtun inca 4 avtnenearet unre nvenha a nite cxlasauran em euAaaheaue avareeere AN chr 100,000 

Goodwillitestceeq ey cere oie iment eens perteccayere a ecm ey nee cone 70,000 
Additionallipatd=|ns@apitalyean se wunres wey tren ae cere eae 200,000 


To adjust asset accounts from book value to fresh start accounting 
and to recognize excess value as goodwill. 


Next, the 35,000 shares of common stock (with a $1 per share par value) returned to the 
company by the original owners should be recorded as follows: 


GOM MON SSL OC eare eee ase te ert PO er eer oP an ere ee re Parra 35,000 
AdditionallPaic=|ntG@apital terse r csr wry emer e eer niente eee 35,000 


To remove shares of common stock returned to the company by owners 
as part of the reorganization agreement. 


The liability accounts on the records at the date of the order for relief must now be adjusted 
for the provisions of the bankruptcy reorganization plan. Because all of the new debts in the 
illustration bear a reasonable interest rate, present value computations are not necessary. The 
first entry is a straight conversion with a gain recorded for the difference between the old debt 
and the new: 


AGGOUMS: Payable vr se cet tera thteseoonn cere ere erore regan ee eI ees 60,000 
AGGHUECIEXD EMSS mses ty etre tecsnes arrears acne re etre ey Snes Ha nieat eee nee 50,000 
Notes RayablelGlivean) meme re certuserteacie aren ena arearcece tn ene 70,000 
GaimomiDebtDischargeererer ne a ee ee earn 40,000 


To convert liabilities to a one-year note as per reorganization plan. 


The two remaining debts (the note payable and the bond payable) will be exchanged, at 
least in part, for shares of common stock. Each of these entries will require a computation of 
the amount to be assigned to additional paid-in capital (APIC). The calculated total of APIC 
for the company was derived previously as $250,000. Because the holders of the notes receive 
20,000 shares of stock (or 40 percent of the company’s 50,000 share total), this stock is as- 
signed APIC of $100,000 (40 percent of that total). The holders of the bonds are to receive 


Discussion Question 


IS THIS THE REAL PURPOSE OF THE BANKRUPTCY LAWS? 


Insolvency is not a necessary condition for bankruptcy. Moreover a firm may peti- 
tion the court for protection under Chapter 11 even though it is not insolvent. If the 
business can demonstrate real financial trouble, the court will generally not dismiss 
the petition. In recent years, Chapter 11 has been looked upon as a safe harbor for 
gaining time to restructure the business and to head off more serious financial 
problems. For example, when Johns Manville filed a petition under Chapter 11, it 
was a profitable, financially sound company. Yet it faced numerous lawsuits for 
damages resulting from asbestos products it sold. Reorganization helped Johns 
Manville deal with its financial problems. [emphasis added]* 


Over the years, the filing of a voluntary Chapter 11 bankruptcy petition has become a tool 
that companies sometimes use to settle significant financial problems. Just as Johns 
Manville reorganized to settle the claims of asbestos victims, A. H. Robins followed a sim- 
ilar path to resolve thousands of lawsuits stemming from injuries resulting from the 
Dalkon Shield intrauterine device. The Wilson Foods Corporation managed to reduce 
union wages by filing under Chapter 11, as did Continental Airlines Corporation. 

Not surprisingly, seeking protection under Chapter 11 to force a bargained resolution 
of a financial difficulty is a controversial legal maneuver. Creditors and claimants often ar- 
gue that this procedure is used to avoid responsibility. Companies counter that bank- 
ruptcy can become the only realistic means of achieving any settlement. 

Should companies be allowed to use the provisions of Chapter 11 in this manner? 


*Paul J. Corr and Donald D. Bourque, “Managing in a Reorganization,” Management Accounting, January 1988, 
p. 34. 


15,000 shares (30 percent of the total). Hence, APIC of $75,000 (30 percent) is recorded. 
Gains are entered for the differences. 


NotesiRayabletiveans) ier saseeee = meee rere fret boy tre rtlipogts Sar Cpeeerurenre eer yaieers 300,000 
NotesiPayablerGilOsvears) mem enrai ene oer rst eri hth yee an sare tire 100,000 
Common Stock (par value of 20,000 shares) .................0-. 20,000 
Additional Paid-In Capital (40 percent of company total) ........... 100,000 
GaintomDebteDischargesnte = etre ert ee eee hee 80,000 


To record exchange with gain recorded for difference between book value 
of old note and the amount recorded for new note and shares of stock. 


stolgteksareWielollstadee ts hale Atenas Gee eae as Hee Gay uke ero eie cine eee ee 600,000 
NotesdRaya ble Svea ts) meanest ae ce et melee: Orta renee see cena 430,000 
Common Stock (par value of 15,000 shares) .................0-. 15,000 
Additional Paid-In Capital (30 percent of company total) ........... 75,000 
GaimoniDebtiDischangenswarrmcctsu ee eter ee etre eet 80,000 


To record exchange with gain recorded for difference between book value 
of old bonds and the amount recorded for new notes and shares of stock. 


At this point, all asset, liability, and common stock amounts are reported based on the 
amounts for the company as it leaves reorganization. Only additional paid-in capital and re- 
tained earnings remain to be finalized. Additional paid-in capital now has a balance of 
$450,000 ($40,000 beginning balance plus $200,000 for adjusting assets plus $35,000 for 
shares returned by owners plus $100,000 because of shares issued for note and $75,000 be- 
cause of shares issued for bonds). Therefore, this balance is $200,000 more than the amount to 
be reported as established through the provisions of the reorganization agreement. In addition, 
the Gain on Debt Discharge account has a balance of $200,000 ($40,000 + $80,000 + $80,000), 
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a figure that must be closed out. Adjusting and closing these accounts eliminates the $400,000 
deficit shown previously in retained earnings so that the emerging company has no balance in 
this equity account: 


AdditionallPatd=Ini@apitaliem.crmm ccs ceusmres cr orton te mereear ence 200,000 
GaintonDebtbischargepmeraatere te ca enc ea ert eer eae 200,000 
Neel aae! ERLANG (DANG) os ccedacoresodsunueesereegcuanoeas 400,000 


To adjust Additional Paid-In Capital balance to correct amount, close out 
Gain account, and eliminate deficit balance. 


After posting these entries, this company emerges from bankruptcy with the following: 


1. Its assets are reported at fair value except for goodwill, which is a residual figure. 


2. Its debts equal the present value of the future cash payments (except for any deferred in- 
come taxes). 


3. The deficit in retained earnings has been removed. 


Debit Credit 
Current assets 0... ee $ 50,000 
WAGGIMANKE 8 Sona att eds es astcctee abide Guts atone eek a aoe ate ee 10,000 
LANG aries crasict cA wetiies & attr Oita A abibtale apse and chiens altaete oo iltetbs 120,000 
BUG in GS iis.ino-s he cde tte eles eter etalk, dill Aad ined @ Ae ee es ede Hat 500,000 
EQUIDMMIOMN: ted a kh atte ean eaten Meat infarc eta awe 250,000 
GGOCWIII|| eaocecae, ome ate arn sree aera cis sees nance Geet o cancies oars 70,000 
Accounts payable ... 0.20.0... 20.00.00. c eee eee $ 100,000 
Note payable (due in 1 year)... 2... eee 70,000 
Note payable (due in 10 years) .... 2.2.20... 000000002 eee 100,000 
Notes payable (due in 8 years) .... 2.2.0.0... 0000s 430,000 
Common stock (50,000 shares with a $1 par value) .......... 50,000 
Additional paid-in capital .... 0.0.0... 0... eee eee 250,000 
Retained earnings ..... 2.0... 000. ee —0- -0- 
TOtAlS . 55 coi. Scie hee Shtd Qoves tested a len cuett Sod shelh gi dearth acne ld ig hea oor $1,000,000 $1,000,000 


Summary 


1. Every year a significant number of businesses in the United States become insolvent, unable to pay 
debts as they come due. Because creditors and investors hold financial interests in each failed com- 
pany, bankruptcy laws provide protection for all parties. The Bankruptcy Reform Act of 1978 (as 
amended) currently is the primary structure for these legal proceedings. This act was designed to en- 
sure a fair distribution of all remaining properties while discharging an honest debtor’s obligations. 


. Bankruptcy proceedings can be voluntary (instigated by the insolvent debtor) or involuntary (insti- 


gated by a group of creditors). In either case, the court usually grants an order for relief to halt all ac- 
tions against the debtor. Some creditors may have already gained protection for themselves by having 
a mortgage lien or security interest attached to specific assets. A creditor is considered fully secured 
if the value of any collateral exceeds the related debt balance but is only partially secured if the oblig- 
ation is larger. All other liabilities are unsecured; these creditors have legal rights but not to any of the 
debtor’s specific assets. The Bankruptcy Reform Act lists several types of unsecured liabilities (in- 
cluding administrative expenses and government claims for unpaid taxes) that have priority and must 
be paid before other unsecured debts are settled. 


. The parties involved in a bankruptcy want, and need, to be informed of the possible outcome, espe- 


cially if liquidation is being considered. Thus, a statement of financial affairs can be prepared for an 
insolvent company. This document lists the net realizable value of all remaining assets and indicates 
any property pledged to specific creditors. In addition, the liabilities of the business are segregated 
and disclosed within four classifications: fully secured, partially secured, unsecured with priority, and 
unsecured. Prior to filing a bankruptcy petition, the parties can use this information to help decide 
whether either liquidation or reorganization is the best course of action. However, this statement 
should be viewed as a projection because many reported values are merely estimations. 


Accounting for Legal Reorganizations and Liquidations 581 


4. If the insolvent company’s assets will be liquidated to satisfy obligations (a Chapter 7 bankruptcy), a 
trustee is appointed to oversee the process. This individual must recover all property belonging to the 
company, liquidate noncash assets, possibly continue running operations to complete any business in 
progress, and make appropriate payments. To convey information about these events and transactions, 
the trustee commonly prepares a statement of realization and liquidation as a current report of all account 
balances and transactions to date. 


5. Liquidation is not the only alternative available to an insolvent business. The company may seek to 
survive by developing a reorganization plan (a Chapter 11 bankruptcy). Reorganization is possible 
only if creditors, shareholders, and the court accept the plan. While a reorganization is in process, the 
owners and management must preserve the company’s estate as of the date on which the order of re- 
lief was entered. Although the ownership has the initial opportunity for creating a proposal for action, 
any interested party has the right to file a reorganization plan after a period of time. 

6. Reorganization plans usually contain a number of provisions for modifying operations, generating 
new financing by equity or debt, and settling the liabilities existing when the order for relief was en- 
tered. To be accepted, each class of creditors and shareholders must support the agreement. There- 
after, the court must confirm the reorganization plan. 

7. During reorganization, a company reports its liabilities as those subject to compromise or not subject 
to compromise. The first category includes all unsecured and partially secured debts that existed on 
the day the order for relief was granted. The balance to be reported is the expected amount of allowed 
claims rather than the estimated amount of settlement. Liabilities not subject to compromise are those 
debts fully secured or incurred following the granting of the order for relief. 

8. An income statement prepared during the reorganization period should disclose operating activities 
separately from reorganization items. Professional fees associated with the reorganization such as 
lawyers’ fees are reorganization items and expensed as incurred. Any interest revenue earned during 
this period because of an increase in the company’s cash reserves should also be reported as a reor- 
ganization item. 

9. Many companies that emerge from reorganization proceedings must apply fresh start accounting. 
Companies record assets at fair value, and recognition of intangible assets and goodwill might also 
be necessary. Liabilities (except for deferred income taxes) are reported at the present value of re- 
quired cash flows. Retained earnings (or a deficit) must be eliminated. Additional Paid-In Capital is 
adjusted to keep the balance sheet in equilibrium. 


Com prehensive (Estimated Time: 50 to 65 Minutes) Roth Company is insolvent and in the process of filing for relief un- 
Illustration der the provisions of the Bankruptcy Reform Act of 1978. Roth has no cash, and the company’s balance 
sheet currently shows Accounts Payable of $48,000. Roth owes an additional $8,000 in connection with 
various expenses but has not yet recorded these amounts. The company’s assets with an indication of 
PROBLEM both book value and anticipated net realizable value follow: 
Book Expected Net 
Value Realizable Value 
INEEOUINS WECENAINIE oo ean ene eanveneaanwsatuene $ 31,000 $ 9,000 
INVENTOR tantesn sehen a pce riene ac oy oes ea orea ay wea aneamee ts 48,000 36,000 
IMVES TINE NUS Mees g ee eee cee eee ee ene ee 10,000 18,000 
TE AYO) poten ve ech aes Beate ae pera sopeeee cote eceian ade ecae 80,000 75,000 
BUllGinGSarwwee tary between seers. crm ence ne Owe ee veer ar 190,000 160,000 
Acctimulaiediqepreciatlo nina ssn ee ne (38,000) 
EqUI MG iteeener sen Scere meme nai Ae muyrene are ye 110,000 20,000 
Accuimulaieci@epreciatlo nina enter aera ree (61,000) 
OM ercassetSaty ck eee em ee Mens che een eden TP eae 5,000 =0= 
WOta|SeRe rien teeta rare eens ete eter ee eceries $375,000 $318,000 


Roth has three notes payable, each with a different maturity date: 


¢ Note | due in 5 years—$220,000, secured by a mortgage lien on Roth’s land and buildings. 
¢ Note 2 due in 8 years—$30,000, secured by Roth’s investments. 
¢ Note 3 due in 10 years—$35,000, unsecured. 
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Of the accounts payable that Roth owes, $10,000 represents salaries to employees. However, no indi- 
vidual is entitled to receive more than $4,100. An additional $3,000 due to the U.S. government in con- 
nection with taxes is included in this liability amount. 

The company reported the stockholders’ equity balance of $42,000 at the current date: common stock 
of $140,000 and a deficit of $98,000. Liquidating the company will lead to administrative expenses of 
approximately $20,000. 


Required 


a. Prepare a statement of financial affairs for Roth to indicate the expected availability of funds if the 
company is liquidated. 

b. Assume that Roth owes Philip, Inc., $2,000. This liability is unsecured. If Roth is liquidated, what 
amount can Philip expect to receive? 

c. What amount will be paid on note 2 if Roth is liquidated? 

d. Assume that Roth is immediately reorganized. Assume that the company has a reorganization value of 
$330,000, based on discounted cash flows, and the net realizable value is to be the assigned balance for 
each asset. The accounts payable and accrued expenses are reduced to $20,000. Note 1 is decreased 
to a $130,000 note due in four years with a 7 percent annual interest rate. This creditor also receives 
half of the company’s outstanding stock from the owners. Note 2 is reduced to a $12,000 note due in 
five years with an 8 percent annual interest rate. This creditor also receives 10 percent of the out- 
standing stock of the company from the owners. Note 3 is decreased to $5,000 due in three years with 
a 9 percent annual interest rate. 

Prepare a trial balance for this company after it emerges from bankruptcy. 


SOLUTION 


a. To develop a statement of financial affairs for this company, the following preliminary actions must 
be taken: 


Enter the $8,000 in unrecorded accounts payable into the company’s accounting records. Because 
these debts were incurred in connection with expenses, the deficit is increased by a corresponding 
amount. 


The unsecured liabilities that have priority are identified: 


Administrative costs (estimated) ................ $20,000 
Salahlesspayab leu. ces A -a.ten eee ene een 10,000 
Amount due to government for taxes ............ 3,000 

Total liabilities with priority .................. $33,000 


The secured claims should be appropriately classified: 

Note 1 is fully secured because Roth’s land and buildings can be sold for an amount in excess of 
the $220,000 balance. 

Note 2 is only partially secured because Roth’s investments are worth less than the $30,000 balance. 


With this information, the statement of financial affairs in Exhibit 13.5 can be produced. 


b. Based on the information provided by the statement of financial affairs, Roth anticipates having 
$47,000 in free assets remaining at the end of the liquidation. This amount must be distributed to 
unsecured creditors with total claims of $90,000. Therefore, only 52.2 percent of each obligation can 
be paid: 


$47,000 
$90,000 


= 52.2% (rounded) 


Philip, Inc., should receive 52.2 percent of its $2,000 unsecured claim, or $1,044. 


c. The $30,000 note payable is partially secured by Roth’s investments, an asset having a net realizable value 
of only $18,000. The remaining $12,000 is an unsecured claim, which (as computed in the previous 
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EXHIBIT 13.5 


ROTH COMPANY 
Statement of Financial Affairs 


Available for 


Book Unsecured 
Values Assets Creditors 
Pledged with fully secured creditors: 
$232,000 [levavel elnrel (WiHAGS 4 cncandaenoorbdseaunduanoua $ 235,000 
lessHNotespayableprer se eres ae one re eee ear ate eae (220,000) $ 15,000 
Pledged with partially secured creditors: 
10,000 IVEStIMeNtS tee sore eie vee naneaee eat 18,000 
EesssiNoteipayablectwe yates nance ae ena (30,000) —0- 
Free assets: 
31,000 PNECOWIMS XGANEINE o2cnceeeoeusoonece coe ences 9,000 
48,000 IVEMTON Ye cetera terete sete on Wen) nun ea tener eren ae 36,000 
49,000 Equipmentaneuy-ee wey wren rere terete nee 20,000 
5,000 @thegassetS7 wc ere een ere eee —0- 
Total available for liabilities with priority 
‘ancunsecuredicied tons errs 80,000 
Less: Liabilities with priority (listed below) .......... (33,000) 
Available for unsecured creditors ................ 47,000 
es ESM! CNICISAMGY oe cccocesecucenesuaueoods 43,000 
$375,000 $ 90,000 
Available for 
Book Nonpriority 
Values Liabilities and Stockholders’ Equity Liabilities 
Liabilities with priority: 
-0- Administrative expenses (estimated) .............. $ 20,000 
Accounts payable: 
$ 10,000 Salanhiesipayableeenet aerate aie teen eee 10,000 
3,000 TAXeS: DaVable anette shee heel recee ta Pacino 3,000 
[© Calle eek ae ata Rea ge err pe eee acres ee $ 33,000 
Fully secured creditors: 
220,000 Noteipayablevee nyse. ott oni: core ear nrc wena 220,000 
Ressalandtanci OuildingSieesr seen er eee erasers (235,000) -0- 
Partially secured creditors: 
30,000 Note: payable ye ais Gece ee eee eee 30,000 
eSsainvestmnentSmenwe recrarten ere keg tte aera (18,000) $ 12,000 
Unsecured creditors: 
35,000 Noteipayallem nemesis sree irre meant rane einer 35,000 
43,000 Accounts payable (other than salaries and taxes 
but plus $8,000 in unrecorded liabilities that 
have been included) ...................000005 43,000 
34,000 Stockholders’ equity (adjusted for unrecorded 
liabilities) see noes areas See iter ee ore ron mre nega -0- 
$375,000 $ 90,000 


requirement) will be paid 52.2 percent of face value. Thus, the holder of this note can expect to re- 


ceive $24,264: 
Net realizable value of investments .....................00. $18,000 
Payment on $12,000 unsecured claim (52.2 percent) .......... 6,264 


INGTOWINE WOKS RGEC) ooo en GA Re SK aed b ened eon bedana $24,264 
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d. Fresh start accounting is appropriate. The reorganization value of $330,000 is less than the $341,000 
total amount of claims (no liabilities after the issuance of the order for relief are indicated). 


Accountsipayablemn nara carat aaa terec aan $ 48,000 
AGGhUCUKEXDEMSES {yeaa tine lene natitseey eee vewae 8,000 
INroli=till) aaeedan ne tacherk sent entry wha Srektuve ey rat ao Nema Rtn 220,000 
NOLS ie rein Wane, mer cient SRN eS SU ORC Rs 30,000 
IN@LE3S Pe aire a ee le ee oe enti a Ctae eee 35,000 

Koil rel Fel niksies mene ye ore einen nee nen Ronee ee $341,000 


In addition, the original owners of the stock retain only 40 percent of the shares after the company 
leaves the bankruptcy proceeding. 

The company’s assets are assigned values equal to their net realizable value based on the infor- 
mation provided. Because the reorganization value of $330,000 is $12,000 in excess of the $318,000 
total net realizable value of company assets, goodwill is recognized for that amount. 

Each liability is adjusted to the newly agreed-on amounts. Present value computations are not re- 
quired because a reasonable interest rate is included in each case. These debts now total $167,000 
($20,000 + $130,000 + $12,000 + $5,000). 

Because the reorganization value is $330,000 and the liabilities are $167,000, stockholders’ equity 
must be $163,000 ($330,000 — $167,000). The number of outstanding shares of common stock has not 
changed, so that account retains its balance of $140,000. The other $23,000 of stockholders’ equity is 
recorded as additional paid-in capital leaving the proper zero balance for retained earnings. 


Debit Credit 

/NECOWIMNS MACENEN ea yeas SMA AO AA eee ee omy AE $ 9,000 
[VEMLO RY eee ese iach d ORT AN RSE UAR ny en in eee: 36,000 
MESSING: Yescend ou Sumas SHEREAGE OH Awa Se San oes Aaa mE 18,000 
[ea Gheniee-are ee oe eae sean ee nite Rane ene anes Ge are amas Bt rene 75,000 
oUt chr Site eet he eta me eter eee pre era er 160,000 
Slo [UN] ONT stat tMenern veneer cance ac rces hanes ena Ore mater at amee ocean nee ae 20,000 
GOOC Wil err arate seer hee Cee Nate te Pic) fee arenenur a era tes are 12,000 
Accounts payable and accrued expenses ..................-. $ 20,000 
Note: payable:Ome rs tetsaccsre tere ayer eet suet ree eer syeeter 130,000 
Notes Payal lest Oi ere tee wst a trees oan wrer era sere eeiec eee nrree aaa 12,000 
Note: payablesthreewe aetna ee Oe they na ee atue hyena ere: 5,000 
@OMIMOMESLO CK gee area en eee earner eer er ee nae ee ee 140,000 
/Nololhitolmell orNoHinl CeO nc eccuncecuunesacansauassnnane 23,000 

WWI uGanaorh did soe eeueaeeeue oy oPaRe eee aseee eee $330,000 $330,000 


Questions . What does the term insolvent mean? 
. At present, what federal legislation governs most bankruptcy proceedings? 


. What are the primary objectives of a bankruptcy proceeding? 


BW Ne 


. A bankruptcy case may begin with either a voluntary or an involuntary petition. What is the differ- 
ence? What are the requirements for an involuntary petition? 

5. A bankruptcy court enters an order for relief. How does this action affect an insolvent company and 
its creditors? 

6. What is the difference between fully secured liabilities, partially secured liabilities, and unsecured 
liabilities? 

7. Ina bankruptcy proceeding, what is the significance of a liability with priority? What are the general 
categories of liabilities that have priority in a liquidation? 

8. Why are administrative expenses incurred during a liquidation classified as liabilities having 
priority? 

9. What is the difference between a Chapter 7 bankruptcy and a Chapter 11 bankruptcy? 


10. 


11. 
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Why might unsecured creditors favor reorganizing an insolvent company rather than forcing it into 
liquidation? 

What is the purpose of a statement of financial affairs? Why might this statement be prepared be- 
fore a bankruptcy petition has been filed? 


. Ina bankruptcy liquidation, what actions does the trustee perform? 
. A trustee for a company that is being liquidated voids a preference transfer. What has happened, and 


why did the trustee take this action? 


. A statement of realization and liquidation is prepared for a company being liquidated. What infor- 


mation can be gained from this statement? 


. What does the term debtor in possession mean? 

. Who can develop reorganization plans in a Chapter 11 bankruptcy? 

. What types of proposals might a reorganization plan include? 

. Under normal conditions, how does a reorganization plan become effective? 

. Ina bankruptcy proceeding, what is a cram down? 

. While a company goes through reorganization, how should its liabilities be reported? 

. During reorganization, how should a company’s income statement be structured? 

. What accounting is made of the professional fees incurred during a reorganization? 

. What does fresh start accounting mean? 

. Under what conditions does a company emerging from a bankruptcy reorganization use fresh start 


accounting? 


. When fresh start accounting is utilized, how are a company’s assets and its liabilities reported? 
. How is goodwill computed if fresh start accounting is applied to a reorganized company? 


Problems 


LO1 


LO1, LO2, LO3, LO4, LO5 


LO6 


LO2 


LO2 


. What are the objectives of the bankruptcy laws in the United States? 


a. Provide relief for the court system and ensure that all debtors are treated the same. 
b. Distribute assets fairly and discharge honest debtors from their obligations. 

c. Protect the economy and stimulate growth. 

d. Prevent insolvency and protect shareholders. 


. Ina bankruptcy, which of the following statements is true? 


a. An order for relief results only from a voluntary petition. 
b. Creditors entering an involuntary petition must have debts totaling at least $20,000. 
c. Secured notes payable are considered liabilities with priority on a statement of affairs. 


d. A liquidation is referred to as a Chapter 7 bankruptcy, and a reorganization is referred to as a 
Chapter 11 bankruptcy. 


. In reporting a company that is to be liquidated, assets are shown at 


a. Present value calculated using an appropriate effective rate. 
b. Net realizable value. 

c. Historical cost. 

d. Book value. 


. An involuntary bankruptcy petition must be filed by 


a. The insolvent company’s attorney. 

b. The holders of the insolvent company’s debenture bonds. 
c. Unsecured creditors with total debts of at least $13,475. 
d. The company’s management. 


. An order for relief 


a. Prohibits creditors from taking action to collect from an insolvent company without court 
approval. 

b. Calls for the immediate distribution of free assets to unsecured creditors. 

Can be entered only in an involuntary bankruptcy proceeding. 


x9 


Gives an insolvent company time to file a voluntary bankruptcy petition. 
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LO3 


10. 


11. 


12. 


13. 


14. 


. Which of the following is not a liability that has priority in a liquidation? 


a. Administrative expenses incurred in the liquidation. 

b. Salary payable of $800 per person owed to 26 employees. 

c. Payroll taxes due to the federal government. 

d. Advertising expense incurred before the company became insolvent. 


. Which of the following is the minimum limitation necessary for filing an involuntary bankruptcy 


petition? 

a. The signature of 12 creditors to whom the debtor owes at least $10,000 in unsecured debt. 

b. The signature of six creditors to whom the debtor owes at least $20,000 in unsecured debt. 
c. The signature of three creditors to whom the debtor owes at least $13,475 in unsecured debt. 
d. The signature of nine creditors to whom the debtor owes at least $25,000 in unsecured debt. 


. On a statement of financial affairs, how are liabilities classified? 


a. Current and noncurrent. 

b. Secured and unsecured. 

c. Monetary and nonmonetary. 
d. Historic and futuristic. 


. What is a debtor in possession? 


a. The holder of a note receivable issued by an insolvent company prior to the granting of an order 
for relief. 


b. A fully secured creditor. 


The ownership of an insolvent company that continues to control the organization during a bank- 
ruptcy reorganization. 


d. The stockholders in a Chapter 7 bankruptcy. 


How are anticipated administrative expenses reported on a statement of financial affairs? 
a. Asa footnote until actually incurred. 

b. Asa liability with priority. 

c. Asa partially secured liability. 

d. Asan unsecured liability. 


Prior to filing a voluntary Chapter 7 bankruptcy petition, Haynes Company pays a supplier $13,000 
to satisfy an unsecured claim. Haynes was insolvent at the time. Subsequently, the trustee appointed 
to oversee this liquidation forces the return of this $13,000. Which of the following is correct? 


a. A preference transfer has been voided. 

b. All transactions just prior to a voluntary bankruptcy proceeding must be nullified. 
c. The supplier should sue for the return of this money. 

d. The $13,000 claim becomes a liability with priority. 


Which of the following is not an expected function of a bankruptcy trustee? 
a. Filing a plan of reorganization. 

b. Recovering all property belonging to a company. 

c. Liquidating noncash assets. 

d. Distributing assets to the proper claimants. 


What is an inherent limitation of the statement of financial affairs? 

a. Many of the amounts reported are only estimations that might prove to be inaccurate. 
b. The statement is applicable only to a Chapter 11 bankruptcy. 

c. The statement covers only a short time, whereas a bankruptcy may last much longer. 
d. The figures on the statement vary as to a voluntary and an involuntary bankruptcy. 


What is a cram down? 
a. An agreement about the total amount of money to be reserved to pay creditors who have priority. 


b. The bankruptcy court’s confirmation of a reorganization even though a class of creditors or 
stockholders did not accept it. 


LO8 


LO8 


LO8 


LO8 


LO9 


LO9 


LO9 


LO3, LO5, LO6 


15. 


16. 


17. 


18. 


19. 


20. 


21. 


PY, 
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c. The filing of an involuntary bankruptcy petition, especially by the holders of partially secured debts. 
d. The court’s decision as to whether a particular creditor has priority. 


On a balance sheet prepared for a company during its reorganization, how are liabilities reported? 
a. As current and long term. 

b. As monetary and nonmonetary. 

c. As subject to compromise and not subject to compromise. 

d. As equity related and debt related. 


On a balance sheet prepared for a company during its reorganization, at what balance are liabilities 
reported? 


a. At the expected amount of the allowed claims. 

b. At the present value of the expected future cash flows. 
c. At the expected amount of the settlement. 

d. Atthe amount of the anticipated final payment. 


Which of the following is not a reorganization item for purposes of reporting a company’s income 
statement during a Chapter 11 bankruptcy? 


a. Professional fees. 
b. Interest income. 
c. Interest expense. 


d. Gains and losses on closing facilities. 


What accounting is made for professional fees incurred during a bankruptcy reorganization? 
a. They must be expensed immediately. 

b. They must be capitalized and written off over 40 years or less. 

c. They must be capitalized until the company emerges from the reorganization. 

d. They are either expensed or capitalized, depending on the nature of the expenditure. 


Which of the following is necessary for a company to use fresh start accounting? 


a. The original owners must hold at least 50 percent of the stock of the company when it emerges 
from bankruptcy. 


b. The reorganization value of the company must exceed the value of all assets. 
The reorganization value of the company must exceed the value of all liabilities. 


was) 


. The original owners must hold less than 50 percent of the stock of the company when it emerges 
from bankruptcy. 


If the reorganization value of a company emerging from bankruptcy is larger than the values that can 
be assigned to specific assets, what accounting is made of the difference? 


a. Because of conservatism, the difference is simply ignored. 
b. The difference is expensed immediately. 

c. The difference is capitalized as an intangible asset. 

d. The difference is recorded as a professional fee. 


For a company emerging from bankruptcy, how are its liabilities (other than deferred income taxes) 
reported? 

a. At their historical value. 

b. At zero because of fresh start accounting. 

c. At the present value of the future cash flows. 

d. At the negotiated value less all professional fees incurred in the reorganization. 


A company is to be liquidated and has the following liabilities: 


INGOMENtAXCS ah Meaty ee wT Ae eR a RN rn Ue $ 8,000 
Nici [oe Welolle (GexcwIReH OW IEMC)) wen acess asessnceenseuoooeer 120,000 
PNGGOUINIUS; Daly ll Creer pe wares seen aeacny a nies ee a en rarer Spa Pee wna 85,000 
Salaries payable (evenly divided between two employees) ....... 6,000 
FICHCSOENENS -anqameasragemanagncaceee ed sad eyoud woos 70,000 


Administrative expenses for liquidation ..................... 20,000 
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The company has the following assets: 


Book Value Fair Value 
Gurrenttassetssrne wee $ 80,000 $ 35,000 
ET nlo leer chen nore one rin enreea oe por 100,000 90,000 
Buildings and equipment ......... 100,000 110,000 


How much money will the holders of the notes payable collect following the liquidation? 


23. Xavier Company is going through a Chapter 7 bankruptcy. All assets have been liquidated, and the 
company retains only $25,200 in free cash. The following debts, totaling $38,050, remain: 


Government claims to unpaid taxes ......................-. $ 6,000 
Salary during last month owed to Mr. Key (not an officer) ....... 17,050 
PNohAAVIMUSWEMMEOMOENISES os ug Go dd boeddbusedenueesouubaces 2,450 
Salary during last month owed to Ms. Rankin (not an officer) ..... 6,000 
UsnserclUliete] EYACOWIMNS (EWES os cndncacasonacvardanauaveaud 6,550 


Indicate how much money will be paid to the creditor associated with each debt. 


24. Ataway Company has severe financial difficulties and is considering filing a bankruptcy petition. At 
this time, it has the following assets (stated at net realizable value) and liabilities: 


Assets (pledged against debts of $70,000) ................... $116,000 
Assets (pledged against debts of $130,000) .................. 50,000 
@thleaSSCUS se eecrete wr cece esas oe renee at hanes Kenge Se een a ads 80,000 
ELSES WHA OOM ocd accra monk wees ene ode oie ade we 42,000 
Winsecured:creditors=- cree ee ee reo pare roo gne en 200,000 


In a liquidation, how much money would be paid on the partially secured debt? 

25. Chesterfield Company has cash of $50,000, inventory worth $90,000, and a building worth 
$130,000. Unfortunately, the company also has accounts payable of $180,000, a note payable of 
$80,000 (secured by the inventory), liabilities with priority of $20,000, and a bond payable of 
$150,000 (secured by the building). In a Chapter 7 bankruptcy, how much money will the holder 
of the bond expect to receive? 


26. Mondesto Company has the following: 


Winkxereinevelie dete [helise x wn wah ence & oh Hs OR Le es ee $230,000 
Loy Tuer YRW nl OUMCTHINY Reeser aucepeara mecca eerie Medctan pair a ecameraaeyeeen 110,000 
Secured liabilities: 
Debt 1, $210,000; value of pledged asset ................. 180,000 
Debt 2, $170,000; value of pledged asset ................. 100,000 
Debt 3, $120,000; value of pledged asset ................. 140,000 


The company also has a number of other assets that are not pledged in any way. The creditors hold- 
ing debt 2 want to receive at least $142,000. For how much do these free assets have to be sold so 
that the creditors associated with debt 2 would receive exactly $142,000? 

27. A statement of financial affairs created for an insolvent corporation that is beginning the process of 
liquidation discloses the following data (assets are shown at net realizable values): 


Assets pledged with fully secured creditors .................. $200,000 
Fully sevqurrete] ELON coccconaaaoucaanuucdsataabaotadaaa 150,000 
Assets pledged with partially secured creditors ................ 380,000 
Peiulellhy sevauirerel INEVVIMNES cco scoceedaassuuugenuasaceaunaa 490,000 
ASSetsinol pledged: acan ay sete ma eens rey Hue une. tne erie 300,000 
Uinkseroutietel [Nel orhhiess Witty (OVMOMMMY, 5 ssc cccauuccvavcucavavavas 160,000 


/ANECOWIIIS [CBWE (UASHCUNEC)) oo scccasnoesccoesopeascoosan 390,000 
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a. This company owes $3,000 to an unsecured creditor (without priority). How much money can 
this creditor expect to collect? 

b. This company owes $100,000 to a bank on a note payable that is secured by a security interest 
attached to property with an estimated net realizable value of $80,000. How much money can 
this bank expect to collect? 


28. A company preparing for a Chapter 7 liquidation has the following liabilities: 
¢ Note payable A of $90,000 secured by land having a book value of $50,000 and a fair value of 
$70,000. 
¢ Note payable B of $120,000 secured by a building having a $60,000 book value and a $40,000 
fair value. 


¢ Note payable C of $60,000, unsecured. 

¢ Administrative expenses payable of $20,000. 
* Accounts payable of $120,000. 

* Income taxes payable of $30,000. 


It has these other assets: 

* Cash of $10,000. 

¢ Inventory of $100,000 but with fair value of $60,000. 
¢ Equipment of $90,000 but with fair value of $50,000. 


How much will each of the company’s liabilities be paid at liquidation? 


LOS 29. Olds Company declares Chapter 7 bankruptcy. The following are the accounts at that time; admin- 
istrative expenses are estimated to be $12,000: 


ASI eterna ee mene te ae aren ie $ 24,000 

/NECOWIMIES WACEINAIDIE oo occcccasncnase 60,000 (worth $28,000) 
INVEMUONY Sits re icr hee eee epee Mays 70,000 (worth $56,000) 
Land (secures note A).............-. 200,000 (worth $160,000) 
Building (secures bonds)............. 400,000 (worth $320,000) 
O[WOUMENE cece a wedge chmaeseawn ead os 120,000 (worth unknown) 
PNE COINS (ORWEINE oss bs gon abacsou noe 180,000 

Taxes payable to government ......... 20,000 

INOW [OWEN /N 55 nccrecesteosuoous 170,000 

INOWEfORWEIIETE 2. ccnecnsceubauedne 250,000 

Bondsipaydblemvec pune etn een ieee 300,000 


The holders of note payable B want to collect at least $125,000. To achieve that goal, how much does 
the company have to receive in the liquidation of its equipment? 


30. A company going through a Chapter 7 bankruptcy has the following account balances: 
CEN Sena dew oniels oe hbo aotud Seba ees Bae He Re wen be $ 30,000 
Reeelvables(S026ncollectib |e) mee eaeean nar ien an ener ranane nanan 50,000 
imveeInitorNy (MOU SHSOOOO) aco ouaesenoadacebeadeunuaavans 90,000 
Land (worth $120,000) (secures note payable) ................ 100,000 
Buildings (worth $180,000) (secures bonds payable) ........... 200,000 
Salaries payable (7 workers owed equal amounts for last 2 weeks). 10,000 
IANCGOUMESID AVal|Ceepe cee tata te set ten tes eee ee eet eee eee enc 90,000 
Nei (oeelole Gacuracl Oy IEC) auch ooeaneccueassceenogeess 110,000 
Bonds payable (secured by building).....................05. 300,000 
GOMMOMESTO CKa ge rete eran wa ats ek ee eee aa ar ee eae ae 100,000 
RetaimecliGanmimGs: weucasnegecen ts ete aeons nese eee (140,000) 


How much will be paid to each of the following? 
Salaries payable 
Accounts payable 
Note payable 
Bonds payable 
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Pumpkin Company is going through bankruptcy reorganization. It has a $200,000 note payable incurred 
prior to the order for relief. The company believes that the note will be settled for $60,000 in cash. It is 
also possible that the creditor will instead take a piece of land that cost the company $50,000 but is 
worth $72,000. On a balance sheet during the reorganization period, how will this debt be reported? 


A company is coming out of reorganization with the following accounts: 


Book Value Fair Value 
ReceiVablese rumen eee sree ens $ 80,000 $ 90,000 
ON ENANNO) AY a eeraocets cree aeccryieanrer rennin ten 200,000 210,000 
BUIIGIMGSee eee erreur ere 300,000 400,000 
LNTES coe ckenunceonnencases 300,000 300,000 
(COMMMMMNCIN SOK sou cnndendueaanes 330,000 
Additional paid-in capital ......... 20,000 
Retained earnings (deficit) ........ (70,000) 


The company’s assets have a $760,000 reorganization value. As part of the reorganization, the com- 
pany’s owners transferred 80 percent of the outstanding stock to the creditors. 

Prepare the journal entry that is necessary to adjust the company’s records to fresh start accounting. 
Addison Corporation is currently going through a Chapter 11 bankruptcy. The company has the fol- 
lowing account balances for the current year. Prepare an income statement for this organization. The 
effective tax rate is 20 percent (realization of any tax benefits is anticipated). 


Debit Credit 
PROMISING) OMOEA coadactnnaaaueesaceusac $ 24,000 
(Onuo Glee Nelle) coaungchavageauabaacos ae 211,000 
DY ORACEMOMOMOEMNSE cooncbeustbuvesesaceoss 22,000 
IMteNeStHeXDeNSe: Gen akin sac cys cee c en eee 4,000 
IMteneStire Vem Ul Gam ceadis vert tatney cen etcetera is $ 32,000 
LOSS Cl COIN) CHINE socncscssoeeacceens 109,000 
PhOLESS|OMa lhtCeSm ny nner ene nner 71,000 
REMMEXDEMSE! ence. ee cea watyse omy ce eeten esate 16,000 
REVENUES tia ere inane new aoe ener tree swnr oe 467,000 
Salanles¥expenS@ ure were ee eine enh ene ener 70,000 


Kansas City Corporation holds three assets when it comes out of Chapter 11 bankruptcy: 


Book Value Fair Value 
[AMETWONN cy ati Ge pews aoe ne wens $ 86,000 $ 50,000 
Land and buildings ................ 250,000 400,000 
AOMMOMMEMMS oe oe sa aed Seip emey aed 123,000 110,000 


The company has a reorganization value of $600,000. 

a. Describe the rules to determine whether to apply fresh start accounting to Kansas City. 

b. If fresh start accounting is appropriate, how will this company’s assets be reported? 

c. Ifa Goodwill account is recognized in a reorganization, where should it be reported? What hap- 
pens to this balance? 

Jaez Corporation is in the process of going through a reorganization. As of December 31, 2010, the com- 

pany’s accountant has determined the following information although the company is still several months 

away from emerging from the bankruptcy proceeding. Prepare a balance sheet in appropriate form. 


Book Value Fair Value 
Assets 
Gash cee eon eo erecta aan $ 23,000 $ 23,000 
IMVEMM TORY eget year ee eee ree eereres 45,000 47,000 
IEA GIRARE ae Ret ares ee tater aban mia rr tas 140,000 210,000 
BUilCimGSmeer ete caer armen ener. 220,000 260,000 


EGiUIPMentyee creer er nre ren 154,000 157,000 
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Allowed Expected 
Claims Settlement 
Liabilities as of the date of the order for relief 
AGcounts payable iter carn tec suecrer ay emia. cn $ 123,000 $ 20,000 
ANGGHUECECXDECMSCS were wre ware aan er en ee 30,000 4,000 
ECM DEWAN 2 cn caaccnacnntsesaducsod 22,000 18,000 
Note payable (due 2013, secured by land) ........ 100,000 100,000 
Noi Peele (CWE 20ND) .caccccseaecesnosoees 170,000 80,000 
Liabilities since the date of the order for relief 
AGGOUMES] Payables sae ccc re ences tr ee aie tere eke $ 60,000 
Note PENA (CUE ZONA) 2c aanrctonccunoanoees 110,000 
Stockholders’ equity 
GONNTIMNOMPStOG Keer eee Mee apenos ea ne agar te omen uv $ 200,000 
[DY eAT Ah rey recta chee need tah repre a MUP Ate bean Were net (233,000) 
Ke}:) 36. Ristoni Company is in the process of emerging from a Chapter 11 bankruptcy. It will apply fresh 


start accounting as of December 31, 2010. The company currently has 30,000 shares of common 
stock outstanding with a $240,000 par value. As part of the reorganization, the owners will con- 
tribute 18,000 shares of this stock back to the company. A retained earnings deficit balance of 
$330,000 exists at the time of this reorganization. 

The company has the following asset accounts: 


Book Value Fair Value 
Accounts receivable ............... $100,000 $ 80,000 
IMVONITORY} Paes xiecseneeren ae owen io he goes 112,000 90,000 
Levave! eine] SWINGS 2 oc ccansseeneoe 420,000 500,000 
EquIpMmentizecn pawn wwe eres ee raer 78,000 65,000 


The company’s liabilities will be settled as follows. Assume that all notes will be issued at reason- 
able interest rates. 


¢ Accounts payable of $80,000 will be settled with a note for $5,000. These creditors will also get 
1,000 shares of the stock contributed by the owners. 

¢ Accrued expenses of $35,000 will be settled with a note for $4,000. 

¢ Note payable of $100,000 (due 2014) was fully secured and has not been renegotiated. 

¢ Note payable of $200,000 (due 2013) will be settled with a note for $50,000 and 10,000 shares 
of the stock contributed by the owners. 

¢ Note payable of $185,000 (due 2011) will be settled with a note for $71,000 and 7,000 shares of 
the stock contributed by the owners. 

° Note payable of $200,000 (due 2012) will be settled with a note for $110,000. 


The company has a reorganization value of $780,000. 
Prepare all journal entries for Ristoni so that the company can emerge from the bankruptcy 
proceeding. 


LO9 37. Smith Corporation has gone through bankruptcy and is ready to emerge as a reorganized entity on 
December 31, 2010. On this date, the company has the following assets (fair value is based on dis- 
counting the anticipated future cash flows): 


Book Value Fair Value 
/NECOWINIS WACENAING 4. once neaennane $ 20,000 $ 18,000 
[nVentONys mecrtac scene cet at yee 143,000 111,000 
Land and buildings ................ 250,000 278,000 
IMFICGMIMEN coca Geeta naan pad 144,000 121,000 
Rateniss enw eet ners Meany ale 100,000 125,000 


The company has a reorganization value of $800,000. 

Smith has 50,000 shares of $10 par value common stock outstanding. A deficit Retained Earn- 
ings balance of $670,000 also is reported. The owners will distribute 30,000 shares of this stock 
as part of the reorganization plan. 
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The company’s liabilities will be settled as follows: 

¢ Accounts payable of $180,000 (existing at the date on which the order for relief was granted) will 
be settled with an 8 percent, two-year note for $35,000. 

e Accounts payable of $97,000 (incurred since the date on which the order for relief was granted) 
will be paid in the regular course of business. 

e Note payable—First Metropolitan Bank of $200,000 will be settled with an 8 percent, five-year 
note for $50,000 and 15,000 shares of the stock contributed by the owners. 

¢ Note payable—Northwestern Bank of Tulsa of $350,000 will be settled with a 7 percent, eight- 
year note for $100,000 and 15,000 shares of the stock contributed by the owners. 

a. How does Smith Corporation’s accountant know that fresh start accounting must be utilized? 


b. Prepare a balance sheet for Smith Corporation upon its emergence from reorganization. 


38. Ambrose Corporation reports the following information: 


Book Value Liquidation Value 
Assets pledged with fully secured creditors ..... $220,000 $245,000 
Assets pledged with partially secured creditors . . . 111,000 103,000 
@thermassets Bares ee re oes Ne tele ten lt le 140,000 81,000 
[LiLo WHA (OMIOVMIY cece ea eaueevacceecs 36,000 
Fully sercuiretol EONIMWES. ccs an ance casbadasena 200,000 
Partially secured liabilities ................... 180,000 
Accounts payable (unsecured) ............... 283,000 


In liquidation, what amount of cash should each class of liabilities expect to collect? 


39. The following balance sheet has been prepared by the accountant for Limestone Company as of 
June 3, 2011, the date on which the company is to file a voluntary petition of bankruptcy: 


LIMESTONE COMPANY 
Balance Sheet 
June 3, 2011 


Assets 
Gas lite een eek tee ORR ee eR ASA na Teeter a $ 3,000 
/NECOWIMS (AEINEINA (NE) au cucu esavuecssusdeuve 65,000 
LAN ENNWOL AY, sacmoreatanmentaeemomieeais eoccecosoai Renee marocin, Caaaen 88,000 
EY Ao etc eee are ee etree er ert ce Fee ees eae Brea aay ants oe 100,000 
UICC UNE) 2 ecsvegcesheaceneneeagoduag ewes 300,000 
EQUIPMeME (Net) Mee wee ee ee eee ee 180,000 
U@tAASSCLSir ae Bees ses ere abe ren earns et leaded Mea $736,000 
Liabilities and Equities 
ACGOUMSIDaVdb lene ey arcete nose a yeni on noni eaten: $ 98,000 
Notes payable—current 
(Gacunetl oy QC WIOMNAM) coca cc cnessucnaacceecs 250,000 
Notes payable—long term 
(secured by land and buildings) ................. 190,000 
GOMMORNESTOGKA cys one ee ee ea eens 120,000 
RetaimedicanninGSareww es emnce eur mente nce arora 78,000 
Total liabilities and equities .................... $736,000 


Additional Information 


e Ifthe company is liquidated, administrative expenses are estimated at $18,000. 

¢ The Accounts Payable figure includes $10,000 in wages earned by the company’s 12 employees dur- 
ing May. No one earned more than $2,200. 

¢ Liabilities do not include taxes of $14,000 owed to the U.S. government. 

¢ Company officials estimate that 40 percent of the accounts receivable will be collected in a liquida- 
tion and that the inventory disposal will bring $80,000. The land and buildings will be sold together 
for approximately $310,000; the equipment should bring $130,000 at auction. 

Prepare a statement of financial affairs for Limestone Company as of June 3, 2011. 
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40. Creditors of Jones Corporation are considering petitioning the courts to force the company into 
Chapter 7 bankruptcy. The following information has been determined. Administrative expenses in 
connection with the liquidation are estimated to be $22,000. Indicate the amount of money that each 
class of creditors can anticipate receiving. 


Book Value Net Realizable Value 

asin ed rr sehr ee sree re re nea coh ae anh Rene oie $ 6,000 $ 6,000 
PNECOUIMS TOCANAIDE on cnckennnereaceve 32,000 18,000 
IAVEINTORVS0 ere ner Pestana gare cee mr pacer 45,000 31,000 
SUD PliGS secre edn wet Sec a eae te ane 3,000 —0- 
AVESIMIENES oagsauce sens asd gas eo oe bx 2,000 8,000 
EIT iy Ree oe oe cee ee a ae 60,000 72,000 
illite sod: gesek youd aveucawedeoeen 90,000 68,000 
ECiUI OMe nite ng ere ee era wanes ore ener ne 50,000 35,000 
Notes payable (secured by land) ......... 65,000 
Notes payable (secured by buildings)...... 78,000 
Bonds payable (secured by equipment) .... 115,000 
/NCCOWMMSIORNEINEG oa vcne auenaveeoandes 70,000 
Salaries payable (two weeks’ salary for 

UNS CNMCIOMSES) 2a scan oaeauseeadace 6,000 
laXeSiDaVables ace eecareg mein, heen one 10,000 

41. Anteium Company owes $80,000 on a note payable that is currently due. The note is held by a local 


bank and is secured by a mortgage lien attached to three acres of land worth $48,000. The land orig- 

inally cost Anteium $31,000 when acquired several years ago. The only other account balances for 

this company are Investments of $20,000 (but worth $25,000), Accounts Payable of $20,000, Com- 

mon Stock of $40,000, and a deficit of $89,000. Anteium is insolvent and attempting to arrange a 

reorganization so that the business can continue to operate. The reorganization value of the company 

is $82,000. 
View each of the following as an independent situation: 

a. Ona statement of financial affairs, how would this note be reported? How would the land be 
shown? 

b. Assume that Anteium develops an acceptable reorganization plan. Sixty percent of the com- 
mon stock is transferred to the bank to settle that particular obligation. A 7 percent, three-year 
note payable for $5,000 is used to settle the accounts payable. How would Anteium record the 
reorganization? 

c. Assume that Anteium is liquidated. The land and investments are sold for $50,000 and $26,000, 
respectively. Administrative expenses amount to $11,000. How much will the various parties 
collect? 


LO3, LO6 42. The following balance sheet has been produced for Litz Corporation as of August 8, 2011, the date 
on which the company is to begin selling assets as part of a corporate liquidation: 


LITZ CORPORATION 
Balance Sheet 
August 8, 2011 
Assets 
GEIANy amtelitale Algran Bs oe REA ae Aime OLA OEmna Ae $ 16,000 
Accounts receivable (net) ....................... 82,000 
IMAWES LIMES ree error ek none etn a ea thar ee at ask Breen 32,000 
Inventory (net realizable value is expected 
WO VOOM COSY) .ccecccseusevauccouesces 69,000 
[Fain eet ani Nearer rc Aehn ear Mab nr Col ecnee Maree Oem 30,000 
BUiIGiMOSt(met) memati ae alana ecnare ee tant tr tone 340,000 
HOUSE (MA) oueceuaceenacasdacsbaaavenrwasd 210,000 
TO talkaSSCtS eee cetera arg reese er re en ee ne $779,000 


(continued) 
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Liabilities and Equities 


PNECOMIMSTOENENS sa consaueavonadcsnaaaeeauadee $150,000 
Notes payable—current (secured by inventory) ....... 132,000 
Notes payable—long term (secured by land 
and buildings [valued at $300,000]) ............. 259,000 
G@OMMOMEStOGK sare ete eee eee nee tenet aces 135,000 
RetaimeckearninGSarew- wary ase vere ur were eee mete on 103,000 
Total liabilities and equities .................... $779,000 


The following events occur during the liquidation process: 


° The investments are sold for $39,000. 

¢ The inventory is sold at auction for $48,000. 

e The money derived from the inventory is applied against the current notes payable. 

¢ Administrative expenses of $15,000 are incurred in connection with the liquidation. 

¢ The land and buildings are sold for $315,000. The long-term notes payable are paid. 

¢ The accountant determines that $34,000 of the accounts payable are liabilities with priority. 

¢ The company’s equipment is sold for $84,000. 

¢ Accounts receivable of $34,000 are collected. The remainder of the receivables is considered 
uncollectible. 

e The administrative expenses are paid. 

a. Prepare a statement of realization and liquidation for the period just described. 


b. What percentage of their claims should the unsecured creditors receive? 


43. Becket Corporation’s accountant has prepared the following balance sheet as of November 10, 2010, 
the date on which the company is to release a plan for reorganizing operations under Chapter 11 of 
the Bankruptcy Reform Act: 

BECKET CORPORATION 


Balance Sheet 
November 10, 2010 


Assets 
(GEG ghee ocean erin ate Me lene eA a ee neenanen Eure Ea tet $ 12,000 
Accounts receivable (net) ................0..000. 61,000 
INVESTIMENM[SWe ewe e ee ee her een ey enn ete eet 26,000 
Inventory (net realizable value is expected 

to approximate 80% of cost) .................. 80,000 
Le lavol. Metin 3 Asn an an AAS Ae wR Maree Rae Am Ae A 57,000 
UNICHIMNGS (AE) cnc docnctocvaegouceuagasunudoss 248,000 
oom (MS) wrcsenvavcedanngaonnwosnauaeae 117,000 

TOtalkassets tee owe ey eee renee eee: $ 601,000 

Liabilities and Equities 
AGGOUIES: Da Vallee ace cer ont nerec ees cpr eoreen aie rete tes $ 129,000 
Notes payable—current (secured by equipment) ..... 220,000 
Notes payable—(due in 2013) 

(secured by land and buildings) ................ 325,000 
Common stock ($10 par value) .................. 60,000 
Retaimecieanmingsi Geticit) manner ene neni (133,000) 

Total liabilities and equities .................... $ 601,000 


The company presented the following proposal: 


e The reorganization value of the company’s assets just prior to issuing additional shares below, 
selling the company’s investment, and conveying title to the land is set at $650,000. 

¢ Accounts receivable of $20,000 are written off as uncollectible. Investments are worth $40,000, 
land is worth $80,000, the buildings are worth $300,000, and the equipment is worth $86,000. 

e An outside investor has been found to buy 7,000 shares of common stock at $11 per share. 
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¢ The company’s investments are to be sold for $40,000 in cash with the proceeds going to the 
holders of the current note payable. The remainder of these short-term notes will be converted 
into $130,000 of notes due in 2014 and paying 10 percent annual cash interest. 

¢ All accounts payable will be exchanged for $40,000 in notes payable due in 2011 that pay 8 percent 
annual interest. 

¢ Title to land costing $20,000 but worth $50,000 will be transferred to the holders of the note 
payable due in 2013. In addition, these creditors will receive $180,000 in notes payable (paying 
10 percent annual interest) coming due in 2017. These creditors also are issued 3,000 shares of 
previously unissued common stock. 


Prepare journal entries for Becket to record the transactions as put forth in this reorganization plan. 

44. Oregon Corporation has filed a voluntary petition to reorganize under Chapter 11 of the Bankruptcy 
Reform Act. Its creditors are considering an attempt to force liquidation. The company currently 
holds cash of $6,000 and accounts receivable of $25,000. In addition, the company owns four plots 
of land. The first two (labeled A and B) cost $8,000 each. Plots C and D cost the company $20,000 
and $25,000, respectively. A mortgage lien is attached to each parcel of land as security for four dif- 
ferent notes payable of $15,000 each. Presently, the land can be sold for the following: 


Alle leoy eadeteerere ean ne etc ere rare ve $16,000 
RIOT BSrarauseane. noma mace etn re $11,000 
BIG UG ieee seers see eee bre rece Fer $14,000 
FACIE AD) etree caeoce on oones Seer ere eereeea 6 $27,000 


Another $25,000 note payable is unsecured. Accounts payable at this time total $32,000. Of this 

amount, $12,000 is salary owed to the company’s workers. No employee is due more than $1,800. 
The company expects to collect $12,000 from the accounts receivable if liquidation becomes 

necessary. Administrative expenses required for liquidation are anticipated to be $16,000. 

a. Prepare a statement of financial affairs for Oregon Corporation. 

b. Ifthe company is liquidated, how much cash would be paid on the note payable secured by plot B? 

c. Ifthe company is liquidated, how much cash would be paid on the unsecured note payable? 

d. Ifthe company is liquidated and plot D is sold for $30,000, how much cash would be paid on the 
note payable secured by plot B? 


45. Lynch, Inc., is a hardware store operating in Boulder, Colorado. Management recently made some poor 
inventory acquisitions that have loaded the store with unsalable merchandise. Because of the drop in 
revenues, the company is now insolvent. The entire inventory can be sold for only $33,000. Following 
is a trial balance as of March 14, 2011, the day the company files for a Chapter 7 liquidation: 


Debit Credit 

INCCOUMTS Pa ab |Careaere tan coe tn nee Reo ae ey ged ee geo $ 33,000 
INGTOWINGS WEACANEIIS sca snngavaacasaccsuudavausasenaa $ 25,000 
Accumulated depreciation, building .................... 50,000 
Accumulated depreciation, equipment .................-. 16,000 
Acloliitonell oelicHin Cz\ONll on ccoccosoacgecuonecnaancece 8,000 
PNOWETMIRTIALOR CEN ELON: exesceare cereete cited tas cdedenees deter Cass aires 4,000 
Buildings teen eter et eaten tr ates Arata euro ace 80,000 
GAS hae rece Ce ere mc ite een rary cn te Bla OVE Aes eee ele 1,000 
OMIM OIMISTOCKesire anne rahe onOM HEME yee 07 Sly Pea ot Se Lee or ae 50,000 
EQUIDIMIONILAE oyna fae ve SOU sn. Mavens enh ee Ameen eee 30,000 
[IVOIILO Ry aieaitey care Nc areca ars eee oes atk gency een r ee a 100,000 
INVESEMENI(Sse-25 es ee neon ee eee, eaten eae 15,000 
LEYAYG has Satter are Bice Beh Shee ein Ale Maen aa Wm Eko iat Magia e men th 10,000 
Note Payable—Colorado Savings and Loan (secured 

‘oy litera int [etavel etavel sWillelinG)) caccescccsvacconaaonsuns 70,000 
Note Payable—First National Bank (secured by equipment) . . . 150,000 
Payrollitaxesipayable: sea pace tetera tre gnome: 1,000 
RUNING! CEUTMINGS. (CEN) seco ccoencsucoenoceaucnoans 126,000 
Salaries payable (owed equally to two employees) ......... 5,000 


(Otel Siete tie amity: teaver tween run ena en acu ee tw sire Se ners $387,000 $387,000 
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LO2, LO3, LO7, LOO 


46. 


47. 


Company officials believe that 60 percent of the accounts receivable can be collected if the com- 
pany is liquidated. The building and land have a fair value of $75,000, and the equipment is worth 
$19,000. The investments represent shares of a nationally traded company that can be sold at the cur- 
rent time for $21,000. Administrative expenses necessary to carry out a liquidation would approxi- 
mate $16,000. 

Prepare a statement of financial affairs for Lynch, Inc., as of March 14, 2011. 


Use the trial balance presented for Lynch, Inc., in problem 45. Assume that the company will be liq- 
uidated and the following transactions will occur: 


¢ Accounts receivable of $18,000 are collected with remainder written off. 

e All of the company’s inventory is sold for $40,000. 

¢ Additional accounts payable of $10,000 incurred for various expenses such as utilities and main- 
tenance are discovered. 

¢ The land and building are sold for $71,000. 

¢ The note payable due to the Colorado Savings and Loan is paid. 

¢ The equipment is sold at auction for only $11,000 with the proceeds applied to the note owed to 
the First National Bank. 

° The investments are sold for $21,000. 

e Administrative expenses total $20,000 as of July 23, 2011, but no payment has yet been made. 

a. Prepare a statement of realization and liquidation for the period from March 14, 2011, through 
July 23, 2011. 

b. How much cash would be paid to an unsecured, nonpriority creditor that Lynch, Inc., owes a 
total of $1,000? 


Holmes Corporation has filed a voluntary petition with the bankruptcy court in hope of 
reorganizing. A statement of financial affairs has been prepared for the company showing these 
debts: 


Liabilities with priority: 


Salahles;Payiab lem rin amare wre re te wettee catetcna tances Onan egret nr rae $ 18,000 
Fully secured creditors: 

Notes payable (secured by land and buildings valued at $84,000) ....... 70,000 
Partially secured creditors: 

Notes payable (secured by inventory valued at $30,000) .............. 140,000 
Unsecured creditors: 

INLoLeYS CREWE] 0) fate eters taccas esa rece care ee mia amcumanes creas ninuamer reeteea cn nena diner 50,000 

PNGGOUMISTO AVAL Ce teemyeeencee eareeeas tiesa-etee ree acing a see neia eer pte steeper secure! 10,000 

IAGGHUCGEEXDENSESteneta te cee a Re eT eit oe ee 4,000 


Holmes has 10,000 shares of common stock outstanding with a par value of $5 per share. In addi- 
tion, it is currently reporting a deficit balance of $132,000. 
Company officials have proposed the following reorganization plan: 


¢ The company’s assets have a total book value of $210,000, an amount considered to be equal to 
fair value. The reorganization value of the assets as a whole, though, is set at $225,000. 

¢ Employees will receive a one-year note in lieu of all salaries owed. Interest will be 10 percent, a 
normal rate for this type of liability. 

¢ The fully secured note will have all future interest dropped from a 15 percent rate, which is now 
unrealistic, to a 10 percent rate. 

¢ The partially secured note payable will be satisfied by signing a new six-year $30,000 note pay- 
ing 10 percent annual interest. In addition, this creditor will receive 5,000 new shares of 
Holmes’s common stock. 

e An outside investor has been enlisted to buy 6,000 new shares of common stock at $6 per share. 

e The unsecured creditors will be offered 20 cents on the dollar to settle the remaining liabilities. 


If this plan of reorganization is accepted and becomes effective, what journal entries would Holmes 
Corporation record? 


Accounting for Legal Reorganizations and Liquidations 597 


Develop Your 
Skills 


RESEARCH CASE 1 


ore 


RESEARCH CASE 2 


a 


ANALYSIS CASE 1 


ore 


ANALYSIS CASE 2 


ore 


Aberdeen Corporation is considering the possibility of filing a voluntary petition of bankruptcy because of 
its huge debt load. The company is publicly traded on a national stock exchange and, therefore, company 
officials are concerned about the role of the Securities and Exchange Commission in this legal action. 


Required 


Go to the following Web site: www.sec.gov/investor/pubs/bankrupt.htm. List the information that the 
SEC provides in connection with the bankruptcy of a publicly held company. 


An investment analyst has been studying the long-term prospects of Congoleum Corp. and has asked for 
your assistance. Go to www.congoleum.com and click on “Corporate Information” on the bottom of the 
page. Then, click on “Investor Relations” on the right side of the next page. Finally, click on “2008 An- 
nual Report.” Scroll down until you find the company’s financial statements and look them over very 
carefully. Focus on Note 1: “Basis of Presentation.” 


Required 


Write a memo to summarize the information found in this financial statement note and in the rest of the 
financial statements that could be helpful to the investment analyst who is investigating this company. 


Go to the Web site of a company that has recently emerged from Chapter 11 bankruptey—for example, 
Interstate Bakeries (www.interstatebakeriescorp.com), Movie Gallery (www.moviegallery.com), or Con- 
star International (www.constar.net). By doing a search of the Web site or by looking at areas such as 
“Investor Relations” or “About Us,” what information can you determine about the bankruptcy plan that 
was approved? 

Then go to the Securities and Exchange Commission Web site (www.sec.gov) and click on “Search 
for Company Filings” under “Filings & Forms.” Then click on “Company or Fund name” and enter the 
name of the same company. After you receive a list of filings, click on the most recent 10—K form. What 
information is available from this source about the bankruptcy reorganization plan? 

Finally, if available, go to an online index of business publications or obtain a hard copy index of The 
Wall Street Journal. Again, search for available information concerning this company’s bankruptcy reor- 
ganization plan. 


Required 
Based on these searches: 


1. What were the main provisions of the bankruptcy reorganization plan that brought the company out 
of Chapter 11? 


2. Which of these sources provided the best information? 


Go to the Web site of a company that is currently in bankruptcy reorganization such as Delphi 
(www.delphi.com), Lexington Precision (www.lexingtonprecision.com), or WCI Communities 
(www.wcicommunities.com). Or go to www.epiqbankruptcysolutions.com and click on one of the 
firm’s current cases. 
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Required 


By reviewing the site map or by looking at areas of the Web site such as “Investor Information,” “Reor- 
ganization,” or “About Us,” find what information the company is making available about its current fi- 
nancial difficulties. List the various operations of the company that are being affected. 


COMMUNICATION CASE 1 


CPA If available, go to an online index or obtain a hard copy index of The Wall Street Journal. Look up a re- 
skills cent, well-known bankruptcy case such as Delta Air Lines, General Motors, or Chrysler. Search for arti- 
cles that discuss the issues and problems that led this company to file for bankruptcy. 


Required 


Write a short report on that company and the problems and mistakes that led to its insolvency and dec- 
laration of bankruptcy. If possible, indicate actions that the company could have taken to avoid its decline 
into bankruptcy. 


COMMUNICATION CASE 2 


CPA Read the following articles as well as any other published pieces that describe the work of the accoun- 
skills tant in bankruptcy cases: 


“Restructuring for a Positive Return,’ CMA Management, December 2005/January 2006. 
“Alternatives to Bankruptcy Liquidation,” Agency Sales, February 2005. 


“Management Accounting—How a Workout Specialist Operates,” Journal of Accountancy, January 
IOSD, 


“The Rewards of Insolvency,” The Practical Accountant, August 1998. 
“When Your Customer Goes Belly-Up,” Journal of Accountancy, April 1999. 


“Assisting Troubled Business Clients: A Midsize Dilemma for CPAs,” Journal of Accountancy, 
March 2008. 


“Stanford Business School Research: Financial Statements Are Still Valuable Tools for Predicting 
Bankruptcy,” Business Wire, May 12, 2006. 


Required 


Write a report describing the services that an accountant can perform during a corporate bankruptcy. 
Include activities to be carried out prior to filing a petition and thereafter. 


Partnerships: 
Formation and 
Operation 


A reader of college accounting textbooks might well conclude that busi- 
ness activity is carried out exclusively by corporations. Because most 
large companies are legally incorporated, a vast majority of textbook 
references and illustrations concern corporate organizations. Contrary 
to the perception being relayed, partnerships (as well as sole propri- 
etorships) make up a vital element of the business community. The 
Internal Revenue Service projects that by 2012, nearly 3.6 million part- 
nership income tax returns will be filed (as compared to nearly 7.3 mil- 
lion corporation income tax returns).! 

The partnership form serves a wide range of business activities, from 
small local operations to worldwide enterprises. The following examples 
exist in the U.S. economy: 


¢ Individual proprietors often join together to form a partnership as 
a way to reduce expenses, expand services, and add increased exper- 
tise. As will be discussed, partnerships also provide important tax 
benefits. 


e A partnership is a common means by which friends and relatives can 
easily create and organize a business endeavor. 


¢ Historically doctors, lawyers, and other professionals have formed 
partnerships because of legal prohibitions against the incorporation 
of their practices. Although most states now permit alternative 
forms for such organizations, operating as a partnership or sole 
proprietorship is still necessary in many areas. 


Over the years, some partnerships have grown to enormous sizes. 
Connell Limited Partnership, for example, recycles and manufactures 
metal products; in 2008 it had revenues of more than $1 billion. The 
international accounting firm of Price WaterhouseCoopers reported rev- 
enues of more than $28 billion.? In 2009, Deloitte Touche Tohmatsu 
indicated operations in nearly 140 countries,? and Ernst & Young reported 
having more than 135,000 employees.* 


'www.irs.gov. 

2 “America’s Largest Private Companies,” Forbes, 2008. 
3 www.deloitte.com. 

4" America’s Largest Private Companies,” Forbes, 2008. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 _ Discuss the advantages and 
disadvantages of the part- 
nership versus the corporate 
form of business. 


LO2 _ Describe the purpose of 
the articles of partnership 
and list specific items that 
should be included in this 
agreement. 


LO3 ‘Prepare the journal entry to 
record the initial capital in- 
vestment made by a partner. 


LO4 _Use both the bonus method 
and the goodwill method to 
record a partner's capital 
investment. 


LO5 ~—_ Understand the impact that 
the allocation of partnership 
income has on the partners’ 
individual capital balances. 


LO6~ = Allocate income to partners 
when interest and/or salary 
factors are included. 


LO7 __ Discuss the meaning of part- 
nership dissolution and un- 
derstand that a dissolution 
will often have little or no 
effect on the operations of 
the partnership business. 


LO8 Prepare journal entries to 
record the acquisition by a 
new partner of either all or 
a portion of a current part- 
ner’s interest. 


LO9 Prepare journal entries to 
record a new partner's 
admission by a contribution 
made directly to the 
partnership. 


LO10_ Prepare journal entries to 
record the withdrawal of a 
current partner. 
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PARTNERSHIPS—ADVANTAGES AND DISADVANTAGES 


LO1 


Discuss the advantages and dis- 
advantages of the partnership 
versus the corporate form of 
business. 


The popularity of partnerships derives from several advantages inherent to this type of orga- 
nization. An analysis of these attributes explains why nearly 3.6 million enterprises in the 
United States are partnerships rather than corporations. 

One of the most common motives is the ease of formation. Only an oral agreement is nec- 
essary to create a legally binding partnership. In contrast, depending on specific state laws, 
incorporation requires filing a formal application and completing various other forms and 
documents. Operators of small businesses may find the convenience and reduced cost in- 
volved in creating a partnership to be an especially appealing characteristic. As the American 
Bar Association noted: 


The principal advantage of partnerships is the ability to make virtually any arrangements defin- 
ing their relationship to each other that the partners desire. There is no necessity, as there is in a 
corporation, to have the ownership interest in capital and profits proportionate to the investment 
made; and losses can be allocated on a different basis from profits. It is also generally much eas- 
ier to achieve a desirable format for control of the business in a partnership than in a corpora- 
tion, since the control of a corporation, which is based on ownership of voting stock, is much 
more difficult to alter. 

Partnerships are taxed on a conduit or flow-through basis under subchapter K of the Internal 
Revenue Code. This means that the partnership itself does not pay any taxes. Instead the net in- 
come and various deductions and tax credits from the partnership are passed through to the part- 
ners based on their respective percentage interest in the profits and losses of the partnership, and 
the partners include the income and deductions in their individual tax returns.* 


Thus, partnership revenue and expense items (as defined by the tax laws) must be assigned 
directly each year to the individual partners who pay the income taxes. Passing income bal- 
ances through to the partners in this manner avoids double taxation of the profits that are 
earned by a business and then distributed to its owners. A corporation’s income is taxed twice: 
when earned and again when conveyed as a dividend. A partnership’s income is taxed only at 
the time that the business initially earns it. 

For example, assume that a business earns $100. After paying any income taxes, the re- 
mainder is immediately conveyed to its owners. An income tax rate of 30 percent is assumed for 
both individuals and corporations. Corporate dividends paid to owners, however, are taxed at a 
15 percent rate.° As the following table shows, if this business is a partnership rather than a cor- 
poration, the owners have $10.50 more expendable income, which is 10.5 percent of the busi- 
ness income. Although significant in amount, this difference narrows as tax rates are lowered. 


Partnership Corporation 
Income before income taxes ..........00 0.00000. $100.00 $100.00 
Income taxes paid by business (30%) ..............00. —0- (30.00) 
Income distributed to owners ...............00-0000% $100.00 $ 70.00 
Income taxes paid by owners* ................2..05. (30.00) (10.50) 
Expendable income ...............00 0000 e eee eee $ 70.00 $ 59.50 


* 30% assumed rate on ordinary income. 
15% assumed rate on dividend income. 


Historically, a second tax advantage has long been associated with partnerships. Because 
income is taxable to the partners as the business earns it, any operating losses can be used to 
reduce their personal taxable income directly. In contrast, a corporation is viewed as legally 
separate from its owners, so losses cannot be passed through to them. A corporation has the 
ability to carry back any net operating losses and reduce previously taxed income (usually for 


> American Bar Association, Family Legal Guide, 3rd ed. (New York: Random House Reference, 2004). 


© The Tax Increase Prevention and Reconciliation Act of 2005 limits the top tax rate on both dividend income 
and capital gains to 15 percent through 2010. 
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the two prior years) and carry forward remaining losses to decrease future taxable income 
(for up to 20 years). However, if a corporation is newly formed or has not been profitable, op- 
erating losses provide no immediate benefit to a corporation or its owners as losses do for a 
partnership. 

The tax advantage of deducting partnership losses is limited however. For tax purposes, 
ownership of a partnership is labeled as a passive activity unless the partner materially partic- 
ipates in the actual business activities. Passive activity losses thus serve only to offset other 
passive activity profits. In most cases, these partnership losses cannot be used to reduce 
earned income such as salaries. Thus, unless a taxpayer has significant passive activity income 
(from rents, for example), losses reported by a partnership create little or no tax advantage un- 
less the partner materially participates in the actual business activity. 

The partnership form of business also has certain significant disadvantages. Perhaps the 
most severe problem is the unlimited liability that each partner automatically incurs. Partner- 
ship law specifies that any partner can be held personally liable for all debts of the business. 
The potential risk is especially significant when coupled with the concept of mutual agency. 
This legal term refers to the right that each partner has to incur liabilities in the name of the 
partnership. Consequently, partners acting within the normal scope of the business have the 
power to obligate the company for any amount. If the partnership fails to pay these debts, cred- 
itors can seek satisfactory remuneration from any partner that they choose. 

Such legal concepts as unlimited liability and mutual agency describe partnership charac- 
teristics that have been defined and interpreted over a number of years. To provide consistent 
application across state lines in regard to these terms as well as many other legal aspects of a 
partnership, the Uniform Partnership Act (UPA) was created. This act, which was first pro- 
posed in 1914 (and revised in 1997), now has been adopted by all states in some form. It es- 
tablishes uniform standards in such areas as the nature of a partnership, the relationship of the 
partners to outside parties, and the dissolution of the partnership. For example, Section 6 of 
the act provides the most common legal definition of a partnership: “‘an association of two or 
more persons to carry on a business as co-owners for profit.” 


ALTERNATIVE LEGAL FORMS 


Because of the possible owner liability, partnerships often experience difficulty in attracting 
large amounts of capital. Potential partners frequently prefer to avoid the risk that is a basic 
characteristic of a partnership. However, the tax benefits of avoiding double taxation still pro- 
vide a strong pull toward the partnership form. Hence, in recent years, a number of alternative 
types of organizations have been developed. The availability of these legal forms depends on 
state laws as well as applicable tax laws. In each case, however, the purpose is to limit the own- 
ers’ personal liability while providing the tax benefits of a partnership.’ 


Subchapter S Corporation 


A Subchapter S Corporation (often referred to as an S corporation) is created as a corporation 
and, therefore, has all of the legal characteristics of that form.® According to the U.S. tax laws, 
if the corporation meets certain regulations, it will be taxed in virtually the same way as a part- 
nership. Thus, the Subchapter S corporation pays no income taxes although any income (and 
losses) pass directly through to the taxable income of the individual owners. This form avoids 
double taxation, and the owners do not face unlimited liability. To qualify, the business can 
have only one class of stock and is limited to 100 stockholders. All owners must be individu- 
als, estates, certain tax-exempt entities, or certain types of trusts. The most significant prob- 
lem associated with this business form is that its growth potential is limited because of the 
restriction on the number and type of owners. 


7 Many factors should be considered in choosing a specific legal form for an organization. The information 
shown here is merely an overview. For more information, consult a tax guide or a business law textbook. 

8 Unless a corporation qualifies as a Subchapter S corporation or some other legal variation, it is referred to 
as a Subchapter C corporation. Therefore, a vast majority of all businesses are C corporations. 
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Limited Partnership (LPs) 


A limited partnership is a type of investment designed primarily for individuals who want the 
tax benefits of a partnership but who do not wish to work in a partnership or have unlimited 
liability. In such organizations, a number of limited partners invest money as owners but are 
not allowed to participate in the company’s management. These partners can still incur a loss 
on their investment, but the amount is restricted to what has been contributed. To protect the 
creditors of a limited partnership, one or more general partners must be designated to assume 
responsibility for all obligations created in the name of the business. 

Buckeye Partners, L.P. (with annual revenues of more than $1.8 billion), is an example of a 
limited partnership that trades on the New York Stock Exchange. Buckeye’s December 31, 
2008, balance sheet reported capital of $1.2 billion for its limited partners. 

Many limited partnerships were originally formed as tax shelters to create immediate losses 
(to reduce the taxable income of the partners) with profits spread out into the future. As men- 
tioned earlier, tax laws limit the deduction of passive activity losses, and this significantly 
reduced the formation of limited partnerships. 


Limited Liability Partnerships (LLPs) 


The limited liability partnership has most of the characteristics of a general partnership except 
that it significantly reduces the partners’ liability. Partners may lose their investment in the 
business and are responsible for the contractual debts of the business. The advantage here is 
created in connection with any liability resulting from damages. In such cases, the partners are 
responsible for only their own acts or omissions plus the acts and omissions of individuals un- 
der their supervision. 

As Section 306(c) of the Uniform Partnership Act notes 


An obligation of a partnership incurred while the partnership is a limited liability partnership, 
whether arising in contract, tort, or otherwise, is solely the obligation of the partnership. A partner 
is not personally liable, directly or indirectly, by way of contribution or otherwise, for such an 
obligation solely by reason of being or so acting as a partner. 


Thus, a partner in the Houston office of a public accounting firm would probably not be held 
liable for a poor audit performed by that firm’s San Francisco office. Not surprisingly, limited 
liability partnerships have become very popular with professional service organizations that 
have multiple offices. For example, all of the four largest accounting firms are LLPs. 


Limited Liability Companies (LLCs) 

The limited liability company is a new type of organization in the United States although it has 
long been used in Europe and other areas of the world. It is classified as a partnership for tax 
purposes. However, depending on state laws, the owners risk only their own investments. In 
contrast to a Subchapter S corporation, the number of owners is not usually restricted so that 
growth is easier to accomplish. 


PARTNERSHIP ACCOUNTING—CAPITAL ACCOUNTS 


Despite legal distinctions, questions should be raised as to the need for an entirely separate 
study of partnership accounting: 


* Does an association of two or more persons require accounting procedures significantly 
different from those of a corporation? 


¢ Does proper accounting depend on the legal form of an organization? 


The answers to these questions are both yes and no. Accounting procedures are normally stan- 
dardized for assets, liabilities, revenues, and expenses regardless of the legal form of a busi- 
ness. Partnership accounting, though, does exhibit unique aspects that warrant study, but they 
lie primarily in the handling of the partners’ capital accounts. 

The stockholders’ equity accounts of a corporation do not correspond directly with the cap- 
ital balances found in a partnership’s financial records. The various equity accounts reported 


LO2 


Describe the purpose of the 
articles of partnership and list 
specific items that should be 
included in this agreement. 
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by an incorporated enterprise display a greater range of information. This characteristic re- 
flects the wide variety of equity transactions that can occur in a corporation as well as the in- 
fluence of state and federal laws. Government regulation has had enormous effect on the 
accounting for corporate equity transactions in that extensive disclosure is required to protect 
stockholders and other outside parties such as potential investors. 

To provide adequate information and to meet legal requirements, corporate accounting 
must provide details about numerous equity transactions and account balances. For example, 
the amount of a corporation’s paid-in capital is shown separately from earned capital and other 
comprehensive income; the par value of each class of stock is disclosed; treasury stock, stock 
options, stock dividends, and other capital transactions are reported based on prescribed ac- 
counting principles. 

In comparison, partnerships provide only a limited amount of equity disclosure primar- 
ily in the form of individual capital accounts that are accumulated for every partner or 
every class of partners. These balances measure each partner or group’s interest in the book 
value of the net assets of the business. Thus, the equity section of a partnership balance 
sheet is composed solely of capital accounts that can be affected by many different events: 
contributions from partners as well as distributions to them, earnings, and any other equity 
transactions. 

However, partnership accounting makes no differentiation between the various sources of 
ownership capital. Disclosing the composition of the partners’ capital balances has not been 
judged necessary because partnerships have historically tended to be small with equity trans- 
actions that were rarely complex. Additionally, absentee ownership is not common, a factor 
that minimizes both the need for government regulation and outside interest in detailed infor- 
mation about the capital balances. 


Articles of Partnership 


Because the demand for information about capital balances is limited, accounting principles 
specific to partnerships are based primarily on traditional approaches that have evolved over 
the years rather than on official pronouncements. These procedures attempt to mirror the rela- 
tionship between the partners and their business especially as defined by the partnership 
agreement. This legal covenant, which may be either oral or written, is often referred to as the 
articles of partnership and forms the central governance for a partnership’s operation. The fi- 
nancial arrangements spelled out in this contract establish guidelines for the various capital 
transactions. Therefore, the articles of partnership, rather than either laws or official rules, pro- 
vide much of the underlying basis for partnership accounting. 

Because the articles of partnership are a negotiated agreement that the partners create, 
an unlimited number of variations can be encountered in practice. Partners’ rights and re- 
sponsibilities frequently differ from business to business. Consequently, firms often hire 
accountants in an advisory capacity to participate in creating this document to ensure the 
equitable treatment of all parties. Although the articles of partnership may contain a num- 
ber of provisions, an explicit understanding should always be reached in regard to the 
following: 


e Name and address of each partner. 

¢ Business location. 

¢ Description of the nature of the business. 

¢ Rights and responsibilities of each partner. 

¢ Initial contribution to be made by each partner and the method to be used for valuation. 
¢ Specific method by which profits and losses are to be allocated. 

¢ Periodic withdrawal of assets by each partner. 

¢ Procedure for admitting new partners. 

¢ Method for arbitrating partnership disputes. 


¢ Life insurance provisions enabling remaining partners to acquire the interest of any de- 
ceased partner. 


¢ Method for settling a partner’s share in the business upon withdrawal, retirement, or death. 


Discussion Question 


LO3 


Prepare the journal entry 
to record the initial capital 
investment made by a partner. 
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WHAT KIND OF BUSINESS IS THIS? 


After graduating from college, Shelley Williams held several different jobs but found that 
she did not enjoy working for other people. Finally, she and Yvonne Hargrove, her college 
roommate, decided to start a business of their own. They rented a small building and 
opened a florist shop selling cut flowers such as roses and chrysanthemums that they 
bought from a local greenhouse. 

Williams and Hargrove agreed orally to share profits and losses equally, although they 
also decided to take no money from the operation for at least four months. No other 
arrangements were made, but the business did reasonably well and, after the first four 
months had passed, each began to draw out $500 in cash every week. 

At year-end, they took their financial records to a local accountant so that they could 
get their income tax returns completed. He informed them that they had been operating 
as a partnership and that they should draw up a formal articles of partnership agreement 
or consider incorporation or some other legal form of organization. They confessed that 
they had never really considered the issue and asked for his advice on the matter. 

What advice should the accountant give to these clients? 


Accounting for Capital Contributions 


Several types of capital transactions occur in a partnership: allocation of profits and losses, re- 
tirement of a current partner, admission of a new partner, and so on. The initial transaction, 
however, is the contribution the original partners make to begin the business. In the simplest 
situation, the partners invest only cash amounts. For example, assume that Carter and Green 
form a business to be operated as a partnership. Carter contributes $50,000 in cash and Green 
invests $20,000. The initial journal entry to record the creation of this partnership follows: 


GaSe er eyecare acenicae Meares cone wen gic totucnta th eee me ann eee 70,000 
(GAYA AIGELONUE|N lite leee eatharata cen ueneene aie ava. ela acacia aurun cota anaes aug eee 50,000 
Greens Capital yrs coe or ene oceans ey Se ners meena 20,000 
To record cash contributed to start new partnership. 


The assumption that only cash was invested avoids complications in this first illustration. 
Often, though, one or more of the partners transfers noncash assets such as inventory, land, 
equipment, or a building to the business. Although fair value is used to record these assets, a 
case could be developed for initially valuing any contributed asset at the partner’s current book 
value. According to the concept of unlimited liability (as well as present tax laws), a partner- 
ship does not exist as an entity apart from its owners. A logical extension of the idea is that the 
investment of an asset is not a transaction occurring between two independent parties such as 
would warrant revaluation. This contention holds that the semblance of an arm’s-length trans- 
action is necessary to justify a change in the book value of any account. 

Although retaining the recorded value for assets contributed to a partnership may seem rea- 
sonable, this method of valuation proves to be inequitable to any partner investing appreciated 
property. A $50,000 capital balance always results from a cash investment of that amount, but 
recording other assets depends entirely on the original book value. 

For example, should a partner who contributes a building having a recorded value of 
$18,000 but a fair value of $50,000 be credited with only an $18,000 interest in the partner- 
ship? Because $50,000 in cash and $50,000 in appreciated property are equivalent contribu- 
tions, a $32,000 difference in the partners’ capital balances cannot be justified. To prevent 
such inequities, each item transferred to a partnership is initially recorded for external report- 
ing purposes at current value.’ 


° For federal income tax purposes, the $18,000 book value is retained as the basis for this building, even 
after transfer to the partnership. Within the tax laws, no difference is seen between partners and their 
partnership so that no adjustment to fair value is warranted. 
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Requiring revaluation of contributed assets can, however, be advocated for reasons other 
than just the fair treatment of all partners. Despite some evidence to the contrary, a partnership 
can be viewed legitimately as an entity standing apart from its owners. As an example, a part- 
nership maintains legal ownership of its assets and (depending on state law) can initiate law- 
suits. For this reason, accounting practice traditionally has held that the contribution of assets 
(and liabilities) to a partnership is an exchange between two separately identifiable parties that 
should be recorded based on fair values. 

The determination of an appropriate valuation for each capital balance is more than just an 
accounting exercise. Over the life of a partnership, these figures serve in a number of impor- 
tant capacities: 


1. The totals in the individual capital accounts often influence the assignment of profits and 
losses to the partners. 

2. The capital account balance is usually one factor in determining the final distribution that 
will be received by a partner at the time of withdrawal or retirement. 

3. Ending capital balances indicate the allocation to be made of any assets that remain fol- 
lowing the liquidation of a partnership. 


To demonstrate, assume that Carter invests $50,000 in cash to begin the previously discussed 
partnership and Green contributes the following assets: 


Book Value 
to Green Fair Value 
Inventory $ 9,000 $10,000 
Land 14,000 11,000 
Building 32,000 46,000 
Totals $55,000 $67,000 


As an added factor, Green’s building is encumbered by a $23,600 mortgage that the partner- 
ship has agreed to assume. 

Green’s net investment is equal to $43,400 ($67,000 less $23,600). The following journal 
entry records the formation of the partnership created by these contributions: 


(GEENA eae eats caeee cach euatee ces. tunes ch Ari or cun uekearuaicees aes exci Bua aumeuniaeMaysanah cents 50,000 

UINVETITO RY eee ee ren cect tater ca cae aca ae Ceaser aryl at er rare nem ere Rann 10,000 

ET AC lee Oem als cumranernecale cory ent mn Ulniey ghee acl ft etait sha Bee cope aad Le Gaeta 11,000 

SHUT ol RY brarspertactnenerta wnt cceenenenus tech Conrc reset ty cee ce aeeeeay eee eer ae orem CE a 46,000 
MontgageRayab ler pears ct tec as cts esas reste ee Sree A 23,600 
GanternGapltall oeeancese ceo cnerara dati neor a eee Ccaaecresararaceanne 50,000 
Greene Gap italia wees ese mane meen Se ee rr gee 43,400 


To record properties contributed to start partnership. Assets and liabilities 
are recorded at fair value. 


We should make one additional point before leaving this illustration. Although having 
contributed inventory, land, and a building, Green holds no further right to these individ- 
ual assets; they now belong to the partnership. The $43,400 capital balance represents an 
ownership interest in the business as a whole but does not constitute a specific claim to any 
asset. Having transferred title to the partnership, Green has no more right to these assets 
than does Carter. 


Intangible Contributions 

In forming a partnership, the contributions made by one or more of the partners may go be- 
yond assets and liabilities. A doctor, for example, can bring a particular line of expertise to a 
partnership, and a practicing dentist might have already developed an established clientele. 
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These attributes, as well as many others, are frequently as valuable to a partnership as cash and 
fixed assets. Hence, formal accounting recognition of such special contributions may be ap- 
propriately included as a provision of any partnership agreement. 

To illustrate, assume that James and Joyce plan to open an advertising agency and decide 
to organize the endeavor as a partnership. James contributes cash of $70,000, and Joyce in- 
vests only $10,000. Joyce, however, is an accomplished graphic artist, a skill that is considered 
especially valuable to this business. Therefore, in producing the articles of partnership, the 
partners agree to start the business with equal capital balances. Often such decisions result 
only after long, and sometimes heated, negotiations. Because the value assigned to an intangi- 
ble contribution such as artistic talent is arbitrary at best, proper reporting depends on the part- 
ners’ ability to arrive at an equitable arrangement. 

In recording this agreement, James and Joyce have two options: (1) the bonus method and 
(2) the goodwill method. Each of these approaches achieves the desired result of establishing 
equal capital account balances. Recorded figures can vary significantly, however, depending 
on the procedure selected. Thus, the partners should reach an understanding prior to beginning 
business operations as to the method to be used. The accountant can help avoid conflicts by as- 
sisting the partners in evaluating the impact created by each of these alternatives. 


The Bonus Method The bonus method assumes that a specialization such as Joyce’s artistic 
abilities does not constitute a recordable partnership asset with a measurable cost. Hence, this 
approach recognizes only the assets that are physically transferred to the business (such as 
cash, patents, inventory). Although these contributions determine total partnership capital, the 
establishment of specific capital balances is viewed as an independent process based solely on 
the partners’ agreement. Because the initial equity figures result from negotiation, they do not 
need to correspond directly with the individual investments. 

James and Joyce have contributed a total of $80,000 in identifiable assets to their partner- 
ship and have decided on equal capital balances. According to the bonus method, this agree- 
ment is fulfilled simply by splitting the $80,000 capital evenly between the two partners. The 
following entry records the formation of this partnership under this assumption: 


NCES ees ao edt os MY oa Al BR eR MO he ie Mee aR ANY PER 80,000 
l ATINES Gap ital e eegee ee rere Pre er rears Seren ire Cue, a are ees 40,000 
OV Cera pital mer gee ocr ene Whee eee ee pe ene ce yaaa tere eg on eg ee ce 40,000 


To record cash contributions with bonus to Joyce because of artistic abilities. 


Joyce received a capital bonus here of $30,000 (the $40,000 recorded capital balance in 
excess of the $10,000 cash contribution) from James in recognition of the artistic abilities 
she brought into the business. 


The Goodwill Method The goodwill method is based on the assumption that an implied 
value can be calculated mathematically and recorded for any intangible contribution made by 
a partner. In the present illustration, Joyce invested $60,000 less cash than James but receives 
an equal amount of capital according to the partnership agreement. Proponents of the good- 
will method argue that Joyce’s artistic talent has an apparent value of $60,000, a figure that 
should be included as part of this partner’s capital investment. If not recorded, Joyce’s primary 
contribution to the business is ignored completely within the accounting records. 


CSAS hierar eae er een eee ee earcin Sart goa pg NeW nae AR Mee C rR Meg yc aan 80,000 

(Groloe ill INtumencutenats ta mine omer tantye Mrvcatra eh oateete yea tier imaimaree st aa 60,000 
JamesM@apitale eevee. hewitt rice Nera nuta el kore 70,000 
JOvceR@apitalimre ewe ten mente tee renee yay aero e ene ae 70,000 


To record cash contributions with goodwill attributed to Joyce in 
recognition of artistic abilities. 
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Comparison of Methods Both approaches achieve the intent of the partnership agreement: 
to record equal capital balances despite a difference in the partners’ cash contributions. The 
bonus method allocates the $80,000 invested capital according to the percentages designated 
by the partners, whereas the goodwill method capitalizes the implied value of Joyce’s intangi- 
ble contribution. 

Although nothing prohibits the use of either technique, the recognition of goodwill poses 
definite theoretical problems. In previous discussions of both the equity method (Chapter 1) 
and business combinations (Chapter 2), goodwill was recognized but only as a result of an ac- 
quisition made by the reporting entity. Consequently, this asset had a historical cost in the tra- 
ditional accounting sense. Partnership goodwill has no such cost; the business recognizes an 
asset even though no funds have been spent. 

The partnership of James and Joyce, for example, is able to record $60,000 in goodwill 
without any expenditure. Furthermore, the value attributed to this asset is based solely on a ne- 
gotiated agreement between the partners; the $60,000 balance has no objectively verifiable ba- 
sis. Thus, although partnership goodwill is sometimes encountered in actual practice, this 
“asset” should be viewed with a strong degree of professional skepticism. 


Additional Capital Contributions and Withdrawals 


Subsequent to forming a partnership, the owners may choose to contribute additional capital 
amounts during the life of the business. These investments can be made to stimulate expansion 
or to assist the business in overcoming working capital shortages or other problems. Regard- 
less of the reason, the contribution is again recorded as an increment in the partner’s capital ac- 
count based on fair value. For example, in the previous illustration, assume that James decides 
to invest another $5,000 cash in the partnership to help finance the purchase of new office fur- 
nishings. The partner’s capital account balance is immediately increased by this amount to re- 
flect the transfer to the partnership. 

The partners also may reverse this process by withdrawing assets from the business 
for their own personal use. For example, one partnership, Andersons, reported recently in its 
financial statements partner withdrawals of $1,759,072 for the year as well as increases in in- 
vested capital of $733,675. To protect the interests of the other partners, the articles of part- 
nership should clearly specify the amount and timing of such withdrawals. 

In many instances, the articles of partnership allow withdrawals on a regular periodic basis 
as a reward for ownership or as compensation for work performed for the business. Often 
such distributions are recorded initially in a separate drawing account that is closed into the 
individual partner’s capital account at year-end. Assume, for illustration purposes, that James 
and Joyce take out $1,200 and $1,500, respectively, from their business. The journal entry to 
record these payments is as follows: 


JFETIOVEy 4 BIEN efece men ts conv onan Geeta oes cuateveaet non eonbaee meee ns Caneel en aca a eens 1,200 
JOVECADTAWING) Ge ieecenn reac eee eae titices Cuan nCIC aR enInTeN nme see 1,500 
CGI RNs nce asy ee aa ols ee annie ive nek dnl eu Rucselewe See eNO Oe ath Slag el a aA eon ieee 2,700 


To record withdrawal of cash by partners. 


Larger amounts might also be withdrawn from a partnership on occasion. A partner may 
have a special need for money or just desire to reduce the basic investment that has been made 
in the business. Such transactions are usually sporadic occurrences and entail amounts signif- 
icantly higher than the partner’s periodic drawing. The articles of partnership may require prior 
approval by the other partners. 


Allocation of Income 


At the end of each fiscal period, partnership revenues and expenses are closed out, accompa- 
nied by an allocation of the resulting net income or loss to the partners’ capital accounts. Because 
a separate capital balance is maintained for each partner, a method must be devised for this as- 
signment of annual income. Because of the importance of the process, the articles of partner- 
ship should always stipulate the procedure the partners established. If no arrangement has been 
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HOW WILL THE PROFITS BE SPLIT? 


James J. Dewars has been the sole owner of a small CPA firm for the past 20 years. Now 
52 years old, Dewars is concerned about the continuation of his practice after he retires. 
He would like to begin taking more time off now although he wants to remain active in 
the firm for at least another 8 to 10 years. He has worked hard over the decades to build 
up the practice so that he presently makes a profit of $180,000 annually. 

Lewis Huffman has been working for Dewars for the past four years. He now earns 
a salary of $68,000 per year. He is a very dedicated employee who generally works 44 to 
60 hours per week. In the past, Dewars has been in charge of the larger, more profitable 
audit clients whereas Huffman, with less experience, worked with the smaller clients. Both 
Dewars and Huffman do some tax work although that segment of the business has never 
been emphasized. 

Sally Scriba has been employed for the past seven years with another CPA firm as a tax 
specialist. She has no auditing experience but has a great reputation in tax planning and 
preparation. She currently earns an annual salary of $80,000. 

Dewars, Huffman, and Scriba are negotiating the creation of a new CPA firm as a part- 
nership. Dewars plans to reduce his time in this firm although he will continue to work 
with many of the clients that he has served for the past two decades. Huffman will begin 
to take over some of the major audit jobs. Scriba will start to develop an extensive tax 
practice for the firm. 

Because of the changes in the firm, the three potential partners anticipate earning a 
total net income in the first year of operations of between $130,000 and $260,000. There- 
after, they hope that profits will increase at the rate of 10 to 20 percent annually for the 
next five years or so. 

How should this new partnership allocate its future net income among these partners? 


specified, state partnership law normally holds that all partners receive an equal allocation of any 
income or loss earned by the business. If the partnership agreement specifies only the division 
of profits, then losses must be divided in the same manner as directed for profit allocation. 

An allocation pattern can be extremely important to the success of an organization because 
it can help emphasize and reward outstanding performance. 


The goal of a partner compensation plan is to inspire each principal’s most profitable performance— 
and make a firm grow. When a CPA firm’s success depends on partner contributions other than 
accounting expertise—such as bringing in business, developing a specialty or being a good 
manager—its compensation plan has to encourage those qualities, for both fairness and firm health.'° 


Actual procedures for allocating profits and losses can range from the simple to the elaborate. 


Our system is as follows: a base draw to all partners, which grows over an eight-year period from 
0.63x to a maximum of x, to which is added a 7 percent return on our accrual capital and our 
intangible capital. (Intangible capital is defined as the goodwill of the firm valued at 75 percent 
of gross revenues.) A separate pool of funds (about 20 percent of our compensation) is reserved 
for the performance pool. Each partner assesses how his or her goals helped firm goals for the 
year, reviews the other partners’ assessment reports and then prepares an allocation schedule. 
Bonus pool shares are based on a group vote.!! 


Partnerships can avoid all complications by assigning net income on an equal basis among 
all partners. Other organizations attempt to devise plans that reward such factors as the exper- 
tise of the individuals, number of years with the organization, or the amount of time that each 
works. Some agreements also consider the capital invested in the business as an element that 
should be recognized within the allocation process. 

As an initial illustration, assume that Tinker, Evers, and Chance form a partnership by in- 
vesting cash of $120,000, $90,000, and $75,000, respectively. The articles of partnership 


10 Michael Hayes, “Pay for Performance,” Journal of Accountancy, June 2002, p. 24. 
11 Richard Kretz, “You Want to Minimize the Pain,” Journal of Accountancy, June 2002, p. 28. 
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agreement specifies that Evers will be allotted 40 percent of all profits and losses because of 
previous business experience. Tinker and Chance are to divide the remaining 60 percent 
equally. This agreement also stipulates that each partner is allowed to withdraw $10,000 in 
cash annually from the business. The amount of this withdrawal does not directly depend on 
the method utilized for income allocation. From an accounting perspective, the assignment of 
income and the setting of withdrawal limits are two separate decisions. 

At the end of the first year of operations, the partnership reports net income of $60,000. To 
reflect the changes made in the partners’ capital balances, the closing process consists of the 
following two journal entries. The assumption is made here that each partner has taken the 
allowed amount of drawing during the year. In addition, for convenience, all revenues and 
expenses already have been closed into the Income Summary account. 


ALIMKEra@apitalme a ertrae eae gone cones cy Ween Tormey a eine ae ea onan TOP ECeN 10,000 

Evers! Capital teresa ate creme art ery ere nee Sesame rere eee tes 10,000 

Ghancex Gapitallewer: te ecmra-a 5 ater trek r Bette hig et Ae bey Corer eee erties 10,000 
IMIMKETD raWithG ten eye eee eee er ere eee ees ney ne rere nae 10,000 
EVGrS% Drea win Gite ete oon eee eee eer nego oe acral Ty pone cme 10,000 
G@hianGes DrawilG tenets en terme warn ecg nce net wenn eer ren Uae eater 10,000 


To close out drawing accounts recording payments made to the 
three partners. 


INCOMeRS UMIMARVAtepete reeueey eet eee hasincores Home ieee ayeenea arn seats 60,000 
mimkers@apitali(SOo)itx meee cee ae crn an coe ea aipeae cog eno eve aout ae 18,000 
Eversm@apitall(A O96) dase pny: es enter Ura tree peur reer aetry rw 24,000 
Chances @apitali(3 0%) terse arene eee eer eye ee yen eee rren er aenes 18,000 


To allocate net income based on provisions of partnership agreement. 


Statement of Partners’ Capital 


Because a partnership does not separately disclose a retained earnings balance, the statement 
of retained earnings usually reported by a corporation is replaced by a statement of partners’ 
capital. The following financial statement is based on the data presented for the partnership of 
Tinker, Evers, and Chance. The changes made during the year in the individual capital ac- 
counts are outlined along with totals representing the partnership as a whole: 


TINKER, EVERS, AND CHANCE 
Statement of Partners’ Capital 
For Year Ending December 31, Year 1 


Tinker, Evers, Chance, 
Capital Capital Capital Totals 
Capital balances beginning of year .............. $120,000 $90,000 $75,000 $285,000 
Allocation of net income ...............0000005 18,000 24,000 18,000 60,000 
DraWiNGS i..csicns ee ee eae Oe RR eee ee ae (10,000) (10,000) (10,000) (30,000) 
Capital balances end of year ..............0... $128,000 $104,000 $83,000 $315,000 


Alternative Allocation Techniques—Example 1 


Assigning net income based on a ratio may be simple, but this approach is not necessarily eq- 
uitable to all partners. For example, assume that Tinker does not participate in the partnership’s 
operations but is the contributor of the highest amount of capital. Evers and Chance both work 
full-time in the business, but Evers has considerably more experience in this line of work. 
Under these circumstances, no single ratio is likely to reflect properly the various contri- 
butions made by each partner. Indeed, an unlimited number of alternative allocation plans 
could be devised in hope of achieving fair treatment for all parties. For example, because of 
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the different levels of capital investments, consideration should be given to including interest 
within the allocation process to reward the contributions. A compensation allowance is also a 
possibility, usually in an amount corresponding to the number of hours worked or the level of 
a partner’s business expertise. 

To demonstrate one possible option, assume that Tinker, Evers, and Chance begin their 
partnership based on the original facts except that they arrive at a more detailed method of al- 
locating profits and losses. After considerable negotiation, an articles of partnership agree- 
ment credits each partner annually for interest in an amount equal to 10 percent of that 
partner’s beginning capital balance for the year. Evers and Chance also will be allotted 
$15,000 each as a compensation allowance in recognition of their participation in daily oper- 
ations. Any remaining profit or loss will be split 4:3:3, with the largest share going to Evers 
because of the work experience that this partner brings to the business. As with any appropri- 
ate allocation, this pattern attempts to provide fair treatment for all three partners. 

Under this arrangement, the $60,000 net income earned by the partnership in the first year 
of operation would be prorated as follows. The sequential alignment of the various provisions 
is irrelevant except that the ratio, which is used to assign the remaining profit or loss, must be 
calculated last. 


Tinker Evers Chance Totals 
Interest (10% of 
beginning capital) ........ $12,000 $ 9,000 $ 7,500 $28,500 
Compensation allowance ... —0- 15,000 15,000 30,000 
Remaining income: 
$ 60,000 
(28,500) 
(30,000) 
G2 ABO? con se eee Geers en 450 (30%) 600 (40%) 450 (30%) 1,500 
TOtal§ > ec etecta die vats $12,450 $24,600 $22,950 $60,000 


For the Tinker, Evers, and Chance partnership, the allocations just calculated lead to the fol- 
lowing year-end closing entry: 


IMEOrMesS Winall a Vite terse eee rare ae ae neg Ae atersgeG Sree sues ergoaceee car te 60,000 
MiMKeraG@apitalleeewr ee eee eam awe hee nea ener een tren eee 12,450 
Eversi:Gapitalicw carmen beac teach ante nein maice ary cenceune 24,600 
G@hrancerGapitaltree rs cence see eer eae Nie ener tena 22,950 


To allocate income for the year to the individual partner’s capital accounts 
based on partnership agreement. 


Alternative Allocation Techniques—Example 2 
As the preceding illustration indicates, the assignment process is no more than a series of me- 
chanical steps reflecting the change in each partner’s capital balance resulting from the provi- 
sions of the partnership agreement. The number of different allocation procedures that could 
be employed is limited solely by the partners’ imagination. Although interest, compensation 
allowances, and various ratios are the predominant factors encountered in practice, other pos- 
sibilities exist. Therefore, another approach to the allocation process is presented to further 
illustrate some of the variations that can be utilized. A two-person partnership is used here 
to simplify the computations. 

Assume that Webber and Rice formed a partnership in 2005 to operate a bookstore. Webber 
contributed the initial capital, and Rice manages the business. With the assistance of their ac- 
countant, they wrote an articles of partnership agreement that contains the following provisions: 


1. Each partner is allowed to draw $1,000 in cash from the business every month. Any with- 
drawal in excess of that figure will be accounted for as a direct reduction to the partner’s 
capital balance. 
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2. Partnership profits and losses will be allocated each year according to the following plan: 


a. Each partner will earn 15 percent interest based on the monthly average capital balance 
for the year (calculated without regard for normal drawings or current income). 


b. As areward for operating the business, Rice is to receive credit for a bonus equal to 
20 percent of the year’s net income. However, no bonus is earned if the partnership 
reports a net loss. 


c. The two partners will divide any remaining profit or loss equally. 


Assume that Webber and Rice subsequently begin the year 2011 with capital balances of 
$150,000 and $30,000, respectively. On April 1 of that year, Webber invests an additional 
$8,000 cash in the business, and on July 1, Rice withdraws $6,000 in excess of the specified 
drawing allowance. Assume further that the partnership reports income of $30,000 for 2011. 

Because the interest factor established in this allocation plan is based on a monthly average 
figure, the specific amount to be credited to each partner is determined by means of a prelim- 
inary calculation: 


Webber—Interest Allocation 
Beginning balance: $150,000 x 3 months = $ 450,000 


Balance, 4/1/11: $158,000 x 9 months = 1,422,000 

1,872,000 

x 2 

Monthly average capital balance....... 156,000 
Interest rate 0.20... ee. xX 15% 

Interest credited to Webber......... $ 23,400 


Rice—Interest Allocation 


Beginning balance: $30,000 < 6 months = $180,000 

Balance, 7/1/11: $24,000 X 6 months = 144,000 

324,000 

x 2 

Monthly average capital balance....... 27,000 
Interest Tate 4. daria dadac ve be ewag xX 15% 

Interest credited to Rice. ........... $ 4,050 


Following this initial computation, the actual income assignment can proceed according to 
the provisions specified in the articles of partnership. The stipulations drawn by Webber and 
Rice must be followed exactly, even though the business’s $30,000 profit in 2011 is not suffi- 
cient to cover both the interest and the bonus. Income allocation is a mechanical process that 
should always be carried out as stated in the articles of partnership without regard to the spe- 
cific level of income or loss. 

Based on the plan that was created, Webber’s capital increases by $21,675 during 2011 but 
Rice’s account increases by only $8,325: 


Webber Rice Totals 
Interest (above) ................0000. $23,400 $ 4,050 $27,450 
Bonus (20% X $30,000) .............. —0- 6,000 6,000 
Remaining income (loss): 

$ 30,000 
(27,450) 
(6,000) 

$(32A50) ae aera d dae wats wade 4.0 (1,725) (50%) (1,725) (50%) (3,450) 


Totals 2.0... 2. eee eee $21,675 $ 8,325 $30,000 
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ACCOUNTING FOR PARTNERSHIP DISSOLUTION 
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Many partnerships limit capital transactions almost exclusively to contributions, drawings, and 
profit and loss allocations. Normally, though, over any extended period, changes in the mem- 
bers who make up a partnership occur. Employees may be promoted into the partnership or 
new owners brought in from outside the organization to add capital or expertise to the busi- 
ness. Current partners eventually retire, die, or simply elect to leave the partnership. Large 
operations may even experience such changes on a routine basis. 

Regardless of the nature or the frequency of the event, any alteration in the specific in- 
dividuals composing a partnership automatically leads to legal dissolution. In many in- 
stances, the breakup is merely a prerequisite to the formation of a new partnership. For 
example, if Abernethy and Chapman decide to allow Miller to become a partner in their 
business, the legally recognized partnership of Abernethy and Chapman has to be dissolved 
first. The business property as well as the right to future profits can then be conveyed to the 
newly formed partnership of Abernethy, Chapman, and Miller. The change is a legal one. 
Actual operations of the business would probably continue unimpeded by this alteration in 
ownership. 

Conversely, should the partners so choose, dissolution can be a preliminary step in the ter- 
mination and liquidation of the business. The death of a partner, lack of sufficient profits, or 
internal management differences can lead the partners to break up the partnership business. 
Under this circumstance, the partnership sells properties, pays debts, and distributes any re- 
maining assets to the individual partners. Thus, in liquidations (which are analyzed in detail in 
the next chapter), both the partnership and the business cease to exist. 


Dissolution—Admission of a New Partner 


One of the most prevalent changes in the makeup of a partnership is the addition of a new part- 
ner. An employee may have worked for years to gain this opportunity, or a prospective partner 
might offer the new investment capital or business experience necessary for future business 
success. An individual can gain admittance to a partnership in one of two ways: (1) by pur- 
chasing an ownership interest from a current partner or (2) by contributing assets directly to 
the business. 

In recording either type of transaction, the accountant has the option, once again, to retain 
the book value of all partnership assets and liabilities (as exemplified by the bonus method) or 
revalue these accounts to their present fair values (the goodwill method). The decision as to a 
theoretical preference between the bonus and goodwill methods hinges on one single question: 
Should the dissolved partnership and the newly formed partnership be viewed as two separate 
reporting entities? 

If the new partnership is merely an extension of the old, no basis exists for restatement. The 
transfer of ownership is a change only in a legal sense and has no direct impact on business as- 
sets and liabilities. However, if the continuation of the business represents a legitimate trans- 
fer of property from one partnership to another, revaluation of all accounts and recognition of 
goodwill can be justified. 

Because both approaches are encountered in practice, this textbook presents each. How- 
ever, the concerns previously discussed in connection with partnership goodwill still exist: 
Recognition is not based on historical cost and no objective verification of the capitalized 
amount can be made. One alternative revaluation approach that attempts to circumvent the 
problems involved with partnership goodwill has been devised. This hybrid method revalues 
all partnership assets and liabilities to fair value without making any corresponding recogni- 
tion of goodwill. 


Admission through Purchase of a Current Interest 

As mentioned, one method of gaining admittance to a partnership is by the purchase of a cur- 
rent interest. One or more partners can choose to sell their portion of the business to an out- 
side party. This type of transaction is most common in operations that rely primarily on 
monetary capital rather than on the business expertise of the partners. 
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In making a transfer of ownership, a partner can actually convey only three rights: 


1. The right of co-ownership in the business property. This right justifies the partner’s periodic 
drawings from the business as well as the distribution settlement paid at liquidation or at 
the time of a partner’s withdrawal. 


2. The right to share in profits and losses as specified in the articles of partnership. 
3. The right to participate in the management of the business. 


Unless restricted by the articles of partnership, every partner has the power to sell or assign 
the first two of these rights at any time. Their transfer poses no threat of financial harm to the 
remaining partners. In contrast, partnership law states that the right to participate in the man- 
agement of the business can be conveyed only with the consent of all partners. This particular 
right is considered essential to the future earning power of the enterprise as well as the main- 
tenance of business assets. Therefore, current partners are protected from the intrusion of par- 
ties who might be considered detrimental to the management of the company. 

As an illustration, assume that Scott, Thompson, and York formed a partnership several 
years ago. Subsequently, York decides to leave the partnership and offers to sell his interest to 
Morgan. Although York may transfer the right of property ownership as well as the specified 
share of future profits and losses, the partnership does not automatically admit Morgan. York 
legally remains a partner until such time as both Scott and Thompson agree to allow Morgan 
to participate in the management of the business. 

To demonstrate the accounting procedures applicable to the transfer of a partnership inter- 
est, assume that the following information is available relating to the partnership of Scott, 
Thompson, and York: 


Partner Capital Balance Profit and Loss Ratio 
SGOU sept dten a ae eet des dost $ 50,000 20% 
Thompson .............-. 30,000 50 
NOUK xl sidbecleccs adeertietd desist stint 20,000 30 

Total capital ............ $100,000 


As often happens, the relationship of the capital accounts to one another does not corre- 
spond with the partners’ profit and loss ratio. Capital balances are historical cost figures. They 
result from contributions and withdrawals made throughout the life of the business as well as 
from the allocation of partnership income. Therefore, any correlation between a partner’s 
recorded capital at a particular point in time and the profit and loss percentage would proba- 
bly be coincidental. Scott, for example, has 50 percent of the current partnership capital 
($50,000/$100,000) but is entitled to only a 20 percent allocation of income. 

Instead of York selling his interest to Morgan, assume that each of these three partners 
elects to transfer a 20 percent interest to Morgan for a total payment of $30,000. According to 
the sales contract, the money is to be paid directly to the owners. 

One approach to recording this transaction is that, because Morgan’s purchase is carried out 
between the individual parties, the acquisition has no impact on the assets and liabilities the 
partnership holds. Because the business is not involved directly, the transfer of ownership 
requires a simple capital reclassification without any accompanying revaluation. Book value 
is retained. This approach is similar to the bonus method; only a legal change in ownership is 
occurring so that revaluation of neither assets or liabilities nor goodwill is appropriate. 


Book Value Approach 


Selouiy, Cajoivall (AOS or calolhiall lWeIEMES) oooncccacaancuuceoseacercscue 10,000 
Thompsons @apitalh(ZOlo) Mergen css eerste eran ere ey meee 6,000 
Ore Gap ita ll (OS/c) mtene weet erst enol varie eae ree unmet Saree reer hers 4,000 
ene, Calatiel (0% GHUCEl) coeeaccscavesovoangcusuneduene 20,000 


To reclassify capital to reflect Morgan’s acquisition. Money is paid 
directly to partners. 
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An alternative for recording Morgan’s acquisition relies on a different perspective of the 
new partner’s admission. Legally, the partnership of Scott, Thompson, and York is transferring 
all assets and liabilities to the partnership of Scott, Thompson, York, and Morgan. Therefore, 
according to the logic underlying the goodwill method, a transaction is occurring between two 
separate reporting entities, an event that necessitates the complete revaluation of all assets and 
liabilities. 

Because Morgan is paying $30,000 for a 20 percent interest in the partnership, the im- 
plied value of the business as a whole is $150,000 ($30,000/20%). However, the book 
value is only $100,000; thus, a $50,000 upward revaluation is indicated. This adjustment is 
reflected by restating specific partnership asset and liability accounts to fair value with any 
remaining balance recorded as goodwill. After the implied value of the partnership is 
established, the reclassification of ownership can be recorded based on the new capital 
balances. 


Goodwill (Revaluation) Approach 


Goochwill (Or SoA ACCOUNTS) oo coc cnucusocusncvunscocesudscucus 50,000 
Seon, Cael (2O% Ci ceochWilll) 22.cnsceanncenenancacnepaneae 10,000 
MhonmpsomeGapitall(S0%c) sees eee peers eter tee ewe enone eee 25,000 
One Gapitall(3 096) eames seman ete rs ay were eyes rca nana ree rae 15,000 


To recognize goodwill and revaluation of assets and liabilities based on 
value of business implied by size of Morgan's purchase price. 


Scott, Capital (20% of new capital balance) .....................00. 12,000 
MhompsoneGapitalk(2 Ol) eeu swys nearer rmety eaten ener en mere 11,000 
NOK Ga Dita li(2 0 So) seen eerste, eters nN Cem rar ein ee aren ere ee 7,000 
Morgane @apitall(2Oorotimews total) eeeaerrnne pees eer rete 30,000 
To reclassify capital to reflect Morgan's acquisition. Money is paid directly 
to partners. 


As this entry indicates, the $50,000 revaluation is credited to the original partners based 
on the profit and loss ratio rather than on their percentages of capital. Recognition of good- 
will (or an increase in the book value of specific accounts) indicates that unrecorded gains 
have accrued to the business during the previous years of operation. Therefore, the equitable 
treatment is to allocate this increment among the partners according to their profit and loss 
percentages. 


Admission by a Contribution Made to the Partnership 

Entrance into a partnership is not limited solely to the purchase of a current partner’s in- 
terest. An outsider may be admitted to the ownership by contributing cash or other assets 
directly to the business rather than to the partners. For example, assume that King and 
Wilson maintain a partnership and presently report capital balances of $80,000 and 
$20,000, respectively. According to the articles of partnership, King is entitled to 60 percent 
of all profits and losses with the remaining 40 percent credited each year to Wilson. By 
agreement of the partners, Goldman is allowed to enter the partnership for a payment of 
$20,000 with this money going into the business. Based on negotiations that preceded the 
acquisition, all parties have agreed that Goldman receives an initial 10 percent interest in 
partnership property. 


Bonus Credited to Original Partners The bonus (or no revaluation) method maintains the 
same recorded value for all partnership assets and liabilities despite Goldman’s admittance. 
The capital balance for this new partner is simply set at the appropriate 10 percent level based 
on the total book value of the partnership after the payment is recorded. Because $20,000 is 
invested, total reported capital increases to $120,000. Thus, Goldman’s 10 percent interest is 
computed as $12,000. The $8,000 difference between the amount contributed and this allotted 
capital balance is viewed as a bonus. Because Goldman is willing to accept a capital balance 
that is less than his investment, this bonus is attributed to the original partners (again based 
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on their profit and loss ratio). As a result of the nature of the transaction, no need exists to 
recognize goodwill or revalue any of the assets or liabilities. 


LCI tar aati piv cee Rearree Ar eles Da cane die Aa neil rca Re ee Ue ar eae 20,000 
Goldman, Capital (10% of total capital) ........................ 12,000 
Line}, Caloniall (O96 Orr NOMS) soca wcuncecascaneousonnwoveoegan 4,800 
Whisomn, Cajoniell (OG Ci IKONS) 2ccca5s0cceeceecuseseeceesndes 3,200 


To record Goldman's entrance into partnership with $8,000 extra payment 
recorded as a bonus to the original partners. 


Goodwill Credited to Original Partners The goodwill method views Goldman’s payment as 
evidence that the partnership as a whole possesses an actual value of $200,000 ($20,000/10%). 
Because, even with the new partner’s investment, only $120,000 in net assets is reported, a 
valuation adjustment of $80,000 is implied.'* Over the previous years, unrecorded gains have 
apparently accrued to the business. This $80,000 figure might reflect the need to revalue spe- 
cific accounts such as inventory or equipment, although the entire amount, or some portion of 
it, may simply be recorded as goodwill. 


(Gororchwilll (OP Saeciile ACCOMM) socccccosedocusgnaveuacceraboducns 80,000 
Kaine), Ceyettiall (GO% Grr Gorell) os on aoe soavasnconceopongousea 48,000 
Wilsomu@apitalli(4O0c) ttre sue cecte eect co rw ruee cele ty eect ree ee 32,000 
To recognize goodwill based on Goldman's purchase price. 
(CET ee hatte Ni API ode Bae eine Rene Au ah Mae nang ae eel Tt Ae a 20,000 
GoldmansGapitaleeyeuas enter ricer ae eri ent rete reer 20,000 


To record Goldman's admission into partnership. 


Comparison of Bonus Method and Goodwill Method Completely different capital balances 
as well as asset and liability figures result from these two approaches. In both cases, however, 
the new partner is credited with the appropriate 10 percent of total partnership capital. 


Bonus Method Goodwill Method 


Assets less liabilities (as reported) ............... $100,000 $100,000 
Goldman’s contribution .................20000. 20,000 20,000 
GOOUWIIl 6 tas. ce cea ee wea acer Wed nae Se Oe —0- 80,000 
WO tal -o.¥3) seu ved ted Sie Me bal S ABE Gnd oh we Oa dhe wed $120,000 $200,000 
Goldman's capital... 0.0... eee $ 12,000 $ 20,000 


Because Goldman contributed an amount more than 10 percent of the partnership’s result- 
ing book value, this business is perceived as being worth more than the recorded accounts in- 
dicate. Therefore, the bonus in the first instance and the goodwill in the second were both 
assumed as accruing to the two original partners. Such a presumption is not unusual in an es- 
tablished business, especially if profitable operations have developed over a number of years. 


Hybrid Method of Recording Admission of New Partner One other approach to Goldman’s 
admission can be devised. Assume that the assets and liabilities of the King and Wilson part- 
nership have a book value of $100,000 as stated earlier. Also assume that a piece of land held 
by the business is actually worth $30,000 more than its currently recorded book value. Thus, 
the identifiable assets of the partnership are worth $130,000. Goldman pays $20,000 for a 
10 percent interest. 


12 In this example, because $20,000 is invested in the business, total capital to be used in the goodwill 
computation has increased to $120,000. If, as in the previous illustration, payment had been made directly 
to the partners, the original capital of $100,000 is retained in determining goodwill. 
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In this approach, the identifiable assets (such as land) are revalued but no goodwill is 
recognized. 


LBF=T AVG [POs oc RO keg Mi edonts allie My le Opa, Sees Psd PNB Mee me 2 RA 8 a A Ta MS 30,000 
KingeG@apitall(GO2crotsrevalliatiomn) marie rrr ern irr nnn 18,000 
Wilsomn @apitall(4 026) seen bute ny rate conte trea esie toy Oe caeeuec gery aa 12,000 

To record current fair value of land in preparation for admission of new 
partner. 


The admission of Goldman and the payment of $20,000 bring the total capital balance to 
$150,000. Because Goldman is acquiring a 10 percent interest, a capital balance of $15,000 is 
recorded. The extra $5,000 payment ($20,000 — $15,000) is attributed as a bonus to the orig- 
inal partners. In this way, asset revaluation and a capital bonus are both used to align the 
accounts. 


SIN oer pare Carer an Rae are ree een a 20,000 
Goldman, Capital (10% of total capital) ........................ 15,000 
Kine), Cajoniall (S06 OF ISOS) o2scccccesscctsoeuesesoeuueesen 3,000 
Wilko, Cejaiiall COS OF ISeMWS) 2oococuncctnaedsoeneooeneunace 2,000 


To record entrance of Goldman into partnership and bonus assigned to 
original partners. 


Bonus or Goodwill Credited to New Partner As previously discussed, Goldman also may be 
contributing some attribute other than tangible assets to this partnership. Therefore, the arti- 
cles of partnership may be written to credit the new partner, rather than the original partners, 
with either a bonus or goodwill. Because of an excellent professional reputation, valuable 
business contacts, or myriad other possible factors, Goldman might be able to negotiate a be- 
ginning capital balance in excess of the $20,000 cash contribution. This same circumstance 
may also result if the business is desperate for new capital and is willing to offer favorable 
terms as an enticement to the potential partner. 

To illustrate, assume that Goldman receives a 20 percent interest in the partnership (rather 
than the originally stated 10 percent) in exchange for the $20,000 cash investment. The spe- 
cific rationale for the higher ownership percentage need not be identified. 

The bonus method sets Goldman’s initial capital at $24,000 (20 percent of the $120,000 
book value). To achieve this balance, a capital bonus of $4,000 must be credited to Goldman 
and taken from the present partners: 


ASIN eae ees ue eC payee Se le ces ee a nncene, 20,000 

Mine, Cefsitell (GOV GDOMMS) ooccocodocotenaevncenpocaudogneenaos 2,400 

Walston, (Ceyoniivel| (AOS ri NOVAS) oon cco unenoe eed soueneneceduadaces 1,600 
GoldimaneG@apitalevares-we oy aeae a mere an wr eernent nr aera 24,000 


To record Goldman's entrance into partnership with reduced payment 
reported as a bonus from original partners. 


If goodwill rather than a bonus is attributed to the entering partner, a mathematical problem 
arises in determining the implicit value of the business as a whole. In the current illustration, 
Goldman paid $20,000 for a 20 percent interest. Therefore, the value of the company is calcu- 
lated as only $100,000 ($20,000/20%), a figure that is less than the $120,000 in net assets re- 
ported after the new contribution. Negative goodwill appears to exist. One possibility is that 
individual partnership assets are overvalued and require reduction. As an alternative, the cash 


Prepare journal entries to 
record the withdrawal of a 
current partner. 
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contribution might not be an accurate representation of the new partner’s investment. Goldman 
could be bringing an intangible contribution (goodwill) to the business along with the $20,000. 
This additional amount must be determined algebraically: 


Goldman’s capital = 20 percent of partnership capital 
Therefore: 


$20,000 + Goodwill = 0.20 ($100,000 + $20,000 + Goodwill) 
$20,000 + Goodwill = $20,000 + $4,000 + 0.20 Goodwill 
0.80 Goodwill = $4,000 
Goodwill = $5,000 


If the partners determine that Goldman is, indeed, making an intangible contribution (a par- 
ticular skill, for example, or a loyal clientele), Goldman should be credited with a $25,000 
capital investment: $20,000 cash and $5,000 goodwill. When added to the original $100,000 
in net assets reported by the partnership, this contribution raises the total capital for the busi- 
ness to $125,000. As the articles of partnership specified, Goldman’s interest now represents 
a 20 percent share of the partnership ($25,000/$125,000). 

Recognizing $5,000 in goodwill has established the proper relationship between the new 
partner and the partnership. Therefore, the following journal entry reflects this transaction: 


GEIS A Se on secs cy Gane eos ee notvaneteaseal ort on emse atch ua os Mey ee Sent ad seu rENMen enema tea 20,000 
GOOCW IIe erence eae ert Snare tor non cement hun Gra anes ear er memtn 5,000 
Goldman-Gapitallten ws sae ee mar ey a eran ce eg n rr tn a er eens 25,000 


To record Goldman's entrance into partnership with goodwill attributed 
to this new partner. 


Dissolution—Withdrawal of a Partner 

Admission of a new partner is not the only method by which a partnership can undergo a 
change in composition. Over the life of the business, partners might leave the organization. 
Death or retirement can occur, or a partner may simply elect to withdraw from the partnership. 
The articles of partnership also can allow for the expulsion of a partner under certain condi- 
tions. Again, any change in membership legally dissolves the partnership, although its opera- 
tions usually continue uninterrupted under the remaining partners’ ownership. 

Regardless of the reason for dissolution, some method of establishing an equitable settle- 
ment of the withdrawing partner’s interest in the business is necessary. Often, the partner (or 
the partner’s estate) may simply sell the interest to an outside party, with approval, or to one or 
more of the remaining partners. As an alternative, the business can distribute cash or other as- 
sets as a means of settling a partner’s right of co-ownership. Consequently, many partnerships 
hold life insurance policies solely to provide adequate cash to liquidate a partner’s interest 
upon death. 

Whether death or some other reason caused the withdrawal, a final distribution will not 
necessarily equal the book value of the partner’s capital account. A capital balance is only a 
recording of historical transactions and rarely represents the true value inherent in a business. 
Instead, payment is frequently based on the value of the partner’s interest as ascertained by 
either negotiation or appraisal. Because a settlement determination can be derived in many 
ways, the articles of partnership should contain exact provisions regulating this procedure. 

The withdrawal of an individual partner and the resulting distribution of partnership prop- 
erty can, as before, be accounted for by either the bonus (no revaluation) method or the good- 
will (revaluation) method. Again, a hybrid option is also available. 

As in earlier illustrations, if a bonus is recorded, the amount can be attributed to either of 
the parties involved: the withdrawing partner or the remaining partners. Conversely, any reval- 
uation of partnership property (as well as the establishment of a goodwill balance) is allocated 
among all partners to recognize possible unrecorded gains.The hybrid approach restates assets 
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and liabilities to fair value but does not record goodwill. This last alternative reflects the legal 
change in ownership but avoids the theoretical problems associated with partnership goodwill. 


Accounting for the Withdrawal of a Partner—Illustration 

To demonstrate the various approaches that can be taken to account for a partner’s withdrawal, 
assume that the partnership of Duncan, Smith, and Windsor has existed for a number of years. 
At the present time, the partners have the following capital balances as well as the indicated 
profit and loss percentages: 


Capital Profit and 
Partner Balance Loss Ratio 
Duncan .......... 0c eee e cence $ 70,000 50% 
SMUG: acon YES wy oh vwe Adbade tlds 20,000 30 
Windsor ............000...0002 10,000 20 
Total capital... 0.0.0... $100,000 


Windsor decides to withdraw from the partnership, but Duncan and Smith plan to continue 
operating the business. As per the original partnership agreement, a final settlement distribu- 
tion for any withdrawing partner is computed based on the following specified provisions: 


1. An independent expert will appraise the business to determine its estimated fair value. 

2. Any individual who leaves the partnership will receive cash or other assets equal to that 
partner’s current capital balance after including an appropriate share of any adjustment 
indicated by the previous valuation. The allocation of unrecorded gains and losses is based 
on the normal profit and loss ratio. 


Following Windsor’s decision to withdraw from the partnership, its property is immediately 
appraised. Total fair value is estimated at $180,000, a figure $80,000 in excess of book value. 
According to this valuation, land held by the partnership is currently worth $50,000 more than 
its original cost. In addition, $30,000 in goodwill is attributed to the partnership based on its 
value as a going concern. Therefore, Windsor receives $26,000 on leaving the partnership: the 
original $10,000 capital balance plus a 20 percent share of this $80,000 increment. The 
amount of payment is not in dispute, but the method of recording the withdrawal is. 


Bonus Method Applied 


If the partnership used the bonus method to record this transaction, the extra $16,000 paid to 
Windsor is simply assigned as a decrease in the remaining partners’ capital accounts. Histori- 
cally, Duncan and Smith have been credited with 50 percent and 30 percent of all profits and 
losses, respectively. This same relative ratio is used now to allocate the reduction between 
these two remaining partners on a % and % basis: 


Bonus Method 


Windsor, Capital (to remove account balance) ....................... 10,000 
DuncanaGapitalisomexcess distribution) menwenetnn neers nen eer sere 10,000 
SKamhin), Ceol (Si Ges CISION) oo sus acasneauenoseuceesaecue 6,000 

REINS GUO een os, i AR ceil ier Wi 1S yeaa See OM gc Be Ray oN We DUR A 26,000 


To record Windsor's withdrawal with $16,000 excess distribution taken 
from remaining partners. 


Goodwill Method Applied 


This same transaction can also be accounted for by means of the goodwill (or revaluation) ap- 
proach. The appraisal indicates that land is undervalued on the partnership’s records by 
$50,000 and that goodwill of $30,000 has apparently accrued to the business over the years. 
The first of the following entries recognizes these valuations. This adjustment properly equates 
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Windsor’s capital balance with the $26,000 cash amount to be distributed. Windsor’s equity 
balance is merely removed in the second entry at the time of payment. 


Goodwill Method 


IEEE] 916 era eer tet) ener Renan erst arpa aa aie et ce gegte NU ce een meee er aie Ree ae 50,000 
CEKOrOTON TI] ta ds ae cuck'nt ate averceent a otra uavs oeapeceeten Meo es ray ota anaes ue reunNneua nmtce aaa a 30,000 
DuncanrGapitall (GO96) eerie oceans emi eae searet acorn 40,000 
Siltiie@apitalk( 30%) means er ewe erin ear eee a 24,000 
WindsoriGapitalh(20%G)i enc cr man. en omc neesummetene Sener wnt nuces car 16,000 
To recognize land value and goodwill as a preliminary step to Windsor's 
withdrawal. 
Windsor, Capital (to remove account balance) ....................... 26,000 
(Cas hee eee eee eee ie ee on eee ee gre Oe en ak ee 26,000 


To distribute cash to Windsor in settlement of partnership interest. 


The implied value of a partnership as a whole cannot be determined directly from the 
amount distributed to a withdrawing partner. For example, paying Windsor $26,000 did not 
indicate that total capital should be $130,000 ($26,000/20%). This computation is appropriate 
only when (1) a new partner is admitted or (2) the percentage of capital is the same as the profit 
and loss ratio. Here, an outside valuation of the business indicated that it was worth $80,000 
more than book value. As a 20 percent owner, Windsor was entitled to $16,000 of that amount, 
raising the partner’s capital account from $10,000 to $26,000, the amount of the final payment. 


Hybrid Method Applied 


As indicated previously, a hybrid approach also can be adopted to record a partner’s with- 
drawal. It also recognizes asset and liability revaluations but ignores goodwill. A bonus must 
then be recorded to reconcile the partner’s adjusted capital balance with the final distribution. 

The following journal entry, for example, does not record goodwill. However, the book 
value of the land is increased by $50,000 in recognition of present worth. This adjustment in- 
creases Windsor’s capital balance to $20,000, a figure that is still less than the $26,000 distri- 
bution. The $6,000 difference is recorded as a bonus taken from the remaining two partners 
according to their relative profit and loss ratio. 


Hybrid Method 


TET ANG RUS seo Weak ora Dees ty esas Je NR Nahe ate ie a eR NS con VR A pepe ETC At 50,000 
Duncans Gapitalk(SO96) peep wrenser: fre gare a eter: seaman r merase erred 25,000 
Srnitin@a pital Oc) keewme eet ete oe eta cee Cerone ser ennete Sy Oheerer are regs 15,000 
WindsorGapitals(20.0o\tmaen-wire seriarnei ci asceee tnree senate ryeebar  cpnirars 10,000 


To adjust Land account to fair value as a preliminary step in 
Windsor’s withdrawal. 


Windsor, Capital (to remove account balances) ...................... 20,000 
Dumean, Céaletiell GE @HSONUS) .aocccaenaudeusavascasoubupenuuacuaae 3,750 
Siti, Cental GS CH WOMUS) ccosoccoensoadenevcecusucbuccseuduues 2,250 
(GET AIS seep eats cituntare Susp cee il ute bc aucee eee teen echt Ma epee So aRES Hania & 26,000 


To record final distribution to Windsor with $6,000 bonus taken from 
remaining partners. 


Summary 


1. A partnership is defined as “an association of two or more persons to carry on a business as co- 
owners for profit.” This form of business organization exists throughout the U.S. economy ranging in 
size from small, part-time operations to international enterprises. The partnership format is popular 
for many reasons, including the ease of creation and the avoidance of the double taxation that is 
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inherent in corporate ownership. However, the unlimited liability incurred by each general partner 
normally restricts the growth potential of most partnerships. Thus, although the number of partner- 
ships in the United States is large, the size of each tends to be small. 


2. Over the years, a number of different types of organizations have been developed to take advantage 
of both the single taxation of partnerships and the limited liability afforded to corporate stockholders. 
Such legal forms include S corporations, limited partnerships, limited liability partnerships, and lim- 
ited liability companies. 

3. The unique elements of partnership accounting are found primarily in the capital accounts accumu- 
lated for each partner. The basis for recording these balances is the articles of partnership, a document 
that should be established as a prerequisite to the formation of any partnership. One of the principal 
provisions of this agreement is each partner’s initial investment. Noncash contributions such as in- 
ventory or land are entered into the partnership’s accounting records at fair value. 

4. In forming a partnership, the partners’ contributions need not be limited to tangible assets. A partic- 
ular line of expertise possessed by a partner and an established clientele are attributes that can have a 
significant value to a partnership. Two methods of recording this type of investment are found in prac- 
tice. The bonus method recognizes only identifiable assets. The capital accounts are then aligned to 
indicate the balances negotiated by the partners. According to the goodwill approach, all contribu- 
tions (even those of a nebulous nature such as expertise) are valued and recorded, often as goodwill. 

5. Another accounting issue to be resolved in forming a partnership is the allocation of annual net in- 
come. In closing out the revenue and expense accounts at the end of each period, some assignment 
must be made to the individual capital balances. Although an equal division can be used to allocate 
any profit or loss, partners frequently devise unique plans in an attempt to be equitable. Such fac- 
tors as time worked, expertise, and invested capital should be considered in creating an allocation 
procedure. 

6. Over time, changes occur in the makeup of a partnership because of death or retirement or because 
of the admission of new partners. Such changes dissolve the existing partnership, although the busi- 
ness frequently continues uninterrupted through a newly formed partnership. If, for example, a new 
partner is admitted by the acquisition of a present interest, the capital balances can simply be reclas- 
sified to reflect the change in ownership. As an alternative, the purchase price may be viewed as evi- 
dence of the underlying value of the organization as a whole. Based on this calculation, asset and 
liability balances are adjusted to fair value, and any residual goodwill is recognized. 

7. Admission into an existing partnership also can be achieved by a direct capital contribution from the 
new partner. Because of the parties’ negotiations, the amount invested will not always agree with the be- 
ginning capital balance attributed to the new partner. The bonus method resolves this conflict by simply 
reclassifying the various capital accounts to align the balances with specified totals and percentages. 
No revaluation is carried out under this approach. Conversely, according to the goodwill method, all 
asset and liability accounts are adjusted first to fair value. The price the new partner paid is used to 
compute an implied value for the partnership, and any excess over fair value is recorded as goodwill. 


8. The composition of a partnership also can undergo changes because of the death or retirement of a 
partner. Individuals may decide to withdraw. Such changes legally dissolve the partnership, although 
business operations frequently continue under the remaining partners’ ownership. In compensating 
the departing partner, the final asset distribution may differ from the ending capital balance. This dis- 
parity can, again, be accounted for by means of the bonus method, which adjusts the remaining cap- 
ital accounts to absorb the bonus. The goodwill approach by which all assets and liabilities are 
restated to fair value with any goodwill being recognized also can be applied. Finally, a hybrid 
method revalues the assets and liabilities but ignores goodwill. Under this last approach, any amount 
paid to the departing partner in excess of the newly adjusted capital balance is accounted for by 
means of the bonus method. 


Com prehensive (Estimated Time: 30 to 55 Minutes) Heyman and Mullins begin a partnership on January 1, 2010. Hey- 

Illustration man invests $40,000 cash and inventory costing $15,000 but with a current appraised value of only 
$12,000. Mullins contributes a building with a $40,000 book value and a $48,000 fair value. The part- 
nership also accepts responsibility for a $10,000 note payable owed in connection with this building. 

PROBLEM The partners agree to begin operations with equal capital balances. The articles of partnership also 
provide that at each year-end, profits and losses are allocated as follows: 


1. For managing the business, Heyman is credited with a bonus of 10 percent of partnership income af- 
ter subtracting the bonus. No bonus is accrued if the partnership records a loss. 


SOLUTION 
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2. Both partners are entitled to interest equal to 10 percent of the average monthly capital balance for 
the year without regard for the income or drawings of that year. 


3. Any remaining profit or loss is divided 60 percent to Heyman and 40 percent to Mullins. 
4. Each partner is allowed to withdraw $800 per month in cash from the business. 


On October 1, 2010, Heyman invested an additional $12,000 cash in the business. For 2010, the part- 
nership reported income of $33,000. 

Lewis, an employee, is allowed to join the partnership on January 1, 2011. The new partner invests 
$66,000 directly into the business for a one-third interest in the partnership property. The revised part- 
nership agreement still allows for both the bonus to Heyman and the 10 percent interest, but all remain- 
ing profits and losses are now split 40 percent each to Heyman and Lewis with the remaining 20 percent 
to Mullins. Lewis is also entitled to $800 per month in drawings. 

Mullins chooses to withdraw from the partnership a few years later. After negotiations, all parties 
agree that Mullins should be paid a $90,000 settlement. The capital balances on that date were as follows: 


Flevinans capitals amy Warum wae ane erueerre aare. $88,000 
Mullinsecapitali tees cece mere ere mer 78,000 
WeMMIS CAME, anno Sead ecdoondn ae shane bez 72,000 


Required 
a. Assuming that this partnership uses the bonus method exclusively, make all necessary journal entries. 
Entries for the monthly drawings of the partners are not required. 


b. Assuming that this partnership uses the goodwill method exclusively, make all necessary journal en- 
tries. Again, entries for the monthly drawings are not required. 


a. Bonus Method 


2010 


Jan. 1 All contributed property is recorded at fair value. Under the bonus method, total capital is then 
divided as specified between the partners. 


SIA Ceres x Tore te coer ene reste OM ae hers Seer ae Be, age eld ery DN 40,000 

TiN © nye ee rem we meen eeu en tee ev ene Can Conte olen ee 12,000 

EU Clini | Antatete teen hea Se one Ameo nano eno amt 48,000 
INoteiRaya Dlene <tc sere ny ane ae eee oy 10,000 
neWinneln, CeO) aaccnenusanagapadodnaunape 45,000 
MUUITiNS, Celtel (SOG) socscoseoensdangsbevneucot 45,000 


To record initial contributions to partnership along with 
equal capital balances. 


Oct. 1 


(GEIS Ncsaceeceeta es teen ANd cesnst apes a euitia pane curitan ala rhs ectuavoneiea va aren ey eunte 12,000 
HeymanieGapitalieatrnccrc meme ae nar one ae 12,000 
To record additional investment by partner. 


Dec. 31 Both the bonus assigned to Heyman and the interest accrual must be computed as preliminary 
steps in the income allocation process. Because the bonus is based on income after subtract- 
ing the bonus, the amount must be calculated algebraically: 


Bonus = 0.10 ($33,000 — Bonus) 
Bonus = $3,300 — 0.10 Bonus 
1.10 Bonus = $3,300 

Bonus = $3,000 


According to the articles of partnership, the interest allocation is based on a monthly average figure. 
Mullins’s capital balance of $45,000 did not change during the year; therefore $4,500 (10 percent) is the 
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appropriate interest accrual for that partner. However, because of the October 1, 2010, contribution, 
Heyman’s interest must be determined as follows: 


Beginning balance: $45,000 x 9 months = $405,000 

New balance: $57,000 X 3 months = 171,000 

576,000 

x Y2 

Monthly average—capital balance ...... 48,000 
WaWelReis eM teh Wek a ctr, presser cin emis plement xX 10% 

Interest credited to Heyman ......... $ 4,800 


Following the bonus and interest computations, the $33,000 income earned by the business is allo- 
cated according to the previously specified arrangement: 


Heyman Mullins Totals 

BOmUSie: eters eee an $ 3,000 -0- $ 3,000 

lMteneStone are eae. 4,800 $ 4,500 9,300 

Remaining income: 

$33,000 
(3,000) 
(9,300) 

S207 1OOM eee ire: 12,420 (60%) 8,280 (40%) 20,700 

Income allocation ...... $20,220 $12,780 $33,000 


The partnership’s closing entries for the year would be recorded as follows: 


eyinnanntG@apitalle. cee aes ornare tegen tm rc enon rue ceva 9,600 
MullinssGapitall testes snore ssw cy -etrcmar eam i peuanenecoar= 9,600 
Heyman DrawihGiewee cr peer te rma rane ake 9,600 
MUMS IDIENING) ace bbodseueebneepauudpagande ena 9,600 
To close out $800 per month drawing accounts for the year. 
lnkeColant=) SUIMNAEIN Aeranecice pate Boag ee edie en 33,000 
HeVvimansGa pital eee eyes eee te ore ee ee io teers 20,220 
MullinseGapitalleemey:-rarenree ep eet cuneate ere 12,780 


To close out profit for year to capital accounts as computed above. 


At the end of this initial year of operation, the partners’ capital accounts hold these balances: 


Heyman Mullins Totals 

Beginning balance ........ $45,000 $45,000 $ 90,000 
Additional investment...... 12,000 —0- 12,000 
Drawing icessn em ren (9,600) (9,600) (19,200) 
Net income (above) ....... 20,220 12,780 33,000 
OtalkGa pita laa ee $67,620 $48,180 $115,800 


2011 

Jan. 1 Lewis contributed $66,000 to the business for a one-third interest in the partnership property. 
Combined with the $115,800 balance previously computed, the partnership now has total cap- 
ital of $181,800. Because no revaluation is recorded under the bonus approach, a one-third 
interest in the partnership equals $60,600 ($181,800 x % ). Lewis has invested $5,400 in 
excess of this amount, a balance viewed as a bonus accruing to the original partners: 


GES hee sha peep otara oa AG WMA eine el Datta BAM Aan gE NSB 66,000 
TRE WiSS:Gaa fai tel llteese ee eats eee at Peete terre tvs Oe neni i ee ne 60,600 
Heyman, Capital (60% of bonus) ...................05. 3,240 
MuMlins, Cejoiivall (lO OF ONWS) 2o2¢ssuccoscosubecosacs 2,160 


To record Lewis's entrance into partnership with 
bonus to original partners. 


Partnerships: Formation and Operation 623 


Several The final event in this illustration is Mullins’s withdrawal from the partnership. Although this 

years partner’s capital balance reports only $78,000, the final distribution is set at $90,000. 

later The extra $12,000 payment represents a bonus assigned to Mullins, an amount that decreases 
the capital of the remaining two partners. Because Heyman and Lewis have previously 
accrued equal 40 percent shares of all profits and losses, the reduction is split evenly between 


the two. 
Muilliis#:Garoitalrars- eacccep re tere nc net re mete ee 78,000 
Heyman, Capital (2 of bonus payment) ................. 6,000 
Lewis, Capital (2 of bonus payment) ..................- 6,000 
ashlee ees ee ere oe eg a BO en en ae Nee 90,000 


To record withdrawal of Mullins with a bonus from 
remaining partners. 


b. Goodwill Method 
2010 


Jan. 1 The fair value of Heyman’s contribution is $52,000, whereas Mullins is investing only a net 
$38,000 (the value of the building less the accompanying debt). Because the capital accounts 
are initially to be equal, Mullins is presumed to be contributing goodwill of $14,000. 


(GEIS i ts hoe cay See wea Gas tis, BOMRITE awe ROS cares 40,000 

[VETO Ny spree orate erate teense nnn en he Rees Mice ent etme 12,000 

UNG [stick chess Gene ca Oye ae mata ab ae ata ewes 48,000 

Good willie tear ee ere ee ie eee ete diene en mean 14,000 
Notewpavablen ewer nett erin errs y sarees 10,000 
Heyimams@appitalerete-ce nese eee cecee earn emu 52,000 
Mullimsie@a pital Pern -ereecn eer teehee aera reer 52,000 

Creation of partnership with goodwill attributed to Mullins. 
Oct. 1 

GaShimee yeas hee ene Oe ty a nie TRCN enact renee seem: 12,000 

eV maine: Gap ital esenan Seren mauris Firetree 12,000 


To record additional contribution by partner 


Dec. 31 Although Heyman’s bonus is still $3,000 as derived in requirement (a), the interest accruals 
must be recalculated because the capital balances are different. Mullins’s capital for the entire 
year was $52,000; thus, interest of $5,200 (10 percent) is appropriate. However, Heyman’s bal- 
ance changed during the year so that a monthly average must be determined as a basis for 
computing interest: 


Beginning balance: $52,000 X 9 months = $468,000 

New balance: $64,000 x 3 months = 192,000 

660,000 

x No 

Monthly average—capital balance ...... 55,000 
ImbeneSterate ne eees ees eee eee ete xX 10% 

Interest credited to Heyman ......... $5,500 


The $33,000 partnership income is allocated as follows: 


Heyman Mullins Totals 

Bonus (above) ........ $ 3,000 —0- $ 3,000 

Interest (above)........ 5,500 $ 5,200 10,700 

Remaining income: 

$33,000 
(3,000) 
(10,700) 

SO SOUR ene eee nee 11,580 (60%) 7,720 (40%) 19,300 


Income allocation ...... $20,080 $12,920 $33,000 
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The closing entries made under the goodwill approach would be as follows: 


Heymann Gapttali: ents scene oe van tices eae 9,600 

Mullins#@apitaliteecrs tery rane rr tees wee man aenren a 9,600 
HeymaneDrawinQianerteuacr cesta tiecectn eraser 9,600 
MIMS IDIEMUINIC) aac audonk ean eocor.tacaecaaen eae 9,600 

To close out drawing accounts for the year. 

[UnveColaaYoeSHUTAN AR = TAY cece ersce cies c2ace erp cites co eee ee eee 33,000 
HeymansGaplta leap ieretew 4 eit neo een eee amare 20,080 
Mullinse@ap italia rete eee ere ee eee ae cee ete 12,920 


To assign profits per allocation schedule. 


After the closing process, the capital balances are composed of the following items: 


Heyman Mullins Totals 

Beginning balance ........ $52,000 $52,000 $104,000 
Additional investment ..... 12,000 —0- 12,000 
DYAWHNG) canconanaeoeaas (9,600) (9,600) (19,200) 
NER MMNCOMMS naccccecascee 20,080 12,920 33,000 
lOtalicaloitalieaeei nace $74,480 $55,320 $129,800 


2011 


Jan. 1 Lewis’s investment of $66,000 for a one-third interest in the partnership property implies that 
the business as a whole is worth $198,000 ($66,000 divided by %). After adding Lewis’s con- 
tribution to the present capital balance of $129,800, the business reports total net assets of 
only $195,800. Thus, a $2,200 increase in value ($198,000 — $195,800) is indicated and will 
be recognized at this time. Under the assumption that all partnership assets and liabilities are 
valued appropriately, this entire balance is attributed to goodwill. 


(Gi@LoVoh WAIL "seeps Mia ccenyohauet a: See Caney c taste. 6 aise ar aeaetien star eulna exten See 2,200 
risinneln, Call (GOLD) con csccsesvoansondsasussc 1,320 
MIUUTINS, Cee COL) poonaoopeocncecnasenoonase 880 
To recognize goodwill based on Lewis's acquisition price. 
(EIS Mtr vba atretceane eager onl one mates Ga peste sue coe maura etc een 66,000 
Lewist@apitallicceanunaeacee tia eset cin ace atarear meas 66,000 


To admit Lewis to the partnership 


Several To conclude this illustration, Mullins’s withdrawal must be recorded. This partner is to receive 

years a distribution that is $12,000 more than the corresponding capital balance of $78,000. Be- 

later cause Mullins is entitled to a 20 percent share of profits and losses, the additional $12,000 
payment indicates that the partnership as a whole is undervalued by $60,000 ($12,000/20%). 
Only in that circumstance would the extra payment to Mullins be justified. Therefore, once 
again, goodwill is recognized and is followed by the final distribution. 


Goodwill week qa eee screen enone 60,000 
nvinnein, Casha O96) coneccpeoenosensscnacneor 24,000 
Mullins @apitalli(2026) i aren-mearrer rennin 12,000 
[MeN AIS ACEO CMOS) os see nec bd 6 oc eed auc Avon ole 24,000 
Recognition of goodwill based on withdrawal amount 
paid to Mullins. 
Miullins@apita letersi ee eran nr acpen anes eae 90,000 
GAS Iisa tatece weet eae eer seed Roe eee eRe ee ene eS 90,000 


To distribute money to partner. 


Questions 1. What are the advantages of operating a business as a partnership rather than as a corporation? What 
are the disadvantages? 


2. How does partnership accounting differ from corporate accounting? 
3. What information do the capital accounts found in partnership accounting convey? 
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4. Describe the differences between a Subchapter S corporation and a Subchapter C corporation. 


17. 
18. 


A company is being created and the owners are trying to decide whether to form a general partner- 
ship, a limited liability partnership, or a limited liability company. What are the advantages and dis- 
advantages of each of these legal forms? 


What is an articles of partnership agreement, and what information should this document contain? 


What valuation should be recorded for noncash assets transferred to a partnership by one of the 
partners? 


If a partner is contributing attributes to a partnership such as an established clientele or a particular 
expertise, what two methods can be used to record the contribution? Describe each method. 


What is the purpose of a drawing account in a partnership’s financial records? 
At what point in the accounting process does the allocation of partnership income become significant? 


. What provisions in a partnership agreement can be used to establish an equitable allocation of in- 


come among all partners? 


. Ifno agreement exists in a partnership as to the allocation of income, what method is appropriate? 
. What is a partnership dissolution? Does dissolution automatically necessitate the cessation of busi- 


ness and the liquidation of partnership assets? 
By what methods can a new partner gain admittance into a partnership? 


. When a partner sells an ownership interest in a partnership, what rights are conveyed to the new 


owner? 


A new partner enters a partnership and goodwill is calculated and credited to the original partners. 
How is the specific amount of goodwill assigned to these partners? 


Under what circumstance might goodwill be allocated to a new partner entering a partnership? 


When a partner withdraws from a partnership, why is the final distribution often based on the ap- 
praised value of the business rather than on the book value of the capital account balance? 


Problems 


LO1 


LO2 


LO9 


Which of the following is not a reason for the popularity of partnerships as a legal form for businesses? 


8 


Partnerships may be formed merely by an oral agreement. 


a 


Partnerships can more easily generate significant amounts of capital. 
c. Partnerships avoid the double taxation of income that is found in corporations. 
In some cases, losses may be used to offset gains for tax purposes. 
How does partnership accounting differ from corporate accounting? 
a. The matching principle is not considered appropriate for partnership accounting. 
b. Revenues are recognized at a different time by a partnership than is appropriate for a corporation. 


c. Individual capital accounts replace the contributed capital and retained earnings balances found 
in corporate accounting. 


d. Partnerships report all assets at fair value as of the latest balance sheet date. 
Which of the following best describes the articles of partnership agreement? 


a. The purpose of the partnership and partners’ rights and responsibilities are required elements of 
the articles of partnership. 


b. The articles of partnership are a legal covenant and must be expressed in writing to be valid. 
The articles of partnership are an agreement that limits partners’ liability to partnership assets. 


a 8 


The articles of partnership are a legal covenant that may be expressed orally or in writing, and 

forms the central governance for a partnership’s operations. 

Pat, Jean Lou, and Diane are partners with capital balances of $50,000, $30,000, and $20,000, re- 

spectively. These three partners share profits and losses equally. For an investment of $50,000 cash 

(paid to the business), MaryAnn will be admitted as a partner with a one-fourth interest in capital and 

profits. Based on this information, which of the following best justifies the amount of MaryAnn’s 

investment? 

a. MaryAnn will receive a bonus from the other partners upon her admission to the partnership. 

b. Assets of the partnership were overvalued immediately prior to MaryAnn’s investment. 

c. The book value of the partnership’s net assets was less than the fair value immediately prior to 
MaryAnn’s investment. 

d. MaryAnn is apparently bringing goodwill into the partnership, and her capital account will be 

credited for the appropriate amount. 
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LOO 5. A partnership has the following capital balances: 
Albert (50% of gains and losses) .............. $ 80,000 
AMANO COL) ccsoasceuagseveseusdeauoes 60,000 
Gandrothi(SOos) eamreea vere eRe yd are eee ee 140,000 


Danville is going to invest $70,000 into the business to acquire a 30 percent ownership interest. 
Goodwill is to be recorded. What will be Danville’s beginning capital balance? 


a. $70,000. 

b. $90,000. 

c. $105,000. 

d. $120,000. 

6. A partnership has the following capital balances: 

Elgin (40% of gains and losses) ............... $100,000 
Nethiros(S OS) eee ees rs ee cee ee 200,000 
ROVING) caveadush ood Renee e eae eegeen see 300,000 


Oscar is going to pay a total of $200,000 to these three partners to acquire a 25 percent ownership 
interest from each. Goodwill is to be recorded. What is Jethro’s capital balance after the transaction? 


a. $150,000. 
b. $175,000. 
c. $195,000. 
d. $200,000. 


7. The capital balance for Bolcar is $110,000 and for Neary is $40,000. These two partners share prof- 
its and losses 70 percent (Bolcar) and 30 percent (Neary). Kansas invests $50,000 in cash into the 
partnership for a 30 percent ownership. The bonus method will be used. What is Neary’s capital bal- 
ance after Kansas’s investment? 

a. $35,000. 
b. $37,000. 
c. $40,000. 
d. $43,000. 

8. Bishop has a capital balance of $120,000 in a local partnership, and Cotton has a $90,000 balance. 
These two partners share profits and losses by a ratio of 60 percent to Bishop and 40 percent to 
Cotton. Lovett invests $60,000 in cash in the partnership for a 20 percent ownership. The goodwill 
method will be used. What is Cotton’s capital balance after this new investment? 


a. $99,600. 

b. $102,000. 
c. $112,000. 
d. $126,000. 


9. The capital balance for Messalina is $210,000 and for Romulus is $140,000. These two partners share 
profits and losses 60 percent (Messalina) and 40 percent (Romulus). Claudius invests $100,000 in 
cash in the partnership for a 20 percent ownership. The bonus method will be used. What are the cap- 
ital balances for Messalina, Romulus, and Claudius after this investment is recorded? 


a. $216,000, $144,000, $90,000. 
b. $218,000, $142,000, $88,000. 
c. $222,000, $148,000, $80,000. 
d. $240,000, $160,000, $100,000. 
10. A partnership begins its first year with the following capital balances: 


Anthure@apitalitenaetr mac arent eet $ 60,000 
Baxter: @apitdlit wer earn rece ra ert ging yarn e: 80,000 
Gartwright= Capitalism ei -c tree ees 100,000 


The articles of partnership stipulate that profits and losses be assigned in the following manner: 
¢ Each partner is allocated interest equal to 10 percent of the beginning capital balance. 

° Baxter is allocated compensation of $20,000 per year. 

e Any remaining profits and losses are allocated on a 3:3:4 basis, respectively. 

¢ Each partner is allowed to withdraw up to $5,000 cash per year. 
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Assuming that the net income is $50,000 and that each partner withdraws the maximum amount al- 
lowed, what is the balance in Cartwright’s capital account at the end of that year? 


a. $105,800. 

b. $106,200. 

c. $106,900. 

d. $107,400. 

11. A partnership begins its first year of operations with the following capital balances: 

WinstomeG@a pital pymecsen arenes stenoses $110,000 
DWE; CAMel) oceiungesnnyave hues tasade do 80,000 
SalemmGapttalltrsy esry- steerer eer ees 110,000 


According to the articles of partnership, all profits will be assigned as follows: 
¢ Winston will be awarded an annual salary of $20,000 with $10,000 assigned to Salem. 


¢ The partners will be attributed interest equal to 10 percent of the capital balance as of the first 
day of the year. 


e The remainder will be assigned on a 5:2:3 basis, respectively. 
¢ Each partner is allowed to withdraw up to $10,000 per year. 
Assume that the net loss for the first year of operations is $20,000 and that net income for the 
subsequent year is $40,000. Assume also that each partner withdraws the maximum amount from 
the business each period. What is the balance in Winston’s capital account at the end of the 
second year? 
a. $102,600. 
b. $104,400. 
c. $108,600. 
d. $109,200. 
12. A partnership has the following capital balances: 


Allem\G@apitali tien ts soe Sri eee enn $60,000 
BUS (Cells saeenuagecnn dade Reown an oes ac 30,000 
Gostello;:Capitaleagews. 12 ae er een rans 90,000 


Profits and losses are split as follows: Allen (20%), Burns (30%), and Costello (50%). Costello 
wants to leave the partnership and is paid $100,000 from the business based on provisions in the 
articles of partnership. If the partnership uses the bonus method, what is the balance of Burns’s 
capital account after Costello withdraws? 


a. $24,000. 

b. $27,000. 

c. $33,000. 

d. $36,000. 

13. At year-end, the Cisco partnership has the following capital balances: 

Montana @a italeresnrsrwcs sar eeere tare sneere eiearer $130,000 
RiGeGapitall Caecs pecs ener ein anneal: 110,000 
(Cele) (CelNitllea ade sungeennuase kabord aka 80,000 
(laylor.Gapittal ea nee een ee eee ete 70,000 


Profits and losses are split on a 3:3:2:2 basis, respectively. Craig decides to leave the partnership and 
is paid $90,000 from the business based on the original contractual agreement. If the goodwill 
method is to be applied, what is the balance of Montana’s capital account after Craig withdraws? 


a. $133,000. 
b. $137,500. 
c. $140,000. 
d. $145,000. 


Problems 14 and 15 are independent problems based on the following capital account balances: 


William (40% of gains and losses) ............. $220,000 
JEMAINCS CLOG) cone cores tee boee ae ood OC 160,000 
Bipyelin (2.0.6) renee sateen ere gree wacarter renrey er nec 110,000 
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LO8 


14. 


15. 


16. 


17. 


18. 


19. 


Darrow invests $270,000 in cash for a 30 percent ownership interest. The money goes to the origi- 
nal partners. Goodwill is to be recorded. How much goodwill should be recognized, and what is 
Darrow’s beginning capital balance? 


a. $410,000 and $270,000. 
b. $140,000 and $270,000. 
c. $140,000 and $189,000. 
d. $410,000 and $189,000. 


Darrow invests $250,000 in cash for a 30 percent ownership interest. The money goes to the busi- 
ness. No goodwill or other revaluation is to be recorded. After the transaction, what is Jennings’s 
capital balance? 


a. $160,000. 

b. $168,000. 

c. $170,200. 

d. $171,200. 

Lear is to become a partner in the WS partnership by paying $80,000 in cash to the business. At pre- 

sent, the capital balance for Hamlet is $70,000 and for MacBeth is $40,000. Hamlet and MacBeth 

share profits on a 7:3 basis. Lear is acquiring 40 percent of the new partnership. 

a. Ifthe goodwill method is applied, what will the three capital balances be following the payment 
by Lear? 

b. Ifthe bonus method is applied, what will the three capital balances be following the payment by 
Lear? 

The Distance Plus partnership has the following capital balances at the beginning of the cur- 

rent year: 


Tiger (50% of profits and losses) .............. $85,000 
Petri (3 2/63) Ba ereeeas thomas terete re a to ev int CR Asa 60,000 
Ena TGs (2.0.9/6;) secre ee acetic ees nectar 55,000 


Each of the following questions should be viewed independently. 

a. If Sergio invests $100,000 in cash in the business for a 25 percent interest, what journal entry is 
recorded? Assume that the bonus method is used. 

b. If Sergio invests $60,000 in cash in the business for a 25 percent interest, what journal entry is 
recorded? Assume that the bonus method is used. 

c. If Sergio invests $72,000 in cash in the business for a 25 percent interest, what journal entry is 
recorded? Assume that the goodwill method is used. 

A partnership has the following account balances: Cash $50,000; Other Assets $600,000; Liabilities 

$240,000; Nixon, Capital (50% of profits and losses) $200,000; Hoover, Capital (20%) $120,000; 

and Polk, Capital (30%) $90,000. Each of the following questions should be viewed as an indepen- 

dent situation: 

a. Grant invests $80,000 in the partnership for an 18 percent capital interest. Goodwill is to be rec- 
ognized. What are the capital accounts thereafter? 

b. Grant invests $100,000 in the partnership to get a 20 percent capital balance. Goodwill is not to 
be recorded. What are the capital accounts thereafter? 


The C-P partnership has the following capital account balances on January 1, 2011: 


GormmGanltall Parveen ato: ree roe era: $150,000 
RackGapitallierae ens nett ee eit eer mnrNn te 110,000 


Com is allocated 60 percent of all profits and losses with the remaining 40 percent assigned to 
Pack after interest of 10 percent is given to each partner based on beginning capital balances. 

On January 2, 2011, Hal invests $76,000 cash for a 20 percent interest in the partnership. This 
transaction is recorded by the goodwill method. After this transaction, 10 percent interest is still to 
go to each partner. Profits and losses will then be split as follows: Com (50%), Pack (30%), and Hal 
(20%). In 2011, the partnership reports a net income of $36,000. 

a. Prepare the journal entry to record Hal’s entrance into the partnership on January 2, 2011. 
b. Determine the allocation of income at the end of 2011. 
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LO6 20. The partnership agreement of Jones, King, and Lane provides for the annual allocation of the busi- 
ness’s profit or loss in the following sequence: 
¢ Jones, the managing partner, receives a bonus equal to 20 percent of the business’s profit. 
¢ Each partner receives 15 percent interest on average capital investment. 
e Any residual profit or loss is divided equally. 


The average capital investments for 2011 were as follows: 


NOES SATE att tea eA ted este oicaN ed ores haat BAU aR $100,000 
Kin Greet te eg re menace Ny nena 200,000 
Ie) sl cies dese eens ite aerentpe ee ag tae ee taclanr cee erere Tan sen a moe nr se 300,000 


How much of the $90,000 partnership profit for 2011 should be assigned to each partner? 


LO4, LO5, LO6 21. Purkerson, Smith, and Traynor have operated a bookstore for a number of years as a partnership. At 
the beginning of 2011, capital balances were as follows: 


PULA CETSCileia ia hack en An ale Gente alee Ale Boy aoe nimi d $60,000 
ESS dai ecco omer ey Mens en Picks laetol eerie Rate ope a, Oe 40,000 
TAINO le ten ese eked ca set ata eda eae, bee eee eg Seta ee 20,000 


Due to a cash shortage, Purkerson invests an additional $8,000 in the business on April 1, 2011. 
Each partner is allowed to withdraw $1,000 cash each month. 
The partners have used the same method of allocating profits and losses since the business’s 

inception: 

¢ Each partner is given the following compensation allowance for work done in the business: 
Purkerson, $18,000; Smith, $25,000; and Traynor, $8,000. 

¢ Each partner is credited with interest equal to 10 percent of the average monthly capital balance 
for the year without regard for normal drawings. 

e Any remaining profit or loss is allocated 4:2:4 to Purkerson, Smith, and Traynor, respectively. 
The net income for 2011 is $23,600. Each partner withdraws the allotted amount each month. 

What are the ending capital balances for 2011? 


LO4, LO5, LO6 22. On January 1, 2010, the dental partnership of Left, Center, and Right was formed when the partners 
contributed $20,000, $60,000, and $50,000, respectively. Over the next three years, the business re- 
ported net income and (loss) as follows: 


ZOO Res Sean Peer ie ete odarnca ree Uen eee an $(30,000) 
CAB Bers etrarecen ues hey oot ra ee en trata ratet errr 20,000 
ZO Dig Boone tetany eng ee ae Auge men EN eats 40,000 


During this period, each partner withdrew cash of $10,000 per year. Right invested an additional 
$12,000 in cash on February 9, 2011. 
At the time that the partnership was created, the three partners agreed to allocate all profits and 
losses according to a specified plan written as follows: 
e Each partner is entitled to interest computed at the rate of 12 percent per year based on the indi- 
vidual capital balances at the beginning of that year. 
¢ Because of prior work experience, Left is entitled to an annual salary allowance of $12,000, and 
Center is credited with $8,000 per year. 
e Any remaining profit will be split as follows: Left, 20 percent; Center, 40 percent; and Right, 
40 percent. If a loss remains, the balance will be allocated: Left, 30 percent; Center, 50 percent; 
and Right, 20 percent. 


Determine the ending capital balance for each partner as of the end of each of these three years. 


23. The HELP partnership has the following capital balances as of the end of the current year: 
LreTAT Yo) dlimkene hres renee nensreiens She ne neue uner tenn Che NMhn Renu ne mene en $230,000 
MIGErIINEW cae nomen ce mae cana a ana eae aeawa 190,000 
PARTISOME AS arene tenet dee i tL ne ee a 160,000 
SS) Gal Wie meres eee eer else tee A barter Derane rs Ra Oe! 140,000 


630 Chapter 14 


Answer each of the following independent questions: 


a. Assume that the partners share profits and losses 3:3:2:2, respectively. Harrison retires and is 
paid $190,000 based on the terms of the original partnership agreement. If the goodwill method 
is used, what is the capital balance of the remaining three partners? 

b. Assume that the partners share profits and losses 4:3:2:1, respectively. Lennon retires and is paid 
$280,000 based on the terms of the original partnership agreement. If the bonus method is used, 
what is the capital balance of the remaining three partners? 


LO2, LO4, LO6, LO9 24. In the early part of 2011, the partners of Page, Childers, and Smith sought assistance from a 
local accountant. They had begun a new business in 2010 but had never used an accountant’s 
services. 


Page and Childers began the partnership by contributing $80,000 and $30,000 in cash, respec- 
tively. Page was to work occasionally at the business, and Childers was to be employed full-time. 
They decided that year-end profits and losses should be assigned as follows: 
¢ Each partner was to be allocated 10 percent interest computed on the beginning capital balances 

for the period. 
¢ A compensation allowance of $5,000 was to go to Page with a $20,000 amount assigned to 

Childers. 

e Any remaining income would be split on a 4:6 basis to Page and Childers, respectively. 

In 2010, revenues totaled $90,000, and expenses were $64,000 (not including the compensation 
allowance assigned to the partners). Page withdrew cash of $8,000 during the year, and Childers 
took out $11,000. In addition, the business paid $5,000 for repairs made to Page’s home and charged 
it to repair expense. 

On January 1, 2011, the partnership sold a 20 percent interest to Smith for $43,000 cash. This 
money was contributed to the business with the bonus method used for accounting purposes. 

Answer the following questions: 


a. Why was the original profit and loss allocation, as just outlined, designed by the partners? 


b. Why did the drawings for 2010 not agree with the compensation allowances provided for in the 
partnership agreement? 


c. What journal entries should the partnership have recorded on December 31, 2010? 
d. What journal entry should the partnership have recorded on January 1, 2011? 


25. Following is the current balance sheet for a local partnership of doctors: 
Cash and current [abilitieS*yceone cca ate meee $ 40,000 
ASSCLSi Meena er eae $ 30,000 ANGapitalieeee sere e carro ne: 20,000 
[PAIN OS Oty tral cele ee taht Seale ete pte 180,000 Biscapitaliny ic ei arenas 40,000 
Building and Ge Caplialiwe tae eee 90,000 
equipment (net) ........... 100,000 DetGap italeetee nesters ae 120,000 
NO tal Spee mene cre actens were $310,000 (lOtalsvee keen pee eran: $310,000 


The following questions represent independent situations: 

a. E is going to invest enough money in this partnership to receive a 25 percent interest. No good- 
will or bonus is to be recorded. How much should E invest? 

b. E contributes $36,000 in cash to the business to receive a 10 percent interest in the partnership. 
Goodwill is to be recorded. Profits and losses have previously been split according to the fol- 
lowing percentages: A, 30 percent; B, 10 percent; C, 40 percent; and D, 20 percent. After E 
makes this investment, what are the individual capital balances? 

c. E contributes $42,000 in cash to the business to receive a 20 percent interest in the partnership. 
Goodwill is to be recorded. The four original partners share all profits and losses equally. After 
E makes this investment, what are the individual capital balances? 

d. Econtributes $55,000 in cash to the business to receive a 20 percent interest in the partnership. 
No goodwill or other asset revaluation is to be recorded. Profits and losses have previously been 
split according to the following percentages: A, 10 percent; B, 30 percent; C, 20 percent; and D, 
40 percent. After E makes this investment, what are the individual capital balances? 

e. C retires from the partnership and, as per the original partnership agreement, is to receive cash 
equal to 125 percent of her final capital balance. No goodwill or other asset revaluation is to be 
recognized. All partners share profits and losses equally. After the withdrawal, what are the in- 
dividual capital balances of the remaining partners? 


LO5, LO6, LO9 


LO4, LO5, LO6, LO9 


26. 


27 
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Boswell and Johnson form a partnership on May 1, 2009. Boswell contributes cash of $50,000; 
Johnson conveys title to the following properties to the partnership: 


Book Value Fair Value 
Land yee eee An a eee $15,000 $28,000 
Building and equipment ............... 35,000 36,000 


The partners agree to start their partnership with equal capital balances. No goodwill is to be 
recognized. 

According to the articles of partnership written by the partners, profits and losses are allocated 
based on the following formula: 
¢ Boswell receives a compensation allowance of $1,000 per month. 

e All remaining profits and losses are split 60:40 to Johnson and Boswell, respectively. 
e Each partner can make annual cash drawings of $5,000 beginning in 2010. 
Net income of $11,000 is earned by the business during 2009. 

Walpole is invited to join the partnership on January 1, 2010. Because of her business reputation 
and financial expertise, she is given a 40 percent interest for $54,000 cash. The bonus approach is 
used to record this investment, made directly to the business. The articles of partnership are 
amended to give Walpole a $2,000 compensation allowance per month and an annual cash drawing 
of $10,000. Remaining profits are now allocated: 


NOMMSOM™ Se eeee ee een mines ne 48% 
Boswell lll eeceeue eee orate cele eye 12 
Walt@| er aaranmis ten tet atca aren wee 40 


All drawings are taken by the partners during 2010. At year-end, the partnership reports an 
earned net income of $28,000. 

On January 1, 2011, Pope (previously a partnership employee) is admitted into the partner- 
ship. Each partner transfers 10 percent to Pope, who makes the following payments directly to the 
partners: 


tN ONMSOMN Se ae ck k wea ares wees eee ge $5,672 
BOSWEl ll. terete sree ers. ony oan eee 7,880 
Wal DGlGetar ecn rare cease metre ea, 8,688 


Once again, the articles of partnership must be amended to allow for the entrance of the new 
partner. This change entitles Pope to a compensation allowance of $800 per month and an annual 
drawing of $4,000. Profits and losses are now assigned as follows: 


l OHINSOME ee ear Peres err eee ee 40.5% 
Boswell emer ites eon er aan team 13.5 
Wealtoleiep aa. eatccetran thre. geespanpeen teas 36.0 
PO PGs ere tare Gr tee eee etn 10.0 


For the year of 2011, the partnership earned a profit of $46,000, and each partner withdrew the 
allowed amount of cash. 

Determine the capital balances for the individual partners as of the end of each year: 2009 
through 2011. 


Gray, Stone, and Lawson open an accounting practice on January 1, 2009, in San Diego, California, 
to be operated as a partnership. Gray and Stone will serve as the senior partners because of their 
years of experience. To establish the business, Gray, Stone, and Lawson contribute cash and other 
properties valued at $210,000, $180,000, and $90,000, respectively. An articles of partnership agree- 
ment is drawn up. It has the following stipulations: 
¢ Personal drawings are allowed annually up to an amount equal to 10 percent of the beginning 
capital balance for the year. 
e Profits and losses are allocated according to the following plan: 
(1) A salary allowance is credited to each partner in an amount equal to $8 per billable hour 
worked by that individual during the year. 
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LO8, LOY, LO10 


28. 


(2) Interest is credited to the partners’ capital accounts at the rate of 12 percent of the average 
monthly balance for the year (computed without regard for current income or drawings). 


(3) An annual bonus is to be credited to Gray and Stone. Each bonus is to be 10 percent of net in- 
come after subtracting the bonus, the salary allowance, and the interest. Also included in the 
agreement is the provision that the bonus cannot be a negative amount. 


(4) Any remaining partnership profit or loss is to be divided evenly among all partners. 


Because of monetary problems encountered in getting the business started, Gray invests an addi- 
tional $9,100 on May 1, 2009. On January 1, 2010, the partners allow Monet to buy into the part- 
nership. Monet contributes cash directly to the business in an amount equal to a 25 percent interest 
in the book value of the partnership property subsequent to this contribution. The partnership agree- 
ment as to splitting profits and losses is not altered upon Monet’s entrance into the firm; the general 
provisions continue to be applicable. 

The billable hours for the partners during the first three years of operation follow: 


2009 2010 2011 
GEV ee etee nn aaawa 1,710 1,800 1,880 
STON etna 1,440 1,500 1,620 
LAWSON ss ocaccauce 1,300 1,380 1,310 
IMIOINEIE b oececna a eee a —0- 1,190 1,580 


The partnership reports net income for 2009 through 2011 as follows: 


DVO OR Bees aera ee ee eee $ 65,000 
PAG} NO ceeerctree: ncn a ete eine eee rate (20,400) 
ZO LM esene PRRe we ele ng te Omretra at 152,800 


Each partner withdraws the maximum allowable amount each year. 
a. Determine the allocation of income for each of these three years (to the nearest dollar). 


b. Prepare in appropriate form a statement of partners’ capital for the year ending December 31, 
2011. 


A partnership of attorneys in the St. Louis, Missouri, area has the following balance sheet accounts 
as of January 1, 2011: 


ASSO IS een ee eee es $320,000 [HabilitiGS#e awe eee ee: $120,000 
PRINS, CElNGll sa aacedaasens 80,000 
Porthos, capital ............ 70,000 
ANG@NMS, CON soa csdaacans 50,000 


According to the articles of partnership, Athos is to receive an allocation of 50 percent of all part- 
nership profits and losses while Porthos receives 30 percent and Aramis, 20 percent. The book value 
of each asset and liability should be considered an accurate representation of fair value. 

For each of the following independent situations, prepare the journal entry or entries to be 
recorded by the partnership. (Round to nearest dollar.) 

a. Porthos, with permission of the other partners, decides to sell half of his partnership interest 
to D’Artagnan for $50,000 in cash. No asset revaluation or goodwill is to be recorded by the 
partnership. 

b. All three of the present partners agree to sell 10 percent of each partnership interest to D’Artagnan 
for a total cash payment of $25,000. Each partner receives a negotiated portion of this amount. 
Goodwill is recorded as a result of the transaction. 

c. D’Artagnan is allowed to become a partner with a 10 percent ownership interest by contributing 
$30,000 in cash directly into the business. The bonus method is used to record this admission. 

d. Use the same facts as in requirement (c) except that the entrance into the partnership is recorded 
by the goodwill method. 

e. D’Artagnan is allowed to become a partner with a 10 percent ownership interest by contributing 
$12,222 in cash directly to the business. The goodwill method is used to record this transaction. 

jf Aramis decides to retire and leave the partnership. An independent appraisal of the business and 
its assets indicates a current fair value of $280,000. Goodwill is to be recorded. Aramis will then 
be given the exact amount of cash that will close out his capital account. 
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LO2, LO3, LOS, 29. Steve Reese is a well-known interior designer in Fort Worth, Texas. He wants to start his own 
business and convinces Rob O’Donnell, a local merchant, to contribute the capital to form a 
partnership. On January 1, 2009, O’Donnell invests a building worth $52,000 and equipment 
valued at $16,000 as well as $12,000 in cash. Although Reese makes no tangible contribution 
to the partnership, he will operate the business and be an equal partner in the beginning capital 

balances. 

To entice O’Donnell to join this partnership, Reese draws up the following profit and loss 
agreement: 
¢ O’Donnell will be credited annually with interest equal to 20 percent of the beginning capital 

balance for the year. 

¢ O’Donnell will also have added to his capital account 15 percent of partnership income each year 
(without regard for the preceding interest figure) or $4,000, whichever is larger. All remaining 
income is credited to Reese. 

¢ Neither partner is allowed to withdraw funds from the partnership during 2009. Thereafter, each 
can draw $5,000 annually or 20 percent of the beginning capital balance for the year, whichever 
is larger. 

The partnership reported a net loss of $10,000 during the first year of its operation. On January 1, 
2010, Terri Dunn becomes a third partner in this business by contributing $15,000 cash to the part- 
nership. Dunn receives a 20 percent share of the business’s capital. The profit and loss agreement is 
altered as follows: 
¢ O’Donnell is still entitled to (1) interest on his beginning capital balance as well as (2) the share 

of partnership income just specified. 

e Any remaining profit or loss will be split on a 6:4 basis between Reese and Dunn, respectively. 
Partnership income for 2010 is reported as $44,000. Each partner withdraws the full amount that 

is allowed. 

On January 1, 2011, Dunn becomes ill and sells her interest in the partnership (with the consent 
of the other two partners) to Judy Postner. Postner pays $46,000 directly to Dunn. Net income for 
2011 is $61,000 with the partners again taking their full drawing allowance. 

On January 1, 2012, Postner withdraws from the business for personal reasons. The articles of 
partnership state that any partner may leave the partnership at any time and is entitled to receive cash 
in an amount equal to the recorded capital balance at that time plus 10 percent. 

a. Prepare journal entries to record the preceding transactions on the assumption that the bonus (or 
no revaluation) method is used. Drawings need not be recorded, although the balances should be 
included in the closing entries. 

b. Prepare journal entries to record the previous transactions on the assumption that the goodwill 
(or revaluation) method is used. Drawings need not be recorded, although the balances should be 
included in the closing entries. 

(Round all amounts to the nearest dollar.) 


Develop Your 
Skills 


RESEARCH CASE 


CPA Go to the Web site www.sec.gov where forms filed with the SEC are available. Look for a section enti- 

skills tled “Filings & Forms (EDGAR),” and click on “Search for Company Filings” within that section. On 
the next screen that appears, click on “Search Companies and Filings.” On the next screen, enter the fol- 
lowing company name: Buckeye Partners. A list of SEC filings made by that company will appear; scroll 
down to the first 10—K (annual report) filing from Buckeye Partners. Click on that 10—K. This path will 
provide the latest financial information available for Buckeye Partners. Scroll through the statement in- 
formation until the actual financial statements, followed by the notes, appear. 


Required 


Review this set of financial statements as well as the accompanying notes. List information in- 
cluded for this partnership that would typically not appear in financial statements produced for a 
corporation. 
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ANALYSIS CASE 
Ore 


Brenda Wilson, Elizabeth Higgins, and Helen Poncelet form a partnership as a first step in creating a 
business. Wilson invests most of the capital but does not plan to be actively involved in the day-to-day 
operations. Higgins has had some experience and is expected to do a majority of the daily work. Poncelet 
has been in this line of business for some time and has many connections. Therefore, she will devote a 
majority of her time to getting new clients. 


Required 


Write a memo to these three partners suggesting at least two different ways in which the profits of the 
partnership can be allocated each year in order to be fair to all parties. 


COMMUNICATION CASE 1 


Ore 


Heidi Birmingham and James T. Roberts have decided to create a business. They have financing avail- 
able and have a well-developed business plan. However, they have not yet decided which type of legal 
business structure would be best for them. 


Required 


Write a report for these two individuals outlining the types of situations in which the corporate form of 
legal structure would be the best choice. 


COMMUNICATION CASE 2 


Ore 


EXCEL CASE 
Ore 


Use the information in Communication Case 1. 


Required 


Write a report for these two individuals outlining the types of situations in which the partnership form of 
legal structure would be the best choice. 


The Red and Blue partnership has been created to operate a law firm. The partners have been attempting 
to devise a fair system to allocate profits and losses. Red plans to work more billable hours each year 
than Blue. However, Blue has more experience and can charge a higher hourly rate. Red expects to in- 
vest more money in the business than Blue. 


Required 


Build a spreadsheet that can be used to allocate profits and losses to these two partners each year. The 
spreadsheet should be constructed so that the following variables can be entered: 


Net income for the year. 

Number of billable hours for each partner. 
Hourly rate for each partner. 

Capital investment by each partner. 
Interest rate on capital investment. 

Profit and loss ratio. 


Use this spreadsheet to determine the allocation if partnership net income for the current year is $200,000, 
the number of billable hours is 2,000 for Red and 1,500 for Blue, the hourly rate for Red is $20 and for 
Blue is $30, and investment by Red is $80,000 and by Blue is $50,000. Interest on capital will be accrued 
each year at 10 percent of the beginning balance. Any remaining income amount will be split 50—50. 

Use the spreadsheet a second time but make these changes: Blue reports 1,700 billable hours, Red 
invests $100,000, and interest will be recognized at a 12 percent annual rate. How do these three changes 
impact the allocation of the $200,000? 


Partnerships: 
Termination 
and Liquidation 


Partnerships can be rather frail organizations. Termination of business 
activities followed by the liquidation of partnership property can take 
place for a variety of reasons, both legal and personal. 


In any firm, unless there is continuous open and candid communication 
among equity partners, and acceptance and buy-in for the business plan 
chosen by the firm, sooner or later there will be a dissolution of the firm. 

The form of the dissolution is irrelevant, whether by withdrawal of 
individual partners or wholesale departure and formal liquidation. The end 
result will be the same: The original dream of harmonious and collegial 
growth of the firm will come to an end.' 


Although a business organized as a partnership can exist indefinitely 
through periodic changes within the ownership, the actual cessation of 
operations is not an uncommon occurrence. “Sooner or later, all partner- 
ships end, whether a partner dies, moves to Hawaii, or gets into a different 
line of business.”? The partners simply may be incompatible and choose to 
cease operations. The same decision could be made if profits fail to reach 
projected levels. “In the best of times, partnerships are fragile."? 

The death of a partner is an event that dissolves a partnership and 
frequently leads to the termination of business operations. Rather than 
continuing under a new partnership arrangement, the remaining own- 
ers could discover that liquidation is necessary to settle the claims of the 
deceased partner's estate. A similar action could be required if one or 
more partners elect to change careers or retire. Under that circum- 
stance, liquidation is often the most convenient method for winding up 
the financial affairs of the business. 

As a final possibility, bankruptcy can legally force a partnership into 
selling its noncash assets. Laventhol & Horwath, the seventh largest pub- 
lic accounting firm in the United States at the time, filed for bankruptcy 
protection after the firm came under intense financial pressure from 
numerous lawsuits. “Laventhol said that at least 100 lawsuits are pending 
in state and federal courts. Bankruptcy court protection ‘is absolutely 


' Edward Poll, “Commentary: Coach's Corner: Reuniting a Firm Divided,” Massachusetts 
Lawyers Weekly, pNA. Retrieved July 11, 2007, from InfoTrac OnefFile via Thomson Gale. 
2 Camilla Cornell, “Breaking Up (with a Business Partner) Is Hard to Do,” Profit, 
November 2004, p. 69. 

3 Sue Shellenbarger, “Cutting Losses When Partners Face a Breakup,” The Wall Street 
Journal, May 21, 1991, p. B1. 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 


LO2 


LO3 


LO4 


LO5 


Determine amounts to 
be paid to partners in a 
liquidation. 


Prepare journal entries 

to record the transactions 
incurred in the liquidation 
of a partnership. 


Determine the distribution 
of available cash when 
one or more partners have 
a deficit capital balance 

or become personally 
insolvent. 


Prepare a proposed 
schedule of liquidation 
from safe capital balances 
to determine an equitable 
preliminary distribution 
of available partnership 
assets. 


Develop a predistribution 
plan to guide the distribu- 
tion of assets in a partner- 
ship liquidation. 
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necessary in order to protect the debtor and its creditors from the devastating results a 
destructive race for assets will cause,’ the firm said.”* 

The bankruptcy of Laventhol & Horwath was not an isolated incident. During the period 
1998-2004, a study conducted by Hildebrandt International identified 80 U.S. law firms with 
more than 10 lawyers that dissolved. In investigating the reasons for failure, the researcher 
identified internal dysfunction, the inability to pay market compensation levels, and a weak 
competitive market position as major factors leading to law firms going out of business.> 


TERMINATION AND LIQUIDATION—PROTECTING 
THE INTERESTS OF ALL PARTIES 


As the chapter on bankruptcy discussed, accounting for the termination and liquidation of a 

business can prove to be a delicate task. Losses are commonly incurred. For example, 

“[flormer partners in Keck, Mahin and Cate have pledged to pay slightly over $3 million to gen- 

eral unsecured creditors to settle the bankrupt firm’s debts . . . this figure represents about 36 per- 

cent of the money owed.” Here, both the partners and the creditors suffered heavy losses. 
Other partnerships have experienced a similar fate. 


In 1990, prior to the advent of limited-liability partnerships, the accounting firm of Laventhol & 
Horwath filed for Chapter 11 bankruptcy-court protection, in part due to lawsuits over question- 
able accounting. The firm’s assets were insufficient to cover the claims of creditors and litigants. 
Under a plan negotiated with the firm’s creditors, the 360 partners and former partners who had 
spent time at the firm since 1984 were required to dig into their own pockets to share a $46 million 
liability. Under a formula hammered out by partner Jacob Brandzel, now an executive at American 
Express Co. in Chicago, they were obligated to contribute between about $5,000 and $450,000, 
depending on factors including seniority. Managers were levied a 5 percent to 10 percent surcharge 
on top. Everyone was given 10 years to pay.’ 


Consequently, throughout any liquidation, both creditors and partners demand continuous 
accounting information that enables them to monitor and assess their financial risks. In gen- 
erating these data for a partnership, the accountant must record the following: 


¢ The conversion of partnership assets into cash. 
¢ The allocation of the resulting gains and losses. 
¢ The payment of liabilities and expenses. 


e Any remaining unpaid debts to be settled or the distribution of any remaining assets to the 
partners based on their final capital balances. 


Beyond the goal of merely reporting these transactions, the accountant must work to ensure 
the equitable treatment of all parties involved in the liquidation. The accounting records, for 
example, are the basis for allocating available assets to creditors and to the individual partners. If 
assets are limited, the accountant also may have to make recommendations as to the appropriate 
method for distributing any remaining funds. Protecting the interests of partnership creditors 
is an especially significant duty because the Uniform Partnership Act specifies that they have 
first priority to the assets held by the business at dissolution. The accountant’s desire for an 


4 Peter Pae, “Laventhol Bankruptcy Filing Indicates Liabilities May Be as Much as $2 Billion,” The Wall Street 
Journal, November 23, 1990, p. A4. 

> William G. Johnston, “Anatomy of Law Firm Failures: A Look at US Law Firm Dissolutions from 1998-2004,” 
Hildebrandt International, March 2004, p. 16. Retrieved July 11, 2007, from www.hildebrandt.com/publicdocs/ 
doc_id_1739_492004850218.pdf. 

§ Chicago Daily Law Bulletin, August 13, 1999, p. 3. 

7 Mitchell Pacelle and lanthe Jeanne Dugan, “Partners Forever? Within Andersen, Personal Liability May Bring 
Ruin,” The Wall Street Journal, April 2, 2002, p. C1. 


LO1 


Determine amounts to be paid 
to partners in a liquidation. 
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equitable settlement is enhanced, no doubt, in that any party to a liquidation who is not treated 
fairly can seek legal recovery from the responsible party. 

Not only the creditors but also the partners themselves have a great interest in the financial 
data produced during the period of liquidation. They must be concerned, as indicated, by the 
possibility of incurring substantial monetary losses. The potential for loss is especially signif- 
icant because of the unlimited liability to which the partners are exposed. 

Even the new legal formats that have been developed do not necessarily provide safety. 


Because it is unclear how much protection the LLP structure will provide Andersen partners, part- 
nership and bankruptcy lawyers are expected to be following the matter closely. “As far as I know, 
there has never been a litigation test of the extent of the LLP shield, and there have been very few 

LLP cases about liability at all,” said Larry Ribstein, a law professor at George Mason University.’ 


As long as a partnership can meet all of its obligations, a partner’s risk is normally no more 
than that of a corporate stockholder. However, should the partnership become insolvent, each 
partner faces the possibility of having to satisfy a// remaining obligations personally. Although 
any partner suffering more than a proportionate share of these losses can seek legal retribution 
from the other partners, this process is not always an effective remedy. The other partners 
may themselves be insolvent, or anticipated legal costs might discourage the damaged party 
from seeking recovery. Therefore, each partner usually has a keen interest in monitoring the 
progress of a liquidation as it transpires. 


Termination and Liquidation Procedures Illustrated 


The procedures involved in terminating and liquidating a partnership are basically mechani- 
cal. Partnership assets are converted into cash that is then used to pay business obligations as 
well as liquidation expenses. Any remaining assets are distributed to the individual partners 
based on their final capital balances. Once assets have been distributed, the partnership’s 
books are permanently closed. If each partner has a capital balance large enough to absorb all 
liquidation losses, the accountant should experience little difficulty in recording this series of 
transactions. 

To illustrate the typical process, assume that Morgan and Houseman have been operating 
an art gallery as a partnership for a number of years. Morgan and Houseman allocate all prof- 
its and losses on a 6:4 basis, respectively. On May 1, 2011, the partners decide to terminate 
business activities, liquidate all noncash assets, and dissolve their partnership. Although they 
give no specific explanation for this action, any number of reasons could exist. The partners, 
for example, could have come to a disagreement so that they no longer believe they can work 
together. Another possibility is that business profits have become inadequate to warrant the 
continuing investment of their time and capital. 

Following is a balance sheet for the partnership of Morgan and Houseman as of the termi- 
nation date. The revenue, expense, and drawing accounts have been closed as a preliminary 
step in terminating the business. A separate reporting of the gains and losses that occur during 
the final winding-down process will subsequently be made. 


MORGAN AND HOUSEMAN 
Balance Sheet 


May 1, 2011 
Assets Liabilities and Capital 
GASH paces arate ete aosee ae aera $ 45,000 Liabilities .. 0.0.0.0... 0... e eee $ 32,000 
Accounts receivable .............. 12,000 Morgan, capital ................ 50,000 
IAVENLORY: ois.< 8. fa kiaensun'e ld sya dee Stine 22,000 Houseman, capital .............. 38,000 
Land, building, and 
equipment (net) ................ 41,000 
Total’assets:* 22.324 ct beclsees $120,000 Total liabilities and capital ....... $120,000 


8 Ibid. 
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We assume here that the liquidation of Morgan and Houseman proceeds in an orderly fash- 
ion through the following events: 


2011 


June 1 The inventory is sold at auction for $15,000. 


July 15 Of the total accounts receivable, the partnership collected $9,000 and wrote 
off the remainder as bad debts. 


Aug.20 The fixed assets are sold for a total of $29,000. 

Aug. 25 All partnership liabilities are paid. 

Sept. 10 A total of $3,000 in liquidation expenses is paid to cover costs such as 
accounting and legal fees as well as the commissions incurred in disposing 
of partnership property. 

Oct. 15 All remaining cash is distributed to the owners based on their final capital 
account balances. 


Accordingly, the partnership of Morgan and Houseman incurred a number of losses in liq- 
uidating its property. Such losses are almost anticipated because the need for immediate sale 
usually holds a high priority in a liquidation. Furthermore, a portion of the assets used by any 
business, such as its equipment and buildings, could have a utility that is strictly limited to a 
particular type of operation. If the property is not easily adaptable, disposal at any reasonable 
price often proves to be a problem. 

Lo2 To record the liquidation of Morgan and Houseman, the following journal entries would be 
Prepare journal entries to record Made. Rather than report specific income and expense balances, gains and losses are tradi- 
the transactions incurred in the tionally recorded directly to the partners’ capital accounts. Because operations have ceased, 
aIQUid DIO] @ Parinersiey, determination of a separate net income figure for this period would provide little informational 

value. Instead, a primary concern of the parties involved in any liquidation is the continuing 
changes in each partner's capital balance. 


6/1/11 GAS hea Rye eae eer ey Ae ier Whee ea ae eins dened renee as 15,000 

MioitGeIny, Carstiell (O09 OH OSS) 5 esses eo cc sooucoroseducus 4,200 

Houseman) Gapitall(4 Olorot |OSs) eye eerie nsec er eee 2,800 
IMWENILO My Sareea tee rem atin ane eae ee seer eee eee 22,000 

To record sale of partnership inventory at a $7,000 loss. 

7/5/11 LCE Nee ae es ern peepee er re et Grn ere ae ee en 9,000 

MorgansGapitallte yey cov mens ctr tera: reer ngs een megane 1,800 

Houseman @apitallevs ste cure re gern ene eee eee 1,200 
INECOWIMSINECENEIONS: se a4 See asapenceseonseqeoaeus 12,000 


To record collection of accounts receivable with write-off of 
remaining $3,000 in accounts as bad debts. 


8/20/11 GaShie par eer ear eee ae Re cae eT LCR er eRe eri 29,000 
Morgan @apitalllerercr ae cote reenrre re ener ce 7,200 
Houseman@apitalll arcmin eae oc ererrn a ceca 4,800 
Land, Building, and Equipment (net) ................ 41,000 
To record sale of fixed assets and allocation of $12,000 loss. 
8/25/11 WE ToSIITHT=SS how cherries Aeeaeuar ake sonon averaie: erence rotreien eurcermeaarerare 32,000 
GAS Iie svce erie eee renee ts ee Sem eueeRIOeEMR eR Crna 32,000 


To record payment made to settle the liabilities of the 
partnership. 


9/10/11 Morgans @apitallittrce ere coer ert ray rere ee ae 1,800 
Houseman Gapitalliaasccr ccs erect rrrrtna een 1,200 
(GI Aeron rntrieds penis gars atasn ee rn, Rutile ieee dna teeta oe 3,000 


To record payment of liquidation expenses with the amounts 
recorded as direct reductions to the partners’ capital accounts. 
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After liquidating the partnership assets and paying off all obligations, the cash that remains 
can be divided between Morgan and Houseman personally. The following schedule is utilized 
to determine the partners’ ending capital account balances and, thus, the appropriate distribu- 
tion for this final payment: 


Cash and Capital Account Balances 


Morgan, Houseman, 
Cash Capital Capital 
Beginning balances* .................. $ 45,000 $50,000 $38,000 
Sold inventory ...................000- 15,000 (4,200) (2,800) 
Collected accounts receivable ............ 9,000 (1,800) (1,200) 
Sold fixed assets ...............0..000. 29,000 (7,200) (4,800) 
Paid liabilities ..........0000.0....000. (32,000) —0- —0- 
Paid liquidation expenses ............... (3,000) (1,800) (1,200) 
Fitvalstotal§: was 2,2 save toi ae atte fhe $ 63,000 $35,000 $28,000 


* Because of the presence of other assets as well as liabilities, the beginning balances in Cash and in the capital accounts are not equal. 


After the ending capital balances have been calculated, the remaining cash can be distrib- 
uted to the partners to close out the financial records of the partnership: 


10/15/11 Morgame:Gapitall tres eye erent ese rctcn te tee eaeee 35,000 
LOWEST IEICE OMENS as.ct nica aucre, Sec Genucnan cha dso anit ceea eh vor ee axes 28,000 
GaSe eee oe ee nce tegen core 63,000 


To record distribution of cash to partners in accordance with 
final capital balances. 


Schedule of Liquidation 


Liquidation can take a considerable length of time to complete. Because the various parties 
involved seek continually updated financial information, the accountant should produce fre- 
quent reports summarizing the transactions as they occur. Consequently, a statement (often 
referred to as the schedule of liquidation) can be prepared at periodic intervals to disclose 


¢ Transactions to date. 

¢ Property still being held by the partnership. 
¢ Liabilities remaining to be paid. 

¢ Current cash and capital balances. 


Although the preceding Morgan and Houseman example has been condensed into a few 
events occurring during a relatively brief period of time, partnership liquidations usually re- 
quire numerous transactions that transpire over months and, perhaps, even years. By receiving 
frequent schedules of liquidation, both the creditors and the partners are able to stay apprised 
of the results of this lengthy process. 

See Exhibit 15.1 for the final schedule of liquidation for the partnership of Morgan and 
Houseman. The accountant should have distributed previous statements at each important 
juncture of this liquidation to meet the informational needs of the parties involved. The 
example here demonstrates the stair-step approach incorporated in preparing a schedule 
of liquidation. The effects of each transaction (or group of transactions) are outlined in a 
horizontal fashion so that current account balances and all prior transactions are evident. 
This structuring also facilitates the preparation of future statements: A new layer sum- 
marizing recent events can simply be added at the bottom each time a new schedule is to 
be produced. 
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EXHIBIT 15.1 


MORGAN AND HOUSEMAN 
Schedule of Partnership Liquidation 
Final Balances 


Morgan, Houseman, 
Noncash Capital Capital 
Cash Assets Liabilities (60%) (40%) 
Beginning ibalameesie5/.1//lilmewawey nent er ee $ 45,000 $ 75,000 $ 32,000 $ 50,000 $ 38,000 
Solel (inelnitorny, QAVAN asevecccoeusoescdueaaue 15,000 (22,000) —0- (4,200) (2,800) 
Whdatedibalancesia mya ete rie aera 60,000 53,000 32,000 45,800 35,200 
Collected receivables, 7/15/11 ................. 9,000 (12,000) —0- (1,800) (1,200) 
Wodatedibalancess ts acne ete nee nes 69,000 41,000 32,000 44,000 34,000 
Sold fixed assets, 8/20/11 ..................0.. 29,000 (41,000) -0- (7,200) (4,800) 
Wodatedibalancessre wantin caean amen 98,000 —0- 32,000 36,800 29,200 
Panel ieloilttes QS os cesecescscucceoascee (32,000) (32,000) -0- —0- 
Wpdatedibalancesiaremye etc cretion 66,000 -0- -0- 36,800 29,200 
Paid liquidation expenses, 9/10/11 .............. (3,000) (1,800) (1,200) 
Wpdatedibalances ses. tee mene cee ees 63,000 -0- -0- 35,000 28,000 
Distributed remaining cash, 10/15/11 ............ (63,000) (35,000) (28,000) 
GlosingibalamGes#-eieseriaeie riers eer ene es =—0= -0- -0- -0- -0- 


LO3 


Determine the distribution of 
available cash when one or 
more partners have a deficit 
capital balance or become 
personally insolvent. 


Deficit Capital Balance—Contribution by Partner 


In Exhibit 15.1, the liquidation process ended with both partners continuing to report pos- 
itive capital balances. Thus, each partner was able to share in the remaining $63,000 cash. 
Unfortunately, such an outcome is not always possible. At the end of a liquidation, one or 
more partners could have a negative capital account, or the partnership could be unable to 
generate even enough cash to satisfy all of its creditors’ claims. Such deficits are most 
likely to occur when the partnership is already insolvent at the start of the liquidation or 
when the disposal of noncash assets results in material losses. Under these circumstances, 
the accounting procedures to be applied depend on legal regulations as well as the individ- 
ual actions of the partners. 

To illustrate, assume that the partnership of Holland, Dozier, and Ross was dissolved at the 
beginning of the current year. Business activities were terminated and all noncash assets were 
subsequently converted into cash. During the liquidation process, the partnership incurred a 
number of large losses that have been allocated to the partners’ capital accounts on a 4:4:2 basis, 
respectively. A portion of the resulting cash is then used to pay all partnership liabilities and 
liquidation expenses. 

Following these transactions, assume that only the following four account balances remain 
open within the partnership’s records: 


Gash wet hal athe a ht want $20,000 Holland, Capital.............. $ (6,000) 
Dozier, Capital ............... 15,000 

Ross, Capital ................ 11,000 

Total... 0... cee eee $20,000 


Holland has a negative capital balance of $6,000; the assigned share of partnership losses 
has exceeded this partner’s net contribution. In such cases, the Uniform Partnership Act (Sec- 
tion 807[b]) stipulates that the partner “shall contribute to the partnership an amount equal to 
any excess charges over the credits in the partner’s account . . .” Therefore, Holland legally is 
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required to convey an additional $6,000 to the partnership to eliminate the deficit balance. 
This contribution raises the cash balance to $26,000, which allows a complete distribution to 
be made to Dozier ($15,000) and Ross ($11,000) in line with their capital accounts. The jour- 
nal entry for this final payment closes out the partnership records: 


(STS eco Mae tm esse ete OR ad a Oot tu Re aeoiaes Srna oP Wea, Die A sear ote 6,000 
HollandsGapitalltenser pees mer: eect recrcen eee a ge eee ee 6,000 
To record contribution made by Holland to extinguish negative capital 
balance. 
Dozier@apitall Rexeaee eters amt rere elena oan emcee ee wen 15,000 
ROSS#:@a pital mee rsenrerene aetna ey are etn se gem cr ay Agere sage 11,000 
CaS hae enema eer ne incae be Ro era earn ery Ulan, Oa enn ae 26,000 


To record distribution of remaining cash to partners in accordance with 
their ending capital balances. 


Deficit Capital Balance—Loss to Remaining Partners 

Unfortunately, an alternative scenario can easily be conceived for the previous partnership liq- 
uidation. Although Holland’s capital account shows a $6,000 deficit balance, this partner 
could resist any attempt to force an additional investment, especially because the business is 
in the process of being terminated. The possibility of such recalcitrance is enhanced if the in- 
dividual is having personal financial difficulties. Thus, the remaining partners may eventually 
have to resort to formal litigation to gain Holland’s contribution. Until that legal action is con- 
cluded, the partnership records remain open although inactive. 


Distribution of Safe Payments 

While awaiting the final resolution of this matter, no compelling reason exists for the partner- 
ship to continue holding $20,000 in cash. These funds will eventually be paid to Dozier and 
Ross regardless of any action that Holland takes. An immediate transfer should be made to 
these two partners to allow them the use of their money. However, because Dozier has a 
$15,000 capital account balance and Ross currently reports $11,000, a complete distribution 
is not possible. A method must be devised, therefore, to allow for a fair allocation of the avail- 
able $20,000. 

To ensure the equitable treatment of all parties, this initial distribution is based on the as- 
sumption that the $6,000 capital deficit will prove to be a total loss to the partnership. Holland 
may, for example, be completely insolvent so that no additional payment will ever be forth- 
coming. By making this conservative presumption, the accountant is able to calculate the lowest 
possible amounts (or safe balances) that Dozier and Ross must retain in their capital accounts 
to be able to absorb all future losses. 

Should Holland’s $6,000 deficit (or any portion of it) prove uncollectible, the loss will be 
written off against the capital accounts of Dozier and Ross. Allocation of this amount is based 
on the relative profit and loss ratio specified in the articles of partnership. According to the 
information provided, Dozier and Ross are credited with 40 percent and 20 percent of all part- 
nership income, respectively. This 40:20 ratio equates to a 2:1 relationship (or 7:3) between 
the two. Thus, if no part of the $6,000 deficit balance is ever recovered from Holland, $4,000 
(two-thirds) of the loss will be assigned to Dozier and $2,000 (one-third) to Ross: 


Allocation of Potential $6,000 Loss 


DOZEN serv 4-32 eal ts eh ces cevcatnlies 4/3 of $(6,000) = 
ROSS igeceteterese a saneeceeh cent eae ase Y3 of $(6,000) = 


$(4,000) 
$(2,000) 

These amounts represent the maximum potential reductions that the two remaining partners 
could still incur. Depending on Holland’s actions, Dozier could be forced to absorb an additional 
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$4,000 loss, and Ross’s capital account could decrease by as much as $2,000. These balances 
must therefore remain in the respective capital accounts until the issue is resolved. Hence, Dozier 
is entitled to receive $11,000 in cash at the present time; this distribution reduces that partner’s 
capital account from $15,000 to the minimum $4,000 level. Likewise, a $9,000 payment to Ross 
decreases the $11,000 capital balance to the $2,000 limit. These $11,000 and $9,000 amounts 
represent safe payments that can be distributed to the partners without fear of creating new 
deficits in the future. 


DOziehG@apitall errs ee haere conn nny Seinen renee ay onan mee ree 11,000 
ROSS Gapitalln weer meace arian: tee ceactccanen Cire beans Remy cenencaa mre ceres 9,000 
(iTS A a Mea A ae te eu lees pawl Guns uae ONS os egies donee 20,000 


To record distribution of cash to Dozier and Ross based on safe capital 
balances, using the assumption that Holland will not contribute further 
to the partnership. 


After this $20,000 cash distribution, only a few other events can occur during the remain- 
ing life of the partnership. Holland, either voluntarily or through legal persuasion, may con- 
tribute the entire $6,000 needed to eradicate the capital deficit. If so, the money should be 
immediately turned over to Dozier ($4,000) and Ross ($2,000) based on their remaining cap- 
ital balances. This final distribution effectively closes the partnership records. 

A second possibility is that Dozier and Ross could be unable to recover any part of the 
deficit from Holland. These two remaining partners must then absorb the $6,000 loss them- 
selves. Because adequate safe capital balances have been maintained, recording a complete de- 
fault by Holland serves to close out the partnership books. 


DOzicraG@ap ital S1Of OSS) ee aee ey ecee ree ease ee were arene ese 4,000 
ROSSeeGapitali(/SrofilOSs) teem coy eytae tee my ave egos aye Pe wot ree 2,000 
RollandsGapitalbare creunre uses wareeee Weimar aye een metas sere 6,000 


To record allocation of deficit capital balance of insolvent partner. 


Deficit Is Partly Collectible 

One other ending to this partnership liquidation is conceivable. The partnership could recover 
a portion of the $6,000 from Holland, but the remainder could prove to be uncollectible. This 
partner could become bankrupt, or the other partners could simply give up trying to collect. 
The partners could also negotiate this settlement to avoid protracted legal actions. 

To illustrate, assume that Holland manages to contribute $3,600 to the partnership but sub- 
sequently files for relief under the provisions of the bankruptcy laws. In a later legal arrange- 
ment, $1,000 additional cash goes to the partnership, but the final $1,400 will never be 
collected. This series of events creates the following effects within the liquidation process: 


1. The $3,600 contribution is distributed to Dozier and Ross based on a new computation of 
their safe capital balances. 

2. The $1,400 default is charged against the two positive capital balances in accordance with 
the relative profit and loss ratio. 

3. The final $1,000 contribution is then paid to Dozier and Ross in amounts equal to their 
ending capital accounts, a transaction that closes the partnership’s financial records. 


The distribution of the first $3,600 depends on a recalculation of the minimum capital 
balances that Dozier and Ross must maintain to absorb all potential losses. Each of these 
computations is necessary because of a basic realization: Holland’s remaining deficit bal- 
ance ($2,400 at this time) could prove to be a total loss. This approach guarantees that the 
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other two partners will continue to report sufficient capital until the liquidation is ultimately 
resolved. 


Safe 
Current Allocation of Capital 
Capital Potential Loss Payments 
Dozier $4,000 7/3 of $(2,400) = $(1,600) $2,400 
Ross 2,000 V3 of (2,400) = (800) 1,200 


Thus, the $3,600 in cash that is now available is distributed immediately to Dozier and Ross 
based on their safe balances: 


Gls nieces sare eteiert eet ee eee eerie riers Arena Si, er tin Meri tirgty cork eee Rae En eg TS ES 3,600 

Folland Ga italien semen mee ace eect hte reat Cane urea tee werent tras 3,600 
DOziermGa pital Weary cere meee ore erent nena OM tle Peo ne eee teen 2,400 
Ross\@a pitallemsce etree cof he meee rt Saree eae nn ee ON ene a ee Ree oe 1,200 

(Gell iO een recuer says aetar CMs one araieet ie E te ocr Hann GR rmt ee tree a 3,600 


To record capital contribution by Holland and subsequent distribution of 
funds to Dozier and Ross based on safe capital balances. 


After recording this $3,600 contribution from Holland and the subsequent disbursement, 
the partnership’s capital accounts stay open, registering the following individual balances: 


Holland, Capital (deficit) ..............0.. $(2,400) 
Dozier, Capital (safe balance) .............. 1,600 
Ross, Capital (safe balance) ............... 800 


These accounts continue to remain on the partnership books until the final resolution of 
Holland’s obligation. 

In this illustration, the $1,000 legal settlement and the remaining $1,400 loss ultimately 
allow the parties to close out the records: 


GETS Ai eee oi n ause Mele Magnan ce ON Senne colam phen: Canteen eieiareren Yaelne Son Uae an 1,000 
DoziereGapitalf@ArotilOss: mma were irate aro aera tae ree ero 933 
Ross2G@apitall(/Sonloss) eae se eran eee eer ene yee 467 
Follatncl a @apiitalllt weerere ws rence eared ete erecta nen ene Ace 2,400 
To record final $1,000 cash settlement of Holland’s interest and resulting 
$1,400 loss. 
DOZierSa pital tenes Mes rere ea reer we ete ane ees Serene Ue wee w mire new eae 667 
Roisin Gi Jol ivelCaeiree tn arctan cae Saas ata a etna etn Gre Mamas anes alae mies Ee ae 2i5\3) 
Gai li ap etcetera ow ee meen rare ane ya hea poy See ae 1,000 


To record distribution of final cash balance based upon remaining capital 
account totals. 


In the previous example, one partner (Holland) became insolvent during the liquidation 
process. Personal bankruptcy is not uncommon and raises questions as to the legal right that 
damaged partners have to proceed against an insolvent partner. We now consider another 
example in which two partners are insolvent. 

The following balance sheet is presented for the partnership of Morris, Newton, Olsen, and 
Prince and indicates the applicable profit and loss percentages. Both Morris and Prince are 
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personally insolvent. Morris’s creditors have brought an $8,000 claim against the partnership’s 
assets, and Prince’s creditors are seeking $15,000. These claims have forced the partnership to 
terminate operations so that the business property can be liquidated and the insolvent partners 
can settle their personal obligations. The question as to which partner is entitled to any cash 
balance that remains is again raised. 


CASA eh hitb ate oes $ 10,000 LiaDINHES: 28 one ae vlna SE $ 70,000 
Noncash assets ............ 140,000 Morris, capital (40%) .......... 15,000 
Newton, capital (20%) ......... 10,000 

Olsen, capital (20%) .......... 23,000 

Prince, capital (20%) .......... 32,000 

Total assets ............. $150,000 Total liabilities and capital ..... $150,000 


Assume that the partnership sells the noncash assets for a total of $80,000, creating a 
$60,000 loss, and pays all its liabilities. The partnership’s accounting system records these two 
events as follows: 


Asher oe tyseeere es ee ACI ate eatier the Ursa SMELT Ate, GaN en APE Game 80,000 
Meni, (Cepiel GOS COS) as ocne tonsa eoscar ees apne datadeacea oo 24,000 
Newion, Cearomall (20% Ci OSS) occcossoedeseresceseseeosgoeduecces 12,000 
OlsenxGapitali(20%ctofi Oss) Maar err see ea ea aa eee are ene asec 12,000 
Princes Gapitall(2ZOSGionloss)meemriecm aceite mes acre nse te 12,000 
Noncash Assets (or specific accounts) ........ 0... c eee ee eee 140,000 
To record sale of noncash assets and allocation of resulting $60,000 loss. 
WpeTotIhifetsiae he congas eeavane onenacita, Aretacuer eeette a Ain eerie creer is oe a cect eae sehen oretivenertien A 70,000 
GASH aces ameter ache ae ane cache Bs eeen Mey nen Oye Cate Pew eA Cree toarenn 2a 70,000 


To record extinguishment of partnership obligations. 


Because of these two transactions, the partnership’s cash has increased from $10,000 to $20,000. 

After the allocation of this loss, the capital accounts for Morris and Newton report deficit 
balances of $9,000 ($15,000 — $24,000) and $2,000 ($10,000 — $12,000), respectively. 
Although Newton is solvent and would be expected to compensate the partnership, Morris’s 
personal financial condition does not allow for any further contribution. Therefore, Newton, 
Olsen, and Prince must absorb Morris’s $9,000 deficit. Because these three partners have 
historically shared profits evenly (20:20:20), they continue to do so in recording this addi- 
tional capital loss: 


Newcon, Cajonizll (VE OF IOSS) 2cscacoascesccgceeseusseeadeensaccbes 3,000 

OlsenuGapitali((/Scotiloss) mere eee eee ee ete cee ee sree me rete eran cte ayia 3,000 

aces (Gell Veno OSG) ea wenseee sae sad eau enon asamesiadasenss 3,000 
MorhissGapitalieee ess menr meee nce a cen ena ty Cree ORO cen 9,000 


To record write-off of deficit capital balance of insolvent partner. 


This last allocation increases Newton’s deficit to a $5,000 balance ($2,000 + $3,000), an 
amount that the partner should now contribute in accordance with partnership law: 


(GAS ine i 0 3a pO Ba, Me, 5 a seer ala ge Se 5 ale ye, OPER Rain AN. ah tee Mee had ne 5,000 
Newton Ga pita lanes: serene ene cn ahen meses war ereared arm hus pane oy 5,000 


To record contribution from solvent partner necessitated by negative 
capital balance. 
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Following this series of transactions, only the cash balance (now $25,000) and Olsen’s and 
Prince’s capital accounts remain open within the partnership records: 


Morris, Newton, Olsen, Prince, 

Cash Capital Capital Capital Capital 

Beginning balances ......... $10,000 $15,000 $10,000 $23,000 $32,000 
Sold assets ................ 80,000 (24,000) (12,000) (12,000) (12,000) 
Paid liabilities ...........00. (70,000) —0- —0- —0- —0- 
Default by Morris ........... —0- 9,000 (3,000) (3,000) (3,000) 
Contribution by Newton ..... 5,000 —0- 5,000 —0- —0- 
Current balances ......... $25,000 —0- —0- $8,000 $17,000 


Although $8,000 of the partnership’s remaining cash goes directly to Olsen, the $17,000 
attributed to Prince is first subjected to the claims of the partner’s personal creditors. Because 
of their claims, $15,000 of this amount must be used to satisfy these obligations, with only the 
final $2,000 being paid to Prince. Because Morris receives no distribution of cash from the 
partnership, no assets become available to settle claims of this partner’s personal creditors. 


Insolvent Partnership 

The two previous illustrations analyzed liquidations in which one or more of the partners is 
personally insolvent. Another possibility is that the partnership itself is insolvent. In an active 
partnership, insolvency can occur if losses, partner drawings, or litigation deplete the opera- 
tion’s working capital. A bankruptcy petition could follow if the partnership cannot meet its 
debts as they come due. Liquidation of business assets could be necessary unless the partner- 
ship can generate additional capital quickly. Even a financially sound partnership can become 
insolvent if it incurs material losses during a voluntary liquidation. 

To serve as a basis for examining the accounting and legal ramifications of an insolvent 
partnership, assume that the law firm of Keller, Lewis, Monroe, and Norris is in the final 
stages of liquidation. The firm has sold all noncash assets and has used available cash to pay 
a portion of the business’s liabilities. After these transactions, the following account balances 
remain open within the partnership’s records. The four partners share profits and losses 
equally. 


Liabilities 0.0.0.0... eee $ 20,000 
Keller, capital 2.2... 0.020.000.2000 200000. (30,000) 
LEWIS, Capital: cca) c a lisiece etek doaweeonetaics (5,000) 
Monroe, capital..................0.0000. 5,000 
Norris, capital ......................05. 10,000 


Note: Parentheses indicate deficit. 


This partnership is insolvent; it continues to owe creditors $20,000, even after liquida- 
tion and distribution of all assets. However, additional money should be forthcoming from 
two of the partners. Because of their deficit capital accounts, Keller and Lewis are legally 
required to contribute an additional $30,000 and $5,000, respectively, to the business. With 
these newly available funds, the partnership will be able to pay all $20,000 of its remaining 
liabilities as well as make cash distributions to Monroe ($5,000) and Norris ($10,000) in 
accordance with their capital account balances. This final payment would close the part- 
nership books. 

Once again, the possibility exists that one or more of the partners who are reporting a neg- 
ative capital balance will not step forward to make any further investment. Assume, for exam- 
ple, that Keller is personally insolvent and cannot contribute, whereas Lewis simply refuses to 
supply additional funds in hope of avoiding the obligation. At this point, the remaining credi- 
tors can initiate legal recovery proceedings against any or all of the partners regardless of 
their capital balances. Any action, however, against the insolvent partner could prove to be a 
futile effort. 


Discussion Question 
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WHAT HAPPENS IF A PARTNER BECOMES INSOLVENT? 


In 2001, three dentists—Ben Rogers, Judy Wilkinson, and Henry Walker—formed a part- 
nership to open a practice in Toledo, Ohio. The partnership’s primary purpose was to re- 
duce expenses by sharing building and equipment costs, supplies, and the services of a 
clerical staff. Each contributed $70,000 in cash and, with the help of a bank loan, con- 
structed a building and acquired furniture, fixtures, and equipment. Because the partners 
maintained their own separate clients, annual net income has been allocated as follows: 
Each partner receives the specific amount of revenues that he or she generated during 
the period less one-third of all expenses. From the beginning, the partners did not antic- 
ipate expansion of the practice; consequently, they could withdraw cash each year up to 
90 percent of their share of income for the period. 

The partnership had been profitable for a number of years. Over the years, Rogers has 
used much of his income to speculate in real estate in the Toledo area. By 2010 he was 
spending less time with the dental practice so that he could concentrate on his invest- 
ments. Unfortunately, a number of these deals proved to be bad decisions and he in- 
curred significant losses. On November 8, 2010, while Rogers was out of town, his 
personal creditors filed a $97,000 claim against the partnership assets. Unbeknownst to 
Wilkinson and Walker, Rogers had become insolvent. 

Wilkinson and Walker hurriedly met to discuss the problem because Rogers could not 
be located. Rogers's capital account was currently at $105,000, but the partnership had 
only $27,000 in cash and liquid assets. The partners knew that Rogers’s equipment had 
been used for a number of years and could be sold for relatively little. In contrast, the 
building had appreciated in value, and the claim could be satisfied by selling the property. 
However, this action would have a tremendously adverse impact on the dental practices of 
the remaining two partners. 

What alternatives are available to Wilkinson and Walker, and what are the advantages 
and disadvantages of each? 


Predicting the exact outcome of litigation is rarely possible. Thus, we assume here that 
Norris is forced to contribute $20,000 cash to settle the remaining liabilities. The following 
journal entries would then be required for this partnership: 


GEIS ii ener chia ok eR i ee ere ay eesti me cae wrens i ceert ne meeinn eer 20,000 

NG rniSse@ ai pital ete rhea ne oe ene nes eee en Saat ee cm necwren Ce Sy ORI gre tana 20,000 
(RIF V SVL MUT=ISS 205 es oe re cp eb ec eh cp at are aes, een abet ate eihe mii a EP AYA tne eles aes 20,000 

Gas pee eee eee ete he at ea eee oe ene es eR Ree aa ns 20,000 


To record capital contribution by Norris and payment to remaining 
partnership creditors. 


After all liabilities have been extinguished, the partners who still maintain positive capital 
accounts can demand remuneration from any partner with a negative balance. Despite this legal 
obligation, the chances of a significant recovery from the insolvent Keller is not likely. Thus, the 
partners could choose to write off this deficit as a step toward closing the partnership’s financial 
records. Legal recovery proceedings can still continue against Keller regardless of the accounting 
treatment. As equal partners, Lewis, Monroe, and Norris absorb the $30,000 loss evenly. 


ewissGapitallt/Stontloss) uae serecmare.screrrerasbat= nine at ever t res eae stun nnage nar cares 10,000 

Monroes Gapitali@/s:0f|0SS) ere re en ee etree i etter renee eee 10,000 

Nomiss@apitali@/Siotsloss)yasee rye ere een ear ee eae eee 10,000 
KellersGapitall tgmenesct crus cn ices cocoa nea erence taneee censure: 30,000 


To record write-off of deficit capital balance of insolvent partner. 


LO4 


Prepare a proposed schedule 
of liquidation from safe capital 
balances to determine an equi- 
table preliminary distribution 
of available partnership assets. 
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The partners’ capital accounts now have the following balances: 


Keller, Lewis, Monroe, Norris, 

Capital Capital Capital Capital 

Beginning balances ........... $(30,000) $ (5,000) $ 5,000 $10,000 
Capital contribution ........... —0- —0- —0- 20,000 
Write-off of deficit balance...... 30,000 (10,000) (10,000) (10,000) 
Current balances ........... —0- $(15,000) $(5,000) $20,000 


Both Lewis and Monroe now have a legal obligation to reimburse the partnership to offset 
their deficit capital balances. Upon their payment of $15,000 and $5,000, respectively, the en- 
tire $20,000 will be distributed to Norris (the only partner with a positive balance), and the 
partnership’s books will be closed. Should either Lewis or Monroe fail to make the appropri- 
ate contribution, the additional loss must be allocated between the two remaining partners. 


Preliminary Distribution of Partnership Assets 
In all of the illustrations analyzed in this chapter, distributions were made to the partners only 
after all assets were sold and all liabilities paid. As previously mentioned, a liquidation can 
take an extended time to complete. During this lengthy process, the partnership need not retain 
any assets that will eventually be disbursed to the partners. If the business is safely solvent, 
waiting until all affairs have been settled before transferring property to the owners is not war- 
ranted. The partners should be allowed to use their own funds at the earliest possible time. 
The objective in making any type of preliminary distribution is to ensure that the partner- 
ship maintains enough capital to absorb all future losses. Any capital in excess of this maxi- 
mum requirement is a safe balance, an amount that can be immediately conveyed to the 
partner. To determine safe capital balances at any time, the accountant assumes that all subse- 
quent events will result in maximum losses: No cash will be received in liquidating remaining 
noncash assets and each partner is personally insolvent. Any positive capital balance that would 
remain even after the inclusion of all potential losses can be paid to the partner without delay. 
Although the assumption that no further funds will be generated could be unrealistic, it does 
ensure that negative capital balances are not created by premature payments being made to any 
of the partners. 


Preliminary Distribution Illustrated 


To demonstrate the computation of safe capital distributions, assume that a liquidating part- 
nership reports the following balance sheet: 


Cash cat weee cack biases $ 60,000 Liabilities ..............0005. $ 40,000 
Noncash assets ............ 140,000 Mason, loan................. 20,000 
Mason, capital (50%).......... 60,000 

Lee, capital (30%) ............ 30,000 

Dixon, capital (20%) .......... 50,000 

Total assets ............. $200,000 Total liabilities and capital ..... $200,000 


Assume also that the partners estimate that $6,000 will be the maximum expense incurred 
in carrying out this liquidation. Consequently, the partnership needs $46,000 to meet all oblig- 
ations: $40,000 to satisfy partnership liabilities and $6,000 for these final expenses. Because 
the partnership holds $60,000 in cash, it can transfer the extra $14,000 to the partners imme- 
diately without fear of injuring any participants in the liquidation. However, the appropriate 
allocation of this money is not readily apparent; safe capital balances must be computed to 
guide the actual distribution. 

Before demonstrating the allocation of this $14,000, we examine the appropriate handling of 
a partner’s loan balance. According to the balance sheet, Mason has conveyed $20,000 to the 
business at some point in the past, an amount that was considered a loan rather than additional 
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capital. Perhaps the partnership was in desperate need of funds and Mason was willing to con- 
tribute only if the contribution was structured as a loan. Regardless of the reason, the question 
as to the status of this account remains: Is the $20,000 to be viewed as a liability to the partner 
or as a capital balance? The answer becomes especially significant during the liquidation 
process because available funds often are limited. In this regard, the Uniform Partnership Act 
(UPA) (Section 807[a]) indicates that the assets of the partnership must be applied to pay 
obligations to creditors, including partners who are creditors; any surplus is distributed to part- 
ners based on their capital balances. 

Although the UPA indicates that the debt to Mason should be repaid entirely before any 
distribution of capital can be made to the other partners, actual accounting practice takes a 
different view. “In preparing predistribution schedules, accountants typically offset partners’ 
loans with the partners’ capital accounts and then distribute funds accordingly.” 

In other words, the loan is merged with the partner’s capital account balance at the begin- 
ning of liquidation. Thus, accounting practice and the UPA seem to differ in the handling of a 
loan from a partner. 

To illustrate the potential problem with this conflict, assume that a partnership has $20,000 
in cash left after liquidation. Partner A has a positive capital balance of $20,000 whereas 
Partner B has a negative capital balance of $20,000. In addition, Partner B has previously 
loaned the partnership $20,000. If Partner B is insolvent, a distribution problem arises.'° If the 
provisions of the UPA are followed literally, the $20,000 cash should be given to Partner B 
(probably to the creditors of Partner B) to repay the loan. Because Partner B is insolvent, no 
more assets can be expected from this individual. Thus, Partner A would have to absorb the 
entire $20,000 deficit capital balance and will get no portion of the $20,000 in cash that the 
business holds. 

However, despite the UPA, common practice appears to be that the loan from Partner B will be 
used to offset that partner’s negative capital balance. Using that approach, Partner B is left with 
a zero capital balance so that the entire $20,000 goes to Partner A; neither Partner B nor the 
creditors of Partner B get anything. Thus, when a loan comes from a partner who later becomes 
insolvent and reports a negative capital balance, the handling of the loan becomes significant. 
Unfortunately, further legal guidance does not exist at this time because “no reported state or 
federal opinion has directly ruled on the right of offset of potential capital deficits.”!! 

To follow common practice, this textbook accounts for a loan from a partner in liquidation 
as if the balance were a component of the partner’s capital. By this offset, the accountant can 
reduce the amount accumulated as a negative capital balance for any insolvent partner. Any 
such loan can be transferred into the corresponding capital account at the start of the liquida- 
tion process. Similarly, any loans due from a partner should be shown as a reduction in the 
appropriate capital balance. 


Proposed Schedule of Liquidation 


Returning to the current illustration, the accountant needs to determine an equitable distribu- 
tion for the $14,000 cash presently available. To structure this computation, a proposed sched- 
ule of liquidation is developed based on the underlying assumption that all future events will 
result in total losses. Exhibit 15.2 presents this statement for the Mason, Lee, and Dixon part- 
nership. To expedite coverage, the $20,000 loan has already been transferred into Mason’s cap- 
ital account. Thus, regardless of whether this partner arrives at a deficit or a safe capital 
balance, the loan figure already has been included. 

The preparation of Exhibit 15.2 forecasts complete losses ($140,000) in connection with 
the disposition of all noncash assets and anticipates liquidation expenses at maximum amounts 


° Robert E. Whitis and Jeffrey R. Pittman, “Inconsistencies between Accounting Practices and Statutory Law 
in Partnership Liquidations, ” Accounting Educators’ Journal, Fall 1996, p. 99. 

10 The same problem should not exist if the partner is solvent. The partner is legally required to contribute 
enough funds to delete any capital deficit. Thus, in this case, Partner B would be entitled to the $20,000 
loan repayment but then must contribute $20,000 because of the negative capital balance. That cash 
amount would go to Partner A because of that partner's positive capital balance. 


11 Whitis and Pittman, “Inconsistencies between Accounting Practices,” p. 93. 


EXHIBIT 15.2 
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MASON, LEE, AND DIXON 
Proposed Schedule of Liquidation—Initial Safe Capital Balances 


Mason, Lee, Dixon, 

Noncash Capital Capital Capital 

Cash Assets Liabilities (50%) (30%) (20%) 

Beginning balances essere $ 60,000 $140,000 $40,000 $80,000 $ 30,000 $ 50,000 

Maximum loss on noncash assets ........... —0- (140,000) —0- (70,000) (42,000) (28,000) 

Maximum liquidation expenses ............ (6,000) —0- —0- (3,000) (1,800) (1,200) 

Pehla Oi WEINIINMES 2ccsccncoocnoeaaoove (40,000) -0- (40,000) -0- -0- -0- 

PotentialibdlamceSs eee ene 14,000 -0- -0- 7,000 (13,800) 20,800 
Assume Lee to be insolvent ............... —0- —0- —0- (9,857) (4) 13,800 (3,943) (%) 

RotentialibalanceSme eee a eee 14,000 —0- —0- (2,857) —0- 16,857 

Assume Mason to be insolvent............. —0- —0- —0- 2,857 —0- (2,857) 

Sale balancesiamaaseissses arin ae acne $ 14,000 == = -0- -0- $ 14,000 


($6,000). Following the projected payment of liabilities, any partner reporting a negative cap- 
ital account is assumed to be personally insolvent. These potential deficit balances are written 
off and the losses are assigned to the remaining solvent partners based on their relative profit 
and loss ratio. Lee, with a negative $13,800, is eliminated first. This allocation creates a deficit 
of $2,857 for Mason, an amount that Dixon alone must absorb. After this series of maximum 
losses is simulated, any positive capital balance that still remains is considered safe; a cash dis- 
tribution of that amount can be made to the specific partners. 

Exhibit 15.2 indicates that only Dixon has a large enough capital balance at the present 
time to absorb all possible future losses. Thus, the entire $14,000 can be distributed to this 
partner with no fear that the capital account will ever report a deficit. Based on current practice, 
Mason, despite having made a $20,000 loan to the partnership, is entitled to no part of this initial 
distribution. The loan is of insufficient size to prevent potential deficits from occurring in 
Mason’s capital account. 

One series of computations found in this proposed schedule of liquidation merits additional 
attention. The simulated losses initially create a $13,800 negative balance in Lee’s capital ac- 
count while the other two partners continue to report positive figures. Mason and Dixon must 
then absorb Lee’s projected deficit according to their relative profit and loss percentages. Pre- 
viously, Mason was allocated 50 percent of net income with 20 percent recorded to Dixon. 
These figures equate to a °%0:7%, or a %:% ratio. Based on this realigned relationship, the 
$13,800 potential deficit is allocated between Mason (%, or $9,857) and Dixon (%, or $3,943), 
reducing Mason’s own capital account to a negative balance as shown in Exhibit 15.2. 

Continuing with the assumption that maximum losses occur in all cases, Mason’s $2,857 
deficit is accounted for as if that partner were also personally insolvent. Therefore, the entire 
negative balance is assigned to Dixon, the only partner still in a positive capital position. 
Because all potential losses have been recognized at this point, the remaining $14,000 capital 
is a safe balance that should be paid to Dixon. Even after the money is distributed, Dixon’s 
capital account will still be large enough to absorb all future losses. 


Liquidation in Installments 


In practice, complete losses are not likely to occur in the liquidation of any business. Thus, at 
various points during this process, additional cash amounts can become available as partner- 
ship property is sold. If the assets are disposed of in a piecemeal fashion, cash can actually 
flow into the company on a regular basis for an extended period of time. As needed, updated 
safe capital schedules must be developed to determine the recipients of newly available funds. 
Because numerous capital distributions could be required, this process is often referred to as a lig- 
uidation made in installments. 
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EXHIBIT 15.3 Liquidation for Installments 


MASON, LEE, AND DIXON 
Proposed Schedule of Liquidation—Subsequent Safe Capital Balances 


Mason, Lee, Dixon, 

Noncash Capital Capital Capital 

Cash Assets Liabilities (50%) (30%) (20%) 

Beginningibalamcessem rei een enter ens $ 60,000 $140,000 $ 40,000 $ 80,000 $ 30,000 $ 50,000 

Capital distribution—safe balances.......... (14,000) —0- —0- —0- —0- (14,000) 

Disposal of noncash assets ................ 20,000 (50,000) —0- (15,000) (9,000) (6,000) 

liabilitiestoadidi agers wae run er ra er ert aes (40,000) —0- (40,000) -0- —0- —0- 

Liguidationtexoensesmmmre a ener ier ns (2,000) —0- —0- (1,000) (600) (400) 

Gurrentsbalamcesi ere ee eee 24,000 90,000 -0- 64,000 20,400 29,600 

Maximum loss on remaining 

MOMGashraSSetSacs. cae heen ee eee ea -0- (90,000) -0- (45,000) (27,000) (18,000) 

Maximum liquidation expenses ............ (3,000) —0- —0- (1,500) (900) (600) 

Potentialibalancess 95s seo ee 21,000 —0- —0- 17,500 (7,500) 11,000 
Assume Lee to be insolvent ............... —0- —0- —0- (5,357) (4) 7,500 (2,143) (4) 

Safe balances—current ..............00. $ 21,000 —0- -0- Salas —0- $ 8,857 


Ke}) 


Develop a predistribution plan to 
guide the distribution of assets in 
a partnership liquidation. 


To illustrate, assume that the partnership of Mason, Lee, and Dixon actually undergoes the 
following events in connection with its liquidation: 


¢ As the proposed schedule of liquidation in Exhibit 15.2 indicates, Dixon receives $14,000 
in cash as a preliminary capital distribution. 

¢ Noncash assets with a book value of $50,000 are sold for $20,000. 

¢ All $40,000 in liabilities are settled. 

¢ Liquidation expenses of $2,000 are paid; the partners now believe that only a maximum of 
$3,000 more will be expended in this manner. The original estimation of $6,000 was ap- 
parently too high. 


As a result of these transactions, the partnership has an additional $21,000 in cash now 
available to distribute to the partners: $20,000 received from the sale of noncash assets and 
another $1,000 because of the reduced estimation of liquidation expenses. Once again, the 
accountant must assume maximum future losses as a means of determining the appropriate 
distribution of these funds. The accountant produces a second proposed schedule of liquida- 
tion (Exhibit 15.3), indicating that $12,143 of this amount should go to Mason with the re- 
maining $8,857 to Dixon. To facilitate a better visual understanding, actual transactions are 
recorded first on this schedule, followed by the assumed losses. A dotted line separates the 
real from the potential occurrences. 


Predistribution Plan 
The liquidation of a partnership can require numerous transactions occurring over a lengthy 
period of time. The continual production of proposed schedules of liquidation could become a 
burdensome chore. The previous illustration already has required two separate statements, and 
the partnership still possesses $90,000 in noncash assets awaiting conversion to cash. There- 
fore, at the start of a liquidation, most accountants produce a single predistribution plan to 
serve as a guideline for all future payments. Thereafter, whenever cash becomes available, this 
plan indicates the appropriate recipient(s) without the necessity of drawing up ever-changing 
proposed schedules of liquidation. 

A predistribution plan is developed by simulating a series of losses, each of which is just 
large enough to eliminate, one at a time, all of the partners’ claims to partnership property. 
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This approach recognizes that the individual capital accounts exhibit differing degrees of sen- 
sitivity to losses. Capital accounts possess varying balances and could be charged with losses 
at different rates. Consequently, a predistribution plan is based on calculating the losses (the 
“maximum loss allowable’’) that would eliminate each of these capital balances in a sequential 
pattern. This series of absorbed losses then forms the basis for the predistribution plan. 

To demonstrate the creation of a predistribution plan, assume that the following partnership 
is to be liquidated: 


CASI aed Yew tos cided. Bhat Sabha —0- Liabilities ...............000. $100,000 
Noncash assets ............ $221,000 Rubens, capital (50%) ......... 30,000 
Smith, capital (20%) .......... 40,000 

Trice, capital (30%) ........... 51,000 

Total assets ..........00. $221,000 Total liabilities and capital ..... $221,000 


The partnership capital reported by this organization totals $121,000. However, the indi- 
vidual balances for the partners range from $30,000 to $51,000, and profits and losses are 
assigned according to three different percentages. Thus, differing losses would reduce each 
partner’s current capital balance to zero. As a prerequisite to developing a predistribution plan, 
the sensitivity to losses exhibited by each of these capital accounts must be measured: 


Capital Balance/ Maximum Loss That 
Partner Loss Allocation Can Be Absorbed 
Rubens 242 ec2 ea reed $30,000/50% $ 60,000 ¥ 
SMUtN os ca emeew ates 40,000/20% 200,000 
NCO cra tae BUA oS 51,000/30% 170,000 


According to this initial computation, Rubens is the partner in the most vulnerable posi- 
tion at the present time. Based on a 50 percent share of income, a loss of only $60,000 
would reduce this partner’s capital account to a zero balance. If the partnership does incur a 
loss of this amount, Rubens can no longer hope to recover any funds from the liquidation 
process. Thus, the following schedule simulates the potential effects of this loss (referred to 
as a Step I loss): 


Rubens, Smith, Trice, 
Capital Capital Capital 
Beginning balances............ $ 30,000 $ 40,000 $ 51,000 
Assumed $60,000 loss ......... (30,000) (50%) (12,000) (20%) (18,000) (30%) 
Step 1 balances............. —O- $ 28,000 $ 33,000 


As previously discussed, the predistribution plan is based on describing the series of losses 
that would eliminate each partner’s capital in turn and, thus, all claims to cash. In the previous 
Step 1 schedule, the $60,000 loss did reduce Rubens’s capital account to zero. Assuming, as a 
precautionary step, that Rubens is personally insolvent, all further losses would have to be 
allocated between Smith and Trice. Because these two partners have previously shared part- 
nership profits and losses on a 20 percent and 30 percent basis, a 20/50:30/50 (or 40%:60%) 
relationship exists between them. Therefore, these realigned percentages must now be utilized 
in calculating a Step 2 Joss, the amount just large enough to exclude another of the remaining 
partners from sharing in any future cash distributions: 


Capital Balance/ Maximum Loss That 
Partner Loss Allocation Can Be Absorbed 
Smith .............. $28,000/40% $70,000 


WNGO hs as 3% a ett ha, tas 33,000/60% 55,000 ¥ 
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Because Rubens’s capital balance already has been eliminated, Trice is now in the most vul- 
nerable position: Only a $55,000 Step 2 loss is required to reduce this partner’s capital account 
to a zero balance. 


Rubens, Smith, Trice, 
Capital Capital Capital 
Beginning balances ............ $ 30,000 $ 40,000 $ 51,000 
Assumed $60,000 loss ......... (30,000) (50%) (12,000) (20%) (18,000) (30%) 
Step 1 balances............. 0+ $ 28,000 $ 33,000 
Assumed $55,000 loss ......... -0- (22,000) (40%) (33,000) (60%) 
Step 2 balances ............. —O- $ 6,000 —0- 


According to this second schedule, a total loss of $115,000 ($60,000 from Step 1 plus 
$55,000 from Step 2) leaves capital of only $6,000, a balance attributed entirely to Smith. At 
this final point in the simulation, an additional loss of this amount also ends Smith’s right to 
receive any funds from the liquidation process. Having the sole positive capital account re- 
maining, this partner would have to absorb the entire amount of the final loss. 


Rubens, Smith, Trice, 
Capital Capital Capital 
Beginning balances ............ $ 30,000 $ 40,000 $ 51,000 
Assumed $60,000 loss ......... (30,000) (50%) (12,000) (20%) (18,000) (30%) 
Step 1 balances............. —O- $ 28,000 $ 33,000 
Assumed $55,000 loss ......... —0- (22,000) (40%) (33,000) (60%) 
Step 2 balances ............. —0- 6,000 —0- 
Assumed $6,000 loss .......... —0- (6,000) (100%) —0- 


Final balances .............. —0- —0- —0- 


Once this series of simulated losses has reduced each partner’s capital account to zero, a 
predistribution plan for the liquidation can be devised. This procedure requires working back- 
ward through the preceding final schedule to determine the effects that will result if the as- 
sumed losses do not occur. Without these losses, cash becomes available for the partners; 
therefore, a direct relationship exists between the volume of losses and the distribution pattern. 
For example, Smith will entirely absorb the last $6,000 loss. Should that loss fail to material- 
ize, Smith is left with a positive safe capital balance of this amount. Thus, as cash becomes 
available, the first $6,000 received (in excess of partnership obligations and anticipated liqui- 
dation expenses) should be distributed solely to Smith. 

Similarly, the preceding $55,000 Step 2 loss was divided between Smith and Trice on a 4:6 
basis. Again, if such losses do not occur, these balances need not be retained to protect the 
partnership against capital deficits. Therefore, after Smith has received the initial $6,000, any 
additional cash that becomes available (up to $55,000) will be split between Smith (40 per- 
cent) and Trice (60 percent). For example, if the partnership holds exactly $61,000 in cash in 
excess of liabilities and possible liquidation expenses, this distribution should be made: 


Rubens Smith Trice 

First $6,000 ......... = $ 6,000 ai 
Next $55,000 ....... -0- 22,000 (40%) $33,000 (60%) 

Cash distribution ...  —O- $28,000 $33,000 


The predistribution plan can be completed by including the Step 1 loss, an amount that was to 
be absorbed by the partners on a 5:2:3 basis. Thus, all money that becomes available to the part- 
ners after the initial $61,000 is to be distributed according to the original profit and loss ratio. At 
this point in the liquidation, enough cash would have been generated to ensure that each partner 
has a safe capital balance: No possibility exists that a future deficit can occur. Any additional 
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increases in the projected capital balances will be allocated by the 5:2:3 allocation pattern. For this 
reason, once all partners begin to receive a portion of the cash disbursements, any remaining 
funds are divided based on the original profit and loss percentages. 

To inform all parties of the pattern by which available cash will be disbursed, the predistri- 
bution plan should be formally prepared in a schedule format prior to beginning liquidation. 
Following is the predistribution plan for the partnership of Rubens, Smith, and Trice. To com- 
plete this illustration, liquidation expenses of $12,000 have been estimated. Because these ex- 
penses have the same effect on the capital accounts as losses, they do not change the sequential 
pattern by which assets eventually will be distributed. 


RUBENS, SMITH, AND TRICE 
Predistribution Plan 


Available Cash Recipient 
FUSE, 2 os oan da leetonsde Bree suse $112,000 Creditors ($100,000) and liquidation 
expenses (estimated at $12,000) 
INGX EE ceiseictedide cons arto bane auina 6,000 Smith 
INGXIE ce-ucats ties, apt adie anatiant 55,000 Smith (40%) and Trice (60%) 
All further cash balances Rubens (50%), Smith (20%), 


and Trice (30%) 


Summary 


1. Although a partnership can exist indefinitely through the periodic admission of new partners, termina- 
tion of business activities and liquidation of property can take place for a number of reasons. A partner’s 
death or retirement and the insolvency of a partner or even the partnership itself can trigger this process. 
Because of the risk that the partnership will incur large losses during liquidation, all parties usually seek 
frequent and timely information describing ongoing developments. The accountant is expected to fur- 
nish these data while also working to ensure the equitable treatment of all parties. 

2. The liquidation process entails (a) converting partnership property into cash, (b) paying off liabilities 
and liquidation expenses, and (c) conveying any remaining property to the partners based on their 
final capital balances. As a means of reporting these transactions, a schedule of liquidation should be 
produced at periodic intervals. This statement discloses all recent transactions, the assets and liabili- 
ties still being held, and the current capital balances. Distribution of this schedule on a regular basis 
allows the various parties involved in the liquidation to monitor the progress being made. 

3. During a liquidation, negative capital balances can arise for one or more of the partners, especially if 
the partnership incurs material losses in disposing of its property. In such cases, the specific partner 
or partners should contribute enough additional assets to eliminate their deficits. If payment is slow 
in coming, the partners who have safe capital balances can immediately divide any cash still held by 
the partnership. A safe balance is the amount of capital that would remain even if maximum future 
losses occur: Noncash assets are lost in total and all partners with deficits fail to fulfill their legal 
obligations. In making these computations, the remaining partners absorb negative capital balances 
based on their relative profit and loss ratio. 

4. Completion of the actual liquidation of a partnership can take an extended period. Often, cash is gener- 
ated during the early stages of this process in excess of the amount needed to cover liabilities and liqui- 
dation expenses. The accountant should propose a fair and immediate distribution of these available 
funds. A proposed schedule of liquidation can be created as a guide for such cash distributions. This state- 
ment is based on a simulated series of transactions: sale of all noncash assets, payment of liquidation ex- 
penses, and so on. At every point, maximum losses are assumed: Noncash assets have no resale value, 
liquidation expenses are set at the maximum level, and all partners are personally insolvent. Any safe cap- 
ital balance remaining after incurring such losses represents a distribution that can be made at the present 
time. Even after this payment, the capital account will still be large enough to absorb all potential losses. 

5. A partnership liquidation can require numerous transactions over a lengthy time period. Thus, the ac- 
countant could discover that the continual production of proposed schedules of liquidation becomes 
burdensome. For this reason, at the start of the liquidation process the accountant usually produces a 
single predistribution plan that serves as a definitive guideline for all payments to be made to the part- 
ners. To create this plan, the accountant simulates a series of losses with each loss, in turn, exactly 
eliminating a partner’s capital balance. After these assumed losses have reduced all capital accounts 
to zero, the accountant devises the predistribution plan by working backward through the series. In 
effect, the accountant is measuring the cash that will become available if such losses do not occur. 
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Comprehensive 
Illustration 


PROBLEM 


SOLUTION 


(Estimated Time: 30 to 40 Minutes) For the past several years, the Andrews, Caso, Quinn, and Sheridan 
partnership has operated a local department store. Based on the provisions of the original articles of part- 
nership, all profits and losses have been allocated on a 4:3:2:1 ratio, respectively. Recently, both Caso 
and Quinn have undergone personal financial problems and, as a result, are now insolvent. Caso’s cred- 
itors have filed a $20,000 claim against the partnership’s assets, and $22,000 is being sought to repay 
Quinn’s personal debts. To satisfy these legal obligations, the partnership property must liquidate. The 
partners estimate that they will incur $12,000 in expenses to dispose of all noncash assets. 

At the time that active operations cease and the liquidation begins, the following partnership bal- 
ance sheet is produced. All measurement accounts have been closed out to arrive at the current capi- 
tal balances. 


Gas lisse. ees et ener tne eae $ 20,000 ADIL ESee S eeetem ene beter a tee Breae es $140,000 
Noncash assets ............ 280,000 G@ASOulOanieerae ee eee 10,000 
Andrews, capital (40%) ........ 76,000 

Caso, capital (30%) ........... 14,000 

Quinn, capital (20%) .......... 51,000 

Sheridan, capital (10%) ........ 9,000 

OtallaSSCtSaen een ae $300,000 Total liabilities and capital ..... $300,000 


During the lengthy liquidation process, the following transactions take place: 


e Sale of noncash assets with a book value of $190,000 for $140,000 cash. 

¢ Payment of $14,000 liquidation expenses. No further expenses are expected. 

¢ Distribution of safe capital balances to the partners. 

e Payment of all business liabilities. 

e Sale of the remaining noncash assets for $10,000. 

¢ Determination of deficit capital balances for any insolvent partners as uncollectible. 


¢ Receipt of appropriate cash contributions from any solvent partner who is reporting a negative capi- 
tal balance. 


¢ Distribution of final cash. 


Required 


a. Using the information available prior to the start of the liquidation process, develop a predistribution 
plan for this partnership. 


b. Prepare journal entries to record the actual liquidation transactions. 


a. This partnership begins the liquidation process with capital amounting to $160,000. This total in- 
cludes the $10,000 loan from Caso because the partnership must retain the liability as a possible off- 
set against any eventual deficit capital balance. Therefore, the predistribution plan is based on the 
assumption that $160,000 in losses will be incurred, entirely eliminating all partnership capital. As 
discussed in this chapter, these simulated losses are arranged in a series so that each capital account 
is sequentially reduced to a zero balance. 

At the start of the liquidation, Caso’s capital position is the most vulnerable. 


Capital Balance/ Maximum Loss That 


Partner Loss Allocation Can Be Absorbed 
ANDBGEAWS 2cccancacss $76,000/40% $190,000 

GaSOm eee een 24,000/30% 80,000 ¥ 
QUAM ooaccesascwen 51,000/20% 255,000 
SIMMICKIN csscucdsscs 9,000/10% 90,000 


As this schedule indicates, an $80,000 loss would eradicate both Caso’s $14,000 capital balance and 
the $10,000 loan. Therefore, to start the development of a predistribution plan, this loss is assumed to 
have occurred. 
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Andrews, Caso, Loan Quinn, Sheridan, 
Capital and Capital Capital Capital 
[BYefo(Ininilnvs) lOIEINESS canaanccensonavsauae $ 76,000 $ 24,000 $ 51,000 $ 9,000 
PNSTUT a aT =X0 BN SS4 0) 010) 0) | <n (32,000) (40%) (24,000) (30%) (16,000) (20%) (8,000) (10%) 
Suelo) 1] OIEMGES go ccaasacesuosaveanee $ 44,000 —0- $ 35,000 $ 1,000 


With Caso’s capital account eliminated, further losses are to be split among the remaining partners in 
the ratio of 4:2:1 (or 7:77:'4). Because only an additional $7,000 loss (the preceding $1,000 Step 1 
capital balance divided by 17) is now needed to reduce Sheridan’s account to zero, this partner is in 
the second most vulnerable position. 


Andrews Caso Quinn Sheridan 
Step 1 balances (above) ......... $44,000 —0- $35,000 $ 1,000 
Assumed $7,000 loss ........... (4,000) (4%) =0= (2,000) (%) (1,000) (%) 
Stepr2sbalamGeSusa.- cane tiee $40,000 —0- $33,000 =0= 


Following these two simulated losses, only Andrews and Quinn continue to report positive capital bal- 
ances. Thus, they divide any additional losses on a 4:2 basis, or 7:3. Based on these realigned per- 
centages, Andrews’s position has become the more vulnerable. An additional loss of $60,000 
($40,000/%) reduces this partner’s remaining capital to zero whereas a $99,000 loss ($33,000/1) is 
required to eliminate Quinn’s balance. 


Andrews Caso Quinn Sheridan 
Step 2 balances (above) ......... $ 40,000 —0- $33,000 =0= 
Assumed $60,000 loss.......... (40,000) (73) -0- (20,000) (1) -0- 
SteprsibalamGeSessssasa crete: —0- == $13,000 == 


The final $13,000 capital balance belongs to Quinn; an additional loss of this amount is necessary to 
remove the last element of partnership capital. 

Based on the results of this series of simulated losses, the accountant can create a predistribu- 
tion plan. However, the $140,000 in liabilities owed by the partnership still retains first priority 
to any available cash. Additionally, $12,000 must be held to cover the anticipated liquidation 


expenses. 
ANDREWS, CASO, QUINN, AND SHERIDAN 
Predistribution Plan 

Available Cash Recipient 
EIrStere heres arene ar $152,000 Creditors and anticipated liquidation expenses 
Ne@xte Fre eee 13,000 Quinn 
Nexticeee sao cere scatman 60,000 Andrews (7/3) and Quinn (3) 
NBME ca owrcancnaecus 7,000 Andrews (77), Quinn (7/7), and Sheridan (7) 
All further cash Andrews (40%), Caso (30%), Quinn (20%), 


and Sheridan (10%) 
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b. Journal entries for the liquidation: 


(Gr lfoys Kok [ntsiveiaan cee aes iienn aie ct Bint etn LER SLO EEE CN Sere Os 10,000 
(Ge ioy Geel e)ta| |b sate cer censr eee rea a eo eat pees eee eee es 10,000 
To record offset of loan against capital balance in anticipation 
of liquidation. 
(CI he noes one a capt ne on Bae Moa eur oe meen Nn fy Mioai eee NR aoe aye eon Ga net 140,000 
AMICKEWS, Catontell O96 CHO) scccacecnedneccesousacvcekenede 20,000 
Cee Ca MEISOGS OF OSS) ae non ao Go mc engon aol ed aod arena g ae.ee 15,000 
OUliin, Cao] POLS OF ISS) cscckcocsscocsacvosodsesuaesecuds 10,000 
Snaiicki, Capa (OVS CHNOSS) ocaacocnecevoongoveduancoanaous 5,000 
NomeashtAssetsie meric cea eras career nce neces 190,000 
To record sale of noncash assets and allocation of $50,000 loss. 
INMCKEWS, CAOENCOSS) occ cncsceSsatbsoeunosoeousuduceseneds 5,600 
Gaso%Gapitall(3 025) mera sara ceri ensue Rint Ne Cen pre rere 4,200 
@QuinneGapitali(2O%G) ee ee ee ree ieeaerte rare eae Cee a ees eteeee 2,800 
Sheridane@apitalk(hOc) tuscan sey ncaa en arnn a wanna on cere ars 1,400 
GAS INE ser pee ree ane goer NC pee ORs set CN ACRE Fos pone CRE eee 14,000 


To record payment of liquidation expenses. 


¢ The partnership now holds $146,000 in cash, $6,000 more than is needed to satisfy all liabilities 
and estimated expenses. According to the predistribution plan drawn up in requirement (a), this 
entire amount can be safely distributed to Quinn (or to Quinn’s creditors). 


Quinn Capital eae cee he osetia rs care ocean eon 6,000 
(GEES oh ire etect etic eae enter eertial > elas cre en nar au ce Aa aetiaues Hunan 6,000 
To record distribution of available cash based on safe capital balance. 
LHIF=) ot TTS We rete don hes initia e Rark s oNeN OE ean toRte ol ales cen neercaen fen 140,000 
GAS Vie eeer ye OMe Re Re RE ey I CL eat ene Eee PR Dn CR SeceeS 140,000 
To record extinguishment of all partnership debts. 
GiiNii ds sete Rd Pen Sete Dee Bea a eee cae cr ene re ek aegleg hue le amr oe 10,000 
/NICHEWS, Ceronall CO% OFIDES) ooccnsncegocccccususuaenssuteue 32,000 
Case, Cail (GOV OF OSS) wo cseaesaoncoensabeuovemaauauaouae 24,000 
Guilin, Catal @OV GHIOSS) oscesccgocdovcborcueucudendeuduce 16,000 
Sireiicr, (Capel (WOVS CU NOSS) sacacasccceeudseuaeuseapasnenue 8,000 
NGOMGASIIBASSE LS esau oe en eaenneate mete a Serre ok ta earns Nee eee 90,000 


To record sale of remaining noncash assets and allocation 
of $80,000 loss. 


¢ At this point in the liquidation, only the cash and the capital accounts remain open on the part- 


nership books. 
Andrews, Caso, Quinn, Sheridan, 
Cash Capital Capital Capital Capital 

Beginning balances ........ $ 20,000 $ 76,000 $ 14,000 $ 51,000 $ 9,000 
Loan offset .............. —0- —0- 10,000 == == 
Sale of noncash assets ..... 140,000 (20,000) (15,000) (10,000) (5,000) 
Liquidation expenses ....... (14,000) (5,600) (4,200) (2,800) (1,400) 
Cash distribution .......... (6,000) —0- —0- (6,000) =0= 
Payment of liabilities ....... (140,000) —0- —0- —0- —0- 
Sale of noncash assets ..... 10,000 (32,000) (24,000) (16,000) (8,000) 


Gurrent balances 977577 .2 $ 10,000 $ 18,400 $ (19,200)  $ 16,200 $(5,400) 
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Because Caso is personally insolvent, the $19,200 deficit balance will not be repaid, and the 
remaining three partners must absorb it on a 4:2:1 basis. 


/Nmeliaws, Cajal C7 OF TOS5) . 2. a esc ow covssacccaceauevsaugsees 10,971 
Ouitnm, Cejatiell (G7 OF OSS) onan coesapancagunnanransonsasageas 5,486 
Shencana@a pital 7201 0Ss eee es 2,743 
GasolG@aplitallens eave ves ra rerece serene ae ne terra Bente mene Pan 19,200 


To record write-off of deficit capital balance of insolvent partner. 


¢ This last allocation decreases Sheridan’s capital account to an $8,143 negative total. Because this 
partner is personally solvent, that amount should be contributed to the partnership in accordance 
with regulations of the Uniform Partnership Act. 


LISI Ve escepeh sree Beane eee a Re Ter ONE A Ss ae a Gy TELE Ns a ee ete 8,143 
ShendaniG@apitall te cmcsces ae arcs ausetaecn creer ieee tne nea 8,143 
To record contribution made to eliminate deficit capital balance. 


e Sheridan’s contribution brings the final cash total for the partnership to $18,143. This amount is 
distributed to the two partners who continue to maintain positive capital balances: Andrews and 
Quinn (or Quinn’s creditors). 


Andrews, Capital Quinn, Capital 
BalamGesrabOVem ears ey n te cca para wna ote) $18,400 $16,200 
@asoideficitiaete, sree et cece wee rein a (10,971) (5,486) 
FinallibalanGeSieaeea eatery er notes $ 7,429 $10,714 
Andrews-G@apitallefxcrciccos eae scare ten cara marae eee eueeee ewe 7,429 
COU M AVA Ceol rey aes ascels scseeneasei ac pes ed eerae een nea anc aee uns eh One ectarangeraen 10,714 
GaSe ease eee ager ea dence tomer arcuate drei erat eae 18,143 
To record distribution of remaining cash according to final capital 
balances. 
Questions 1. What is the difference between the dissolution of a partnership and the liquidation of partnership 
property? 


2. Why would the members of a partnership elect to terminate business operations and liquidate all 
noncash assets? 


3. Why are liquidation gains and losses usually recorded as direct adjustments to the partners’ capital 
accounts? 


4. After liquidating all property and paying partnership obligations, what is the basis for allocating 
remaining cash among the partners? 


5. What is the purpose of a schedule of liquidation? What information does it convey to its readers? 


6. According to the Uniform Partnership Act, what events should occur if a partner incurs a negative 
capital balance during the liquidation process? 

7. How are safe capital balances computed when preliminary distributions of cash are to be made dur- 
ing a partnership liquidation? 

8. How do loans from partners affect the distribution of assets in a partnership liquidation? What 
alternatives can affect the handling of such loans? 

9. What is the purpose of a proposed schedule of liquidation, and how is it developed? 

10. How is a predistribution plan created for a partnership liquidation? 
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Problems 1. 


LO1 


If a partnership is liquidated, how is the final allocation of business assets made to the partners? 
a. Equally. 

b. According to the profit and loss ratio. 

c. According to the final capital account balances. 

d. According to the initial investment made by each of the partners. 


. Which of the following statements is true concerning the accounting for a partnership going through 


liquidation? 

a. Gains and losses are reported directly as increases and decreases in the appropriate capital 
account. 

b. A separate income statement is created to measure only the profit or loss generated during 
liquidation. 

c. Because gains and losses rarely occur during liquidation, no special accounting treatment is 
warranted. 

d. Within a liquidation, all gains and losses are divided equally among the partners. 


. During a liquidation, if a partner’s capital account balance drops below zero, what should happen? 


a. The other partners file a legal suit against the partner with the deficit balance. 
b. The partner with the highest capital balance contributes sufficient assets to eliminate the deficit. 


c. The deficit balance is removed from the accounting records with only the remaining partners 
sharing in future gains and losses. 
d. The partner with a deficit contributes enough assets to offset the deficit balance. 


. A local partnership is liquidating and is currently reporting the following capital balances: 


Angela, capital (50% share of all profits and losses) ............... $ 19,000 
WMoroolony IIL) sovasacuessceeuonegusndecnudesodues 18,000 
(CARSON, EIS) cacaaweanadueaeosdnneeegebudaeauuaess (12,000) 


Cassidy has indicated that a forthcoming contribution will cover the $12,000 deficit. However, the 
two remaining partners have asked to receive the $25,000 in cash that is presently available. How 
much of this money should each of the partners be given? 


a. Angela, $13,000; Woodrow, $12,000. 
b. Angela, $11,500; Woodrow, $13,500. 
c. Angela, $12,000; Woodrow, $13,000. 
d. Angela, $12,500; Woodrow, $12,500. 


. A local partnership is considering possible liquidation because one of the partners (Bell) is insol- 


vent. Capital balances at the current time are as follows. Profits and losses are divided on a 4:3:2:1 
basis, respectively. 


Belliicapitalie-.s esc cr on $50,000 
REMC, C2 onc nce e aeons once 56,000 
Denmanclecatiita liter eer 14,000 
S(leloctiln, Cell cg ca sacasaugas 80,000 


Bell’s creditors have filed a $21,000 claim against the partnership’s assets. The partnership currently 
holds assets reported at $300,000 and liabilities of $100,000. If the assets can be sold for $190,000, 
what is the minimum amount that Bell’s creditors would receive? 


a. —0- 

b. $2,000. 
c. $2,800. 
d. $6,000. 


6. What is a predistribution plan? 


a. A guideline for the cash distributions to partners during a liquidation. 
b. A list of the procedures to be performed during a liquidation. 


LO3, LO4 


LO1, LO3, LO4 


LO5 


LO5 
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c. A determination of the final cash distribution to the partners on the settlement date. 
d. A detailed list of the transactions that will transpire in the reorganization of a partnership. 


7. A partnership has the following balance sheet just before final liquidation is to begin: 
(Gas ieee ee ee eee aces oe ee $ 26,000 ab itliti@setee saat eee es $ 50,000 
MWEMWORY ancconssadveaee 31,000 Art, capital (40% of 
@thermasselsmaee ee 62,000 profits and losses) ......... 18,000 
Raymond, capital (30%) ..... 25,000 
Darby, capital (30%) ........ 26,000 
NO taliipearerseetec pe cle cone aie: $119,000 fous leepevern cavecee Meet ayermrence ore aes $119,000 


10. 


Liquidation expenses are estimated to be $12,000. The other assets are sold for $40,000. What dis- 
tribution can be made to the partners? 

a. —0-to Art, $1,500 to Raymond, $2,500 to Darby. 

b. $1,333 to Art, $1,333 to Raymond, $1,334 to Darby. 

c. —0-to Art, $1,200 to Raymond, $2,800 to Darby. 

d. $600 to Art, $1,200 to Raymond, $2,200 to Darby. 


. A partnership has the following capital balances: A (20% of profits and losses) = $100,000; 


B (30% of profits and losses) = $120,000; C (50% of profits and losses) = $180,000. If the part- 
nership is to be liquidated and $30,000 becomes immediately available, who gets that money? 


a. $6,000 to A, $9,000 to B, $15,000 to C. 
b. $22,000 to A, $3,000 to B, $5,000 to C. 
c. $22,000 to A, $8,000 to B, -0— to C. 
d. $24,000 to A, $6,000 to B, -0- to C. 


. A partnership is currently holding $400,000 in assets and $234,000 in liabilities. The partnership is 


to be liquidated, and $20,000 is the best estimation of the expenses that will be incurred during this 
process. The four partners share profits and losses as shown. Capital balances at the start of the liq- 
uidation follow: 


Kevin, capital (40%)........... $59,000 
Michael, capital (30%) ......... 39,000 
Brendan, capital (10%) ........ 34,000 
Jonathan, capital (20%) ........ 34,000 


The partners realize that Brendan will be the first partner to start receiving cash. How much cash 
will Brendan receive before any of the other partners collect any cash? 


a. $12,250. 

b. $14,750. 

c. $17,000. 

d. $19,500. 

Carney, Pierce, Menton, and Hoehn are partners who share profits and losses on a 4:3:2:1 basis, 
respectively. They are beginning to liquidate the business. At the start of this process, capital balances 
are as follows: 


(Galine Vaca pita |iewsre aware $60,000 
Pierce; capitals ere ena ees 27,000 
Menton, capital .............. 43,000 
rea), 2M oo wb savcboddae 20,000 


Which of the following statements is true? 

a. The first available $2,000 will go to Hoehn. 

b. Carney will be the last partner to receive any available cash. 

c. The first available $3,000 will go to Menton. 

d. Carney will collect a portion of any available cash before Hoehn receives money. 
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11. A partnership has gone through liquidation and now reports the following account balances: 
(GAS linea tare ee me ras Rneee eee $16,000 
FOannOnny OiCSunt ssi 3,000 
Wayman, capital.............. (2,000) (deficit) 
JONES Ca Pittali esas eee yew nae. (5,000) (deficit) 
FUlleTAGa pita |pwerweneree eee erna 13,000 
OWES, ZOE son cacesaaaeund 7,000 


Profits and losses are allocated on the following basis: Wayman, 30 percent; Jones, 20 percent; 
Fuller, 30 percent; and Rogers, 20 percent. Which of the following events should occur now? 
a. Jones should receive $3,000 cash because of the loan balance. 
b. Fuller should receive $11,800 and Rogers $4,200. 
c. Fuller should receive $10,600 and Rogers $5,400. 
d. Jones should receive $3,000, Fuller $8,800, and Rogers $4,200. 

12. A partnership has the following account balances: Cash, $70,000; Other Assets, $540,000; Liabili- 
ties, $260,000; Nixon (50% of profits and losses), $170,000; Cleveland (30%), $110,000; Pierce 
(20%), $70,000. The company liquidates, and $8,000 becomes available to the partners. Who gets 
the $8,000? 


13. A local partnership has only two assets (cash of $10,000 and land with a cost of $35,000). All lia- 
bilities have been paid and the following capital balances are currently being recorded. The partners 
share profits and losses as follows. All partners are insolvent. 


Brown, capital (40%) .......... $25,000 
Fisiny, Ceyoniell (GO) ooo cccesuece 15,000 
Stone, capital (30%) .......... 5,000 


a. Ifthe land is sold for $25,000, how much cash does each partner receive in a final settlement? 
b. If the land is sold for $15,000, how much cash does each partner receive in a final settlement? 
c. Ifthe land is sold for $5,000, how much cash does each partner receive in a final settlement? 


14. A local dental partnership has been liquidated and the final capital balances are as follows: 


Atkinson, capital (40% of all profits and losses) .......... $ 60,000 
eyoxovella, elontiell (OMG) «wks coos ucbenddesuddoungeous 20,000 
DANNSNMONA, Celotta QO) occsscscceuscsevovesvasens (30,000) 
RES OUR, CaO (OLS) on ccconscconasadoenenersennes (50,000) 


If Rasputin contributes additional cash of $20,000 to the partnership, what should happen to it? 

15. A partnership currently holds three assets: cash, $10,000; land, $35,000; and a building, $50,000. 
The partners anticipate that expenses required to liquidate their partnership will amount to $5,000. 
Capital balances are as follows: 


AGGHGapitall acer ees ean ne $25,000 
Bell loll coaaoehenaaona san 28,000 
Eatompeapitalleeeniess ns ranna 20,000 
FaketGapitaltterramnreeareaneernds 22,000 


The partners share profits and losses as follows: Ace (30%), Ball (30%), Eaton (20%), and Lake 
(20%). If a preliminary distribution of cash is to be made, how much will each partner receive? 


16. The following condensed balance sheet is for the partnership of Hardwick, Saunders, and Ferris, 
who share profits and losses in the ratio of 4:3:3, respectively: 


CAN a geenadene Seas morc $ 90,000 Accounts payable ............ $210,000 
Other assets ............ 820,000 ReMS, IORI an vccdavcveannssa 40,000 
ancwiGka|Oaiien eran 30,000 Hardwick, capital ............ 300,000 
SaumGersmea ita wane ane 200,000 
FeMmiSGa pital eee eat 190,000 


lotallassets ee $940,000 Total liabilities and capital .... $940,000 
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The partners decide to liquidate the partnership. Forty percent of the other assets are sold for 
$200,000. Prepare a proposed schedule of liquidation. 

Ke}) 17. The following condensed balance sheet is for the partnership of Miller, Tyson, and Watson, who 
share profits and losses in the ratio of 6:2:2, respectively: 


Gasper ae eee cree aie $ 40,000 [AbD IIIR CSE ee eee a eee $ 70,000 
Other assets ............ 140,000 Mille efoto asaceanacene 50,000 
ilVSOniGapltalll waraneeyeiete ean 50,000 

Watson, capital.............. 10,000 

Total assets ........... $180,000 Total liabilities and capital .... $180,000 


For how much money must the other assets be sold so that each partner receives some amount of 
cash in a liquidation? 


LO4 18. A partnership’s balance sheet is as follows: 
Gas hiraee eee ca ele entree $ 60,000 tia ilitiGS eee eens aces en $ 50,000 
Noncash assets .......... 120,000 Babbomca pita asa aen nme 60,000 
Whitaker, capital............. 20,000 
Edwards, capital ............. 50,000 
lOlaltasSctSaee ee $180,000 Total liabilities and capital .... $180,000 


Babb, Whitaker, and Edwards share profits and losses in the ratio of 4:2:4, respectively. This busi- 
ness is to be terminated, and the partners estimate that $8,000 in liquidation expenses will be in- 
curred. How should the $2,000 in safe cash that is presently held be disbursed? 


LO3 19. A partnership has liquidated all assets but still reports the following account balances: 
Leela aiiotin WAM: 5 ce ec coos $ 6,000 
Blackcap italiewwamee cat ere mer 3,000 
Windy, C2\olWll oo eceeuecueuseos (9,000) (deficit) 
GreenGapitallewee cette eer (3,000) (deficit) 
OW, GAVE ao bso onesncedes 15,000 
GWE Cell caancanadacosnaave (12,000) (deficit) 


The partners split profits and losses as follows: Black, 30 percent; White, 30 percent; Green, 10 per- 
cent; Brown, 20 percent; and Blue, 10 percent. 

Assuming that all partners are personally insolvent except for Green and Brown, how much cash 
must Green now contribute to this partnership? 


20. The following balance sheet is for a local partnership in which the partners have become very 

unhappy with each other. 

Gas hiteeen pe eee eee rete $ 40,000 tab Ilitie Sees eae eee eer eee $ 30,000 

LeinvolPaiaiee. aenaa, Sea a 130,000 Adams, capital .............. 80,000 

BWUMCHMG) se ccceenenseoue 120,000 Baker capital @erntya scene ane 30,000 

Cail, ING ans acsaveacouce 60,000 

Dobbsacapitalieas asin smn 90,000 

lO taltaSSCtSaer enna ee $290,000 Total liabilities and capital .... $290,000 


To avoid more conflict, the partners have decided to cease operations and sell all assets. Using this 
information, answer the following questions. Each question should be viewed as an independent sit- 
uation related to the partnership’s liquidation. 

a. The $10,000 cash that exceeds the partnership liabilities is to be disbursed immediately. If profits 
and losses are allocated to Adams, Baker, Carvil, and Dobbs on a 2:3:3:2 basis, respectively, how 
will the $10,000 be divided? 

b. The $10,000 cash that exceeds the partnership liabilities is to be disbursed immediately. If profits 
and losses are allocated on a 2:2:3:3 basis, respectively, how will the $10,000 be divided? 
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c. The building is immediately sold for $70,000 to give total cash of $110,000. The liabilities are 
then paid, leaving a cash balance of $80,000. This cash is to be distributed to the partners. How 
much of this money will each partner receive if profits and losses are allocated to Adams, Baker, 
Carvil, and Dobbs on a 1:3:3:3 basis, respectively? 

d. Assume that profits and losses are allocated to Adams, Baker, Carvil, and Dobbs on a 1:3:4:2 
basis, respectively. How much money must the firm receive from selling the land and building 
to ensure that Carvil receives a portion? 


21. The partnership of Larson, Norris, Spencer, and Harrison has decided to terminate operations and 
liquidate all business property. During this process, the partners expect to incur $8,000 in liquida- 
tion expenses. All partners are currently solvent. 

The balance sheet reported by this partnership at the time that the liquidation commenced follows. 
The percentages indicate the allocation of profits and losses to each of the four partners. 


Gashiy sets SECA. $ 28,250 biabilitieSsates Ane ean $ 47,000 
Accounts receivable ...... 44,000 Larson, capital (20%) ......... 15,000 
TMMENOIAY con cesuooessua 39,000 Norris, capital (30%) .......... 60,000 
Land and buildings ....... 23,000 Spencer, capital (20%) ........ 75,000 
EC(UOMEMM on cecncnnosae 104,000 Harrison, capital (30%) ........ 41,250 

Total assets ........... $238,250 Total liabilities and capital .... $238,250 


Based on the information provided, prepare a predistribution plan for liquidating this partnership. 
22. The following partnership is being liquidated: 


Gas litprene eae een ne $ 36,000 biAbIlitiGSsce.wse ease a ee ean $50,000 
Noncash assets .......... 174,000 Ns loci se nae eee ac baw Geo 10,000 
Able, capital (20%) ........... 40,000 
Moon, capital (30%) .......... 60,000 
Merk ea pitall(S 0,20) eaaew een 50,000 


a. Liquidation expenses are estimated to be $12,000. Prepare a predistribution schedule to guide 
the distribution of cash. 
b. Assume that assets costing $28,000 are sold for $40,000. How is the available cash to be 
divided? 
23. A local partnership is to be liquidated. Commissions and other liquidation expenses are expected 
to total $19,000. The business’s balance sheet prior to the commencement of liquidation is as 


follows: 
ering: pen 6 poe Ares Ae ee $ 27,000 LIONS vans cedaucebauasour $ 40,000 
Noncash assets .......... 254,000 Simpson, capital (20%) ........ 18,000 
ime] aax er] ©) =] (0 )y/-) 40,000 
Bobb, capital (20%) .......... 48,000 
Reidl, capital (20%) ........... 135,000 
lo talkasSeiSune ene eens $281,000 Total liabilities and capital .... $281,000 


Prepare a predistribution plan for this partnership. 


24. The following information concerns two different partnerships. These problems should be viewed as 
independent situations. 


PartA 
The partnership of Ross, Milburn, and Thomas has the following account balances: 


OPTS dia, hon ohn Acs en RA Ee $ 36,000 LiglotS os nye bancann $17,000 
Noncash assets .......... 100,000 ROSS, GEIONG cu ssdeoeee 69,000 
Milburn, capital ........ (8,000) (deficit) 


Thomas, capital ........ 58,000 
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This partnership is being liquidated. Ross and Milburn are each entitled to 40 percent of all profits 
and losses with the remaining 20 percent to Thomas. 


a. What is the maximum amount that Milburn might have to contribute to this partnership because 
of the deficit capital balance? 


b. How should the $19,000 cash that is presently available in excess of liabilities be distributed? 
If the noncash assets are sold for a total of $41,000, what is the minimum amount of cash that 


Thomas could receive? 


Part B 


The partnership of Sampson, Klingon, Carton, and Romulan is being liquidated. It currently holds 
cash of $9,000 but no other assets. Liabilities amount to $24,000. The capital balances are as follows: 


SalmDSONimra gcse ca pene ence $ 9,000 
MINION as.nncavenebuadebonda (17,000) 
G@antOMmenn a eene sear ne 5,000 
ROK nee eee es eee) ae ane (12,000) 


Profits and losses are allocated on the following basis: Sampson, 40 percent, Klingon, 20 percent, 
Carton, 30 percent, and Romulan, 10 percent. 


a. If both Klingon and Romulan are personally insolvent, how much money must Carton contribute 


to this partnership? 
b. If only Romulan is personally insolvent, how much money must Klingon contribute? How will 
these funds be disbursed? 
c. If only Klingon is personally insolvent, how much money should Sampson receive from the 
liquidation? 
LO2 25. March, April, and May have been in partnership for a number of years. The partners allocate all prof- 


its and losses on a 2:3:1 basis, respectively. Recently, each partner has become personally insolvent 
and, thus, the partners have decided to liquidate the business in hope of remedying their personal 
financial problems. As of September 1, the partnership’s balance sheet is as follows: 


Gash ew enero ee een $ 11,000 (abilities: See he ee ee $ 61,000 
Accounts receivable ...... 84,000 MBIA, CNW) 5 onconssowsanes 25,000 
MEMO cc caaceeedgece 74,000 April Rcapitali-eee. en teen.c 75,000 
Land, building, and 
equipment (net) ........ 38,000 MEW, Cell co nceeusadacduoe 46,000 
ilOtaleaSSCLSaen enn ee $207,000 Total liabilities and capital .... $207,000 


Prepare journal entries for the following transactions: 


a. Sold all inventory for $56,000 cash. 
b. Paid $7,500 in liquidation expenses. 
c. Paid $40,000 of the partnership’s liabilities. 
d. Collected $45,000 of the accounts receivable. 
e. Distributed safe cash balances; the partners anticipate no further liquidation expenses. 
f- Sold remaining accounts receivable for 30 percent of face value. 
g. Sold land, building, and equipment for $17,000. 
h. Paid all remaining liabilities of the partnership. 
i. Distributed cash held by the business to the partners. 
LO5 26. The partnership of W, X, Y, and Z has the following balance sheet: 
CaS eh ee eee ee $ 30,000 LigoNMlS .ccneeseecoas $42,000 
Othemdssetsee eee 220,000 W, capital (50% of 
profits and losses) ..... 60,000 
X, Capital (30%) ........ 78,000 
Y, capital (10%) ........ 40,000 


ZL, GJONEICIOLS) oc cconae 30,000 
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28. 


Z is personally insolvent, and one of his creditors is considering suing the partnership for the 
$5,000 that is currently due. The creditor realizes that liquidation could result from this litigation 
and does not wish to force such an extreme action unless the creditor is reasonably sure of getting 
the money that is due. If the partnership sells the other assets, how much money must it receive to 
ensure that $5,000 would be available from Z’s portion of the business? Liquidation expenses are 
expected to be $15,000. 


On January 1, the partners of Van, Bakel, and Cox (who share profits and losses in the ratio of 5:3:2, 
respectively) decide to liquidate their partnership. The trial balance at this date follows: 
Debit Credit 
(Cabins. Sah A a inls SS ma ee $ 18,000 
Accounts receivable ............... 66,000 
AMelai ola ea aee nen Geen een ced Reerere 52,000 
Machinery and equipment, net....... 189,000 
WaneilOaniugip at pices ce carretera 30,000 
JAE COWS SENEIIIG so ancnaacusneeena $ 53,000 
Bakellaloata paeereis ae ngen nomen ecne rete n 20,000 
Vania pita leaews cw. terse reer mene ey 118,000 
Bakelscapitaltry ever crew mruwe 90,000 
GoxsiGap italien ria ee er 74,000 
lOtalseew ry eee er ee $355,000 $355,000 
The partners plan a program of piecemeal conversion of the business’s assets to minimize liq- 
uidation losses. All available cash, less an amount retained to provide for future expenses, is to 
be distributed to the partners at the end of each month. A summary of the liquidation transactions 
follows: 
January Collected $51,000 of the accounts receivable; the balance is deemed 


uncollectible. 
Received $38,000 for the entire inventory. 
Paid $2,000 in liquidation expenses. 
Paid $50,000 to the outside creditors after offsetting a $3,000 credit memo- 
randum received by the partnership on January 11. 
Retained $10,000 cash in the business at the end of January to cover any 
unrecorded liabilities and anticipated expenses. The remainder is distributed to 
the partners. 

February Paid $3,000 in liquidation expenses. 
Retained $6,000 cash in the business at the end of the month to cover 
unrecorded liabilities and anticipated expenses. 

March Received $146,000 on the sale of all machinery and equipment. 
Paid $5,000 in final liquidation expenses. 
Retained no cash in the business. 


Prepare a schedule to compute the safe installment payments made to the partners at the end of each 
of these three months. 

Following is a series of independent cases. In each situation, indicate the cash distribution to be 
made at the end of the liquidation process. Unless otherwise stated, assume that all solvent partners 
will reimburse the partnership for their deficit capital balances. 


PartA 

The Simon, Haynes, and Jackson partnership presently reports the following accounts. Jackson is 
personally insolvent and can contribute only an additional $3,000 to the partnership. Simon is also 
insolvent and has no available funds. 


LO1, LO5 


20% 
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Gash Mate ae a tO Sah oe OA SEN AN fe SRE eae een a $ 30,000 
lita DilitleSaae eee nie keaton de reed e Bore ene aN ak eon 22,000 
Haynes lOa Mamesgsse re. eicrven er ote rire a useny ett een 10,000 
SHMeln, CA ONG) ooccoosceeuscbousdoewosegsoues 16,000 
FEWNES, Cepia CO%) sccnscccchodoentonseuseasuees (6,000) 
Jed Soin, GEOL) cosas deco te eue eeu esenusdens (12,000) 


Part B 


Hough, Luck, and Cummings operate a local accounting firm as a partnership. After working 
together for several years, they have decided to liquidate the partnership’s property. The partners have 
prepared the following balance sheet: 


Cashier ere eee are on $ 20,000 abtliti@ss eee. e wena eee ne $ 40,000 
FOUN, HOB osseous ens 8,000 WEKalO amie ees Ge ee cee 10,000 
Noncash assets .......... 162,000 Hough, capital (50%) ......... 90,000 
Luck, capital (40%) ........... 30,000 

Cummings, capital (10%) ...... 20,000 

lOtalkassctSaeee eee $190,000 Total liabilities and capital .... $190,000 


The firm sells the noncash assets for $80,000; it will use $21,000 of this amount to pay liquidation 
expenses. All three of these partners are personally insolvent. 
Part C 
Use the same information as in Part B, but assume that the profits and losses are split 2:4:4 to 
Hough, Luck, and Cummings, respectively, and that liquidation expenses are only $6,000. 
Part D 


Following the liquidation of all noncash assets, the partnership of Redmond, Ledbetter, Watson, and 
Sandridge has the following account balances: 


loa ete Giaeeta mem cain Ae ate Rule oobi hin oe eae $ 28,000 
Redmond lOanine eee ee ese er Gee ne eee earner 5,000 
RechinoMel, GON (O) ocsnvacnnsescoosvaeeneuanoe (21,000) 
yexolovenaveye, Cefoltiall COGS) cn snccoancdonudegcuvesadacs (30,000) 
WElSOln, CeO (HOGS). cao aaacsacnesoconuadannnaane 3,000 
Seinclieloys, Cajoliiall OG) oo oconescendacoesscosaeoes 15,000 


Redmond is personally insolvent. 


The partnership of Frick, Wilson, and Clarke has elected to cease all operations and liquidate 
its business property. A balance sheet drawn up at this time shows the following account 
balances: 


Gash Paw eee ree: $ 48,000 [abilities eee nes $ 35,000 
Noncash assets .......... 177,000 Frick, capital (60%) ........... 101,000 
Wilson, capital (20%) ......... 28,000 

Clarke, capital (20%) ......... 61,000 

ilotalkasSctSuee a eee $225,000 Total liabilities and capital .... $225,000 


The following transactions occur in liquidating this business: 

¢ Distributed safe capital balances immediately to the partners. Liquidation expenses of $9,000 are 
estimated as a basis for this computation. 

¢ Sold noncash assets with a book value of $80,000 for $48,000. 

¢ Paid all liabilities. 

¢ Distributed safe capital balances again. 

¢ Sold remaining noncash assets for $44,000. 
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¢ Paid liquidation expenses of $7,000. 
¢ Distributed remaining cash to the partners and closed the financial records of the business 
permanently. 


Produce a final schedule of liquidation for this partnership. 


30. PartA 
The partnership of Wingler, Norris, Rodgers, and Guthrie was formed several years ago as a local 
architectural firm. Several partners have recently undergone personal financial problems and have 
decided to terminate operations and liquidate the business. The following balance sheet is drawn up 
as a guideline for this process: 


(GAS le eae arenes $ 15,000 abilitiGSSe tee eee meee ae $ 74,000 
Accounts receivable ...... 82,000 ROCGENS, OFM csc ssaccnanaoee 35,000 
TOMENIOIAY nen cecaunsosde 101,000 Wingler, capital (30%) ........ 120,000 
LSTA ats secre tee Ace a eee re as 85,000 Norris, capital (10%) .......... 88,000 
Building and Rodgers, capital (20%) ........ 74,000 
equipment (net) ........ 168,000 Guthrie, capital (40%) ........ 60,000 
llotallasseiseneyae eee $451,000 Total liabilities and capital .... $451,000 


When the liquidation commenced, expenses of $16,000 were anticipated as being necessary to dis- 
pose of all property. 
Prepare a predistribution plan for this partnership. 


Part B 


The following transactions transpire during the liquidation of the Wingler, Norris, Rodgers, and 

Guthrie partnership: 

* Collected 80 percent of the total accounts receivable with the rest judged to be uncollectible. 

¢ Sold the land, building, and equipment for $150,000. 

¢ Made safe capital distributions. 

e Learned that Guthrie, who has become personally insolvent, will make no further contributions. 

¢ Paid all liabilities. 

° Sold all inventory for $71,000. 

e Made safe capital distributions again. 

° Paid liquidation expenses of $11,000. 

e Made final cash disbursements to the partners based on the assumption that all partners other 
than Guthrie are personally solvent. 


Prepare journal entries to record these liquidation transactions. 


Develop Your 
Skills 


RESEARCH CASE 


CPA A client of the CPA firm of Harston and Mendez is a medical practice of seven local doctors. One 
skills doctor has been sued for several million dollars as the result of a recent operation. Because of what 
appears to be this doctor’s very poor judgment, a patient died. Although that doctor was solely in- 
volved with the patient in question, the lawsuit names the entire practice as a defendant. Originally, 
four of these doctors formed this business as a general partnership. However, five years ago, the part- 
ners converted the business to a limited liability partnership based on the laws of the state in which 
they operate. 
Read the following articles as well as any other published information that is available on partner and 
partnership liability: 


“Partners Forever? Within Andersen, Personal Liability May Bring Ruin,” The Wall Street Journal, 
April 2, 2002, p. Cl. 
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“Collapse: Speed of Andersen’s Demise Amazing,” Milwaukee Journal Sentinel, June 16, 
2002, p. D1. 


Required 


Based on the facts presented in this case, answer these questions: 


1. What liability do the other six partners in this medical practice have in connection with this lawsuit? 
2. What factors will be important in determining the exact liability (if any) of these six doctors? 


ANALYSIS CASE 


CPA Go to the Web site www.napico.com and click on “Partnership Financial Information—Click Here.” 
skills Then click on “2008 Annual Reports” to access the annual report for National Tax Credit Investors II 
(NTCI Il). 


Read the financial statements contained in the 2008 annual report and the accompanying notes, 
especially any that discuss the partnership form of organization. 

Assume that an investor is considering investing in this partnership and has downloaded this report 
for study and analysis. 


Required 
1. What differences between NTCI II’s financial statements and those of an incorporated entity exist? 


2. Assume that this potential investor is not aware of the potential implications of owning a partnership 
rather than a corporation. What information is available in these statements to advise this individual 
of the unique characteristics of this legal business form? 


COMMUNICATION CASE 


CPA Read the following as well as any other published articles on the bankruptcy of the partnership of 
skills Laventhol & Horwath: 


“Laventhol Says It Plans to File for Chapter 11,” The Wall Street Journal, November 20, 1990, p. A3. 


“Laventhol Partners Face Long Process That Could End in Personal Bankruptcy,” The Wall Street 
Journal, November 20, 1990, p. BS. 


“Laventhol Bankruptcy Filing Indicates Liabilities May Be as Much as $2 Billion,” The Wall Street 
Journal, November 23, 1990, p. A4. 


Required 


Write a report describing the potential liabilities that the members of a partnership could incur. 


EXCEL CASE 


CPA The partnership of Wilson, Cho, and Arrington has the following account information: 
SKINS 
Share of 
Partner Capital Balance Profits and Losses 
NVAISTOTI ei oa erie comer arene $200,000 40% 
GHOM et cr tear 180,000 20 


PNTIMGWOM cone aso eo ean 110,000 40 
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This partnership will be liquidated, and the partners are scheduled to receive cash equal to any ending 
positive capital balance. If a negative capital balance results, the partner is expected to contribute that 
amount. 

Assume that losses of $50,000 occur during the liquidation followed later by additional and final 
losses of $100,000. 


Required 
1. Create a spreadsheet to determine the capital balances that remain for each of the three partners after 
these two losses are incurred. 


2. Modify this spreadsheet so that it can be used for different capital balances, different allocation pat- 
terns, and different liquidation gains and losses. 


Accounting for 
State and Local 
Governments 
(Part 1) 


To even a seasoned veteran of accounting, the financial statements pro- 
duced for a state or local government can appear to be written in a 
complex foreign language. 


* The 2008 financial statements for Bismarck, North Dakota, report 
other financing sources and uses for its governmental funds that 
include $19.8 million of operating transfers-in and $18.1 million of 
operating transfers-out. 

¢ The June 30, 2008, balance sheet for the governmental funds of 
Portland, Maine, discloses a $6.8 million fund balance reserved for 
encumbrances. 


* The 2008 comprehensive annual financial report for Phoenix, 
Arizona, contains more than 245 pages of data including the dollar 
amounts of expenditures made in connection with public safety 
($765 million), community enrichment ($227 million), and environ- 
mental services ($24 million). 

e In 2008, Greensboro, North Carolina, reported two complete and dis- 
tinct sets of financial statements. One disclosed that the city’s govern- 
mental activities owed more than $288 million in liabilities whereas 
the second set indicated that, at the same point in time, the city's 
governmental funds reported only $46 million in liabilities. 

¢ For the year ending June 30, 2008, Nashville and Davidson County, 
Tennessee, reported that operating its public library system resulted 
in a net financial burden of $27 million for the citizens, while its 
department of water and sewerage services provided a financial 
benefit of $69 million. 


Merely a quick perusal of such information points to fundamental dif- 
ferences with the reporting that most people associate with the finan- 
cial statements of for-profit businesses. One or more underlying causes 
must be responsible for the uniqueness of the financial statements 
of state and local governments. This chapter and the next introduce the 
principles and practices that underlie state and local government 
accounting and explain the logic behind their application. 
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LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Explain the history of 
and the reasons for the 
unique characteristics of 
the financial statements 
produced by state and 
local governments. 

LO2 Differentiate between the 
two sets of financial state- 
ments produced by state 
and local governments. 

LO3 Understand the reason 
that fund accounting has 
traditionally been such a 
prominent factor in the 
internal recording of state 
and local governments. 

LO4 Identify the three fund 
types and the individual 
fund categories within 
each. 

LO5 Understand the basic struc- 
ture of government-wide 
financial statements and 
fund-based financial state- 
ments (as produced for the 
governmental funds). 


LO6 Record the passage of a 
budget as well as subse- 
quent encumbrances and 
expenditures. 

LO7 Understand the reporting 
of capital assets, supplies, 
and prepaid expenses by a 
state or local government. 

LO8 Determine the proper 
timing for the recognition 
of revenues from non- 
exchange transactions. 

LO9 Account for the issuance 
of long-term bonds and 
the reporting of special 
assessment projects. 

LO10 Record the various types of 
monetary transfers that 
occur within the funds of a 
state or local government. 
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These chapters are designed not only to demonstrate reporting procedures but also to 
explain the evolution that has led state and local governments to produce financial state- 
ments that are markedly different in many places from those of for-profit businesses. 


INTRODUCTION TO THE ACCOUNTING FOR STATE 
AND LOCAL GOVERNMENTS 


LO1 


Explain the history of and 

the reasons for the unique 
characteristics of the financial 
statements produced by state 
and local governments. 


In the United States, thousands of state and local government reporting entities touch the lives of 
the citizenry on a daily basis. In addition to the federal and 50 state governments, 89,476 local 
governments existed as of 2007. Of these, 39,044 were general purpose local governments— 
3,033 county governments and 36,011 subcounty governments, including 19,492 municipal gov- 
ernments and 16,519 township governments. The remainder, which comprised more than one-half 
of the total, were special purpose local governments, including 14,561 school districts and school 
system governments and 37,381 special district governments.! Nearly 14.7 million people were 
employed by state and local governments. Income and sales taxes are collected, property taxes are 
assessed, schools are operated, fire departments are maintained, garbage is collected, and roads are 
paved. Actions of one or more governments affect every individual. 

Accounting for such governments is not merely a matching of expenses with earned rev- 
enues so that net income can be determined. The setting of tax rates and allocating of limited 
financial resources among such worthy causes as education, police, welfare, and the environ- 
ment create heated debates throughout the nation. To keep the public informed so that proper 
decisions are more likely to be made, government reporting has historically focused on iden- 
tifying the methods used to generate financial resources and the uses made of those resources. 

Indeed, this approach is appropriate for the short-term decisions necessitated by gathering 
and utilizing financial resources to carry out public policy. For the longer term, though, infor- 
mation to reflect the overall financial stability of the government is also needed. Hence, state 
and local governments prepare not one but two complete and distinct sets of financial state- 
ments. The need for this dual reporting system demonstrates the difficulty that governments 
face in satisfying a wide array of user needs. For the student, nothing is more vital than rec- 
ognizing that state and local governments produce two sets of statements, each with its own 
unique principles and objectives. 

The creation of this dual reporting system is probably the most significant step that has tran- 
spired in the evolution of the generally accepted accounting principles used by state and local 
governments. The American Institute of Certified Public Accountants (AICPA) and the 
National Council on Governmental Accounting (NCGA) made significant strides during earlier 
decades in establishing sound accounting principles.” In June 1984, the Governmental Account- 
ing Standards Board (GASB) became the public sector counterpart of the Financial Accounting 
Standards Board. GASB holds the primary responsibility in the United States for setting author- 
itative accounting standards for state and local government units.* In the same manner as the 
Financial Accounting Standards Board, GASB is an independent body functioning under 
the oversight of the Financial Accounting Foundation. Thus, a formal mechanism is in place to 
guide the development of state and local government accounting. 


1 www.census.gov/govs/cog/GovOrgTab03ss.html. 

2 The NCGA was a quasi-independent agency of the Government Finance Officers Association. The NCGA 
held authority for state and local government accounting from 1973 through 1984. The National Committee 
on Municipal Accounting had this responsibility from 1934 until 1941, and the National Committee on 
Governmental Accounting established government accounting principles from 1949 through 1954 and 
again from 1967 until 1973. During several periods, no group held primary responsibility for the development 
of governmental accounting. For an overview of the work of the GASB, see Terry K. Patton and Robert 

J. Freeman, “The GASB Turns 25: A Retrospective,” Government Finance Review, April 2009. 

3 In 1990, the Director of the Office of Management and Budget, the Secretary of the Treasury, and the 
Comptroller General created the Federal Accounting Standards Advisory Board (FASAB). FASAB recommends 
accounting principles and standards for the U.S. federal government and its agencies to use. Information 
about FASAB can be found at www.fasab.gov. 


LO2 


Differentiate between the two 
sets of financial statements 
produced by state and local 
governments. 
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Governmental Accounting—User Needs 


The unique aspects of any system of accounting should be a direct result of the perceived 
needs of financial statement users. Identification of these informational requirements is, there- 
fore, a logical first step in the study of the accounting principles applied to state and local gov- 
ernments. Specific procedures utilized in the reporting process can be understood best as an 
outgrowth of these needs. 

Often, though, user expectations are complex and even contradictory, especially for gov- 
ernmental entities. The taxpayer, the government employee, the bondholder, and the public 
official may each be seeking distinctly different types of financial information about a 
governmental unit. 


My own reflection on the subject leads me to the conviction that appropriate and adequate ac- 
counting for state and local governmental units involves a far more complex set of interrelation- 
ships, to be reported to a more diverse set of users with a greater variety of interests and needs, 
than exists in business accounting and reporting.‘ 


In Concepts Statement No. 1, “Objectives of Financial Reporting,’ GASB recognized this 
challenge by identifying three groups of primary users of external state and local governmen- 
tal financial reports: the citizenry, legislative and oversight bodies, and creditors and investors. 
It then described the needs and interests of each of these groups. 


Citizenry—Want to evaluate the likelihood of tax or service fee increases, to determine the 
sources and uses of resources, to forecast revenues in order to influence spending decisions, to 
ensure that resources were used in accordance with appropriations, to assess financial condition, 
and to compare budgeted to actual results. 

Legislative and oversight bodies—Want to assess the overall financial condition when devel- 
oping budgets and program recommendations, to monitor operating results to assure compliance 
with mandates, to determine the reasonableness of fees and the need for tax changes, and to 
ascertain the ability to finance new programs and capital needs. 

Investors and creditors—Want to know the amount of available and likely future financial 
resources, to measure the debt position and the ability to service that debt, and to review operating 
results and cash flow data.> 


Thus, the quest for useful governmental reporting encounters a significant obstacle: User 
needs are so broad that no one set of financial statements or accounting principles can possi- 
bly satisfy all expectations. How can voters, bondholders, city officials, and the other users of 
the financial statements provided by state and local governments receive the information that 
they need for decision-making purposes? How can statements that are prepared for citizens 
also be sufficient for the needs of creditors and investors? 


Two Sets of Financial Statements 


Eventually, the desire to provide financial information that could satisfy such broad demands 
led GASB to require the production of two distinct sets of statements by state and local 
governments: 


Fund-based financial statements have been designed “to show restrictions on the planned use 
of resources or to measure, in the short term, the revenues and expenditures arising from certain 
activities.”® 

Government-wide financial statements will have a longer-term focus because they will report 
“all revenues and all costs of providing services each year, not just those received or paid in the 
current year or soon after year-end.” 


4 Robert K. Mautz, “Financial Reporting: Should Government Emulate Business?” Journal of Accountancy, 
August 1981, p. 53. 


> GASB Concepts Statement No. 1, “Objectives of Financial Reporting,” May 1987, para. 33-37. 


5 GASB Statement No. 34, “Basic Financial Statements—and Management's Discussion and Analysis—for 
State and Local Governments,” June 1999, preface p. 1. 


7 Ibid., p. 2. 
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Fund-Based Financial Statements. These statements report individual activities and the 
amount of financial resources allocated to them each period as well as the use made of those 
resources. They help citizens assess the government’s fiscal accountability in raising and uti- 
lizing money. For example, fund-based financial statements report the amount spent on such 
services as public safety, education, health and sanitation, and the construction of new roads. 
The primary measurement focus in these statements, at least for the public service activities, 
is the flow and amount of current financial resources. The timing of recognition in most cases 
is based on modified accrual accounting. Modified accrual accounting recognizes (1) rev- 
enues when the resulting current financial resources are measurable and available to be used 
and (2) expenditures when they cause a reduction in current financial resources. 

In applying modified accrual accounting, identifying when resources are “available” for current- 
period expenditures can be quite important. The term “available” means that current financial 
resources will be received soon enough in the future to be used in paying for current period 
expenditures. The determination of what is meant by “soon enough” is up to the reporting gov- 
ernment. In 2008, the City of Norfolk, Virginia, disclosed that “the City generally considers rev- 
enues, except for grant revenues, to be available if they are collected within 45 days of the end of 
the fiscal year.” For that reason, a 2008 revenue that was collected within the first 45 days of 2009 
is still recognized by this city in 2008 because it was available to pay 2008 expenditures. However, 
the City of Richmond, Virginia, applies a policy of two months and the City of Raleigh, North 
Carolina, uses 90 days. In creating fund-based financial statements, the definition of available can 
vary from one government to the next. The one exception under modified accrual accounting is 
the recognition of property taxes where a 60-day maximum period is mandated. 
Government-Wide Financial Statements. These statements report a government’s finan- 
cial affairs as a whole. They provide a method of assessing operational accountability, the 
government’s ability to meet its operating objectives. This information helps users make 
evaluations of the financial decisions and long-term stability of the government by allow- 
ing them to: 


¢ Determine whether the government’s overall financial position improved or deteriorated. 


¢ Evaluate whether the government’s current-year revenues were sufficient to pay for current- 
year services. 


¢ Understand the cost of providing services to the citizenry. 


¢ See how the government finances its programs—through user fees and other program rev- 
enues along with general tax revenues. 


¢ Understand the extent to which the government has invested in capital assets, including 
roads, bridges, and other infrastructure assets.® 


To achieve these reporting goals, the government-wide financial statements’ measurement fo- 
cus is on all economic resources (not just current financial resources such as cash and receiv- 
ables), and these statements utilize accrual accounting for timing purposes much like a 
for-profit entity. They report all assets and liabilities and recognize revenues and expenses in 
a way that is comparable to business-type accounting. 


The Need for Two Sets of Financial Statements 


One aspect of governmental reporting has remained constant over the years: the goal of mak- 
ing the government accountable to the public. Because of the essential role of democracy 
within U.S. society, the creators of accounting principles have attempted to provide a vehicle 
for evaluating governmental actions. Citizens should be aware of the means that officials use 
to raise money and allocate scarce resources. Voters must evaluate the wisdom, as well as 
the honesty, of the members of government. Most voters are also taxpayers; thus they natu- 
rally exhibit special interest in the results obtained from their involuntary contributions, such 
as taxes and tolls. Because elected and appointed officials hold authority over the public’s 
money, governmental reporting has traditionally stressed this stewardship responsibility. 


Accountability is the cornerstone of all financial reporting in government. . .. Accountability 
requires governments to answer to the citizenry—to justify the raising of public resources and 


SIbid., p. 3. 
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the purposes for which they are used. Governmental accountability is based on the belief that the 
citizenry has a “right to know,” a right to receive openly declared facts that may lead to public 
debate by the citizens and their elected representatives.’ 


To promote transparency for users, reporting has historically been directed toward measur- 
ing and identifying the financial resources generated and expended by each of a government’s 
diverse activities. Fund-based statements allow readers to focus on individual governmental 
activities. At least in connection with public services, such as the police department and pub- 
lic library, the fund-based financial statements answer three relevant questions: 


¢ How did the government generate its current financial resources? 
e Where did those financial resources go? 
e What amount of those financial resources is presently held? 


The term current financial resources normally encompasses monetary assets available for 
officials to spend to meet the government’s needs this year. Thus, when reporting current 
financial resources, a government is primarily monitoring cash, investments, and receivables. 
To stress accountability, the traditional government accounting system has focused almost ex- 
clusively on these resources as well as any current claims against them. For this reason, little 
reporting emphasis has been historically placed on accounts such as Buildings, Equipment, 
and Long-Term Debts that have no direct impact on current financial resources. 

Obviously, stressing accountability by monitoring just the flow of current financial re- 
sources is an approach that cannot meet all user needs. Thus, many conventional reporting ob- 
jectives were long ignored. Does the government have too much long-term debt, for example? 
As a result, investors and creditors were frequently sharp critics of governmental accounting. 
“When cities get into financial trouble, few citizens know about it until the day the interest 
can’t be met or the teachers paid. . . . Had the books been kept like any decent corporation’s 
that could never have happened.”!° 

Consequently, GASB mandated the inclusion of government-wide financial statements to 
provide an additional dimension for government reporting. This second set of statements does 
not focus solely on current financial resources but seeks to report all assets at the disposal of 
government officials as well as all liabilities that must eventually be paid. Likewise, revenues 
and expenses are recognized according to accrual accounting and provide a completely differ- 
ent level of financial information. 

With two sets of financial statements, each user (whether citizen or investor) can select the 
information considered to be the most relevant. Of course, not everyone believes that addi- 
tional data will always be helpful. “One of the tougher challenges of the current information 
age is sorting out the information most relevant for decision making from the vast amounts of 
data generated by today’s state-of-the-art information systems. Financial reports cannot sim- 
ply keep growing in size indefinitely to encompass every new type of information that be- 
comes available.”!! 


Fund-Based Government-Wide 
Financial Statements* Financial Statements 

Emphasis Individual activities (during Government as a whole 
current period) 

Measurement focus Current financial resources All economic resources 
(cash, investments, and receivables (all assets and all liabilities) 
and claims to those assets) 

General information Inflows and outflows of current Overall financial health 
financial resources 

Timing of recognition Modified accrual accounting Accrual accounting 


*The information provided here for fund-based financial statements only applies to public service activities such as public safety and 
education. As will be discussed shortly, other activities are reported more in keeping with government-wide financial statements. 


° GASB Concepts Statement No. 1, para. 56. 
10 Richard Greene, “You Can't Fight City Hall—If You Can‘t Understand It,” Forbes, March 3, 1980, p. 92. 
"1 Jeffrey L. Esser, “Standard Setting—How Much Is Enough?” Government Finance Review, April 2005, p. 3. 
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LO3 


Understand the reason that fund 
accounting has traditionally been 
such a prominent factor in the 
internal recording of state and 
local governments. 


LO4 


Identify the three fund types and 
the individual fund categories 
within each. 


Internal Record Keeping—Fund Accounting 


In gathering financial information, most state and local governments have always faced the 
challenge of reporting a diverse array of activities financed from numerous sources. Account- 
ability and control become special concerns for governments that operate through a multitude 
of relatively independent departments and functions. Consequently, for internal monitoring 
purposes, the accounting for each government activity is maintained in separate quasi- 
independent bookkeeping systems referred to as funds. Hence, the accounting process accu- 
mulates separate data for every activity (library, school system, fire department, road construction, 
and the like). 

The internal information gathered in this manner has then served as the foundation for 
fund-based financial statements. An underlying assumption of government reporting has long 
been that most statement users prefer to see information segregated by function in order to as- 
sess each activity individually. The internal accounting records provided that information and 
it could be transferred directly into fund-based financial statements for external distribution. 

Because no common profit motive exists to tie all of these various functions and services 
together, consolidated activity balances were historically not presented. Combining operating 
results from the city zoo, fire department, water system, print shop, and the like would provide 
figures of questionable utility if accountability and control over the usage of current financial 
resources are the primary goals. Financial reporting was to provide information about the in- 
dividual activities, not the government as a whole. 

The addition of government-wide statements does not affect the use of fund accounting for 
control purposes. Consequently, the separate funds monitored by a state or local government 
still serve as the basic foundation for internal reporting. Although a single list of identifiable 
functions is not possible, the following frequently are included: 


Public safety Judicial system 

Highway maintenance Debt repayment 
Sanitation Bridge construction 
Health Water and sewer system 
Welfare Municipal swimming pool 
Culture and recreation Data processing center 
Education Endowment funds 

Parks Employee pensions 


The actual number of funds in use depends on the extent of services that the government 
offers and the grouping of related activities. For example, separate funds may be set up to ac- 
count for a high school and its athletic programs, or these activities may be combined into a 
single fund. 


The general rule is to establish the minimum number of separate funds consistent with legal 
specifications and operational requirements. . . . Using too many funds causes inflexibility and 
undue complexity . . . and is best avoided in the interest of efficient and economical financial 
administration.” 


The requirement passed in 1999 for government-wide financial statements to be reported 
along with fund-based financial statements was radical for many reasons. However, one sig- 
nificant outcome for the governments was that they had to start reporting information (the to- 
tal cost of roads, for example) that had never been accumulated previously. Fund accounting 
monitors the increases and decreases in current financial resources. As will be seen in this 
chapter and the next, a considerable amount of additional information was required to create 
financial statements that reported all of the economic resources of the government as a whole. 


Fund Accounting Classifications 


For internal record keeping, all funds (whether for the police department, the municipal golf 
course, or some other activity) are categorized into one of three distinct groups. This classification 


12 GASB Cod. Sec. 1100.108. 
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system provides clearer reporting of the government’s various activities. Furthermore, having sep- 
arate groups allows for unique accounting principles to be applied to each. 


* Governmental funds—include all funds that account for activities a government carries out 
primarily to provide citizens with services that are financed primarily through taxes. The 
police and fire departments are reported within the governmental funds. 


° Proprietary funds—account for a government’s ongoing activities that are similar to those 
conducted by for-profit organizations. This fund type normally encompasses operations that 
assess a user charge so that determining profitability or cost recovery is important. For ex- 
ample, both a municipal golf course and a toll road are reported within the proprietary funds. 

¢ Fiduciary funds—account for monies held by the government in a trustee or agency capac- 
ity. Such assets must be maintained for others and cannot be used by the government for its 
own programs. Assets held in a pension plan for government employees are monitored 
within the fiduciary funds. 


Governmental Funds 


In many state and municipal accounting systems, the governmental funds tend to dominate 
because a service orientation usually prevails. The internal accounting system can maintain 
individual funds for every distinct service function: public safety, libraries, construction of a 
town hall, and so on. Each of these governmental funds accumulates and expends current 
financial resources to achieve one or more desired public goals. 

To provide better reported information and control, the governmental funds are subdivided 

into five categories: the General Fund, Special Revenue Funds, Capital Projects Funds, Debt 
Service Funds, and Permanent Funds. This classification system forms an overall structure for 
financial reporting purposes. 
The General Fund GASB’s definition of the General Fund appears to be somewhat under- 
stated: “to account for and report all financial resources not accounted for and reported in 
another fund.”!3 This description seems to imply that the General Fund records only miscella- 
neous revenues and expenditures when, in actuality, it accounts for many of a government’s 
most important services, a broad range of ongoing functions. For example, the 2008 fund- 
based financial statements for the City of Baltimore, Maryland, disclosed 11 major areas of 
current expenditures within its General Fund: 


General government Recreation and culture 
Public safety and regulations Highways and streets 
Conservation of health Sanitation and waste removal 
Social services Public service 

Education Economic development 
Public library 


Expenditures reported for these categories were in excess of $1.23 billion and made up more than 
58 percent of the total for all of the city’s governmental funds for the year ended June 30, 2008. 


Special Revenue Funds Special Revenue Funds account for resource inflows that are re- 
stricted or committed for a specific purpose other than debt payments or capital projects. Be- 
cause of donor stipulations or legislative mandates, these financial resources must be spent in a 
specified fashion. Saint Paul, Minnesota, for example, reported approximately $150 million of 
revenues within over 30 individual Special Revenue Funds during the 2008 fiscal year. Sources 
were as diverse as fees charged for use of the crime laboratory, rent received from the use of 
Municipal Stadium, administration fees for charitable gambling, money received from solid 
waste and recycling programs, and parking meter fees. The Special Revenue Funds category ac- 
counts for these monies because legal or donor restrictions were attached to the revenue to 
require that expenditure be limited to specific operating purposes. As an example, according to 
Saint Paul’s annual financial report, receipts from charitable gambling must be administered 


13 GASB Statement No. 54, “Fund Balance Reporting and Governmental Fund Type Definitions,” March 2009, 
para. 29. 
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“in conformance with City Council action for the support of youth athletics or otherwise as 
legally determined.” Thus, the accounting system monitors the receipt and disbursement of any 
financial resources from this source by including them in the Special Revenue Funds. 


Capital Projects Funds As the title implies, this fund type accounts for financial resources re- 
stricted, committed, or assigned to cover the costs incurred in acquiring or constructing govern- 
ment facilities such as bridges, high schools, roads, or municipal office complexes. Funding for 
these projects normally comes from grants, sale of bonds, or transfers from general revenue. The 
actual asset being obtained is not reported here; only the money to finance the purchase or con- 
struction is recorded. For example, the Lexington-Fayette Urban County Government in Kentucky 
reported, as of June 30, 2008, that it was holding a total of more than $19.4 million in financial re- 
sources in 19 different Capital Projects Funds to be used in projects such as acquisition or con- 
struction in connection with a cultural center, road projects, a golf course, and equipment leasing. 
Debt Service Funds These funds record financial resources accumulated to pay long-term 
liabilities and interest as they come due. However, this fund type does not account for a gov- 
ernment’s long-term debt. Debt Service Funds are created to monitor the monetary balances 
currently available to make the eventual payment to satisfy long-term liabilities. Thus, on 
June 30, 2008, the city of Birmingham, Alabama, reported more than $42 million of cash and 
investments in its debt service funds, money being held to pay long-term debt and interest. 
For the year then ended, this fund had made more than $16 million in principal payments and 
$17 million in interest payments. 

Permanent Funds The Permanent Funds category accounts for financial resources restricted by 
external donor, contract, or legislation with the stipulation that the principal cannot be spent but 
any income can be used by the government, often for a designated purpose to benefit the general 
citizenry. As an example, the City of Dallas, Texas, reported holding more than $9 million as of 
September 30, 2008, that had come almost entirely from private donations whose income was des- 
ignated to maintain four different parks. Such gifts are frequently referred to as endowments. 


Proprietary Funds 

The proprietary funds category accounts for government activities, such as a bus system or sub- 
way line, that assess a user charge. Such services resemble those found in the business world. 
Because the user charge helps the government make a profit or, at least, recover part of its cost, 
the proprietary funds are reported in much the same way on both the fund-based financial state- 
ments and the government-wide financial statements. The accounting resembles that of a for- 
profit activity in that accrual accounting is used to recognize all assets and liabilities. 

To facilitate financial reporting, the proprietary funds are broken down into two divisions: 
Enterprise Funds Any government operation that is open to the public and financed, at least 
in part, by user charges is likely to be classified as an Enterprise Fund. A municipality, for ex- 
ample, might generate revenues from the use of a public swimming pool, golf course, airport, 
water and sewage service, and the like. The City of Charlotte, North Carolina, earned $438 
million in revenue in 2008 from several Enterprise Funds including its airport, public transit, 
and water and sewer services. 

The number of enterprise funds has increased rather dramatically over recent years as 
governments have attempted to expand services without raising taxes. This situation re- 
quires those citizens utilizing a particular service to shoulder a higher percentage of its 
costs. “Enterprise funds have become an attractive alternative revenue source for local gov- 
ernments to recover all or part of the cost of goods or services from those directly benefit- 
ing from them.”!4 

Enterprise Fund activities that collect direct fees from customers resemble business activi- 
ties. Not surprisingly, even in the fund-based financial statements, the accounting process for 
these operations parallels that found in for-profit reporting. These funds use accrual basis ac- 
counting with a focus on all economic, not just current financial, resources. 

A question arises, though, as to how much revenue an activity must generate before it is 
viewed as an Enterprise Fund. For example, if a city wants to promote mass transit and charges 


14 Jeffrey Molinari and Charlie Tyer, “Local Government Enterprise Fund Activity: Trends and Implications, ” 
Public Administration Quarterly, Fall 2003, p. 369. 
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only a nickel to ride its bus line, should that activity be viewed as part of an Enterprise Fund 
(a business-type activity) or within the General Fund (a governmental activity)? 

Any activity that charges the public a user fee may be classified as an Enterprise Fund. 
However, this designation is required if the activity meets any one of the following criteria. At 
that point, the amount of revenue is viewed as significant: 


e The activity generates net revenues that provide the sole security for the debts of the activity. 

¢ Laws or regulations require recovering the activity’s costs (including depreciation and debt 
service) through fees or charges. 

° Fees and charges are set at prices intended to recover costs including depreciation and debt 
service. 


Internal Service Funds This second proprietary fund type accounts for any operation 
that provides services to another department or agency within the government on a cost- 
reimbursement basis. As with enterprise funds, internal service funds charge fees but perform 
their service for the primary benefit of parties within the government rather than for outside 
users. In the same manner as enterprise funds, internal service funds are accounted for much 
like a for-profit operation in the private sector. 

The City of Lincoln, Nebraska, lists seven operations in its 2008 financial statements that 
are accounted for as separate internal service funds: 


Information services fund—to account for the cost of operating a central data processing 
facility. 

Engineering revolving fund—to account for the cost of operating a central engineering pool. 
Insurance revolving fund—to account for the cost of providing several types of self- 
insurance programs. 

Fleet services fund—to account for the operations of a centralized maintenance facility 
for city equipment. 

Police garage fund—to account for the operation of a maintenance facility for police and 
other government vehicles. 


Communication services fund—to account for the costs of providing graphic arts and 
telecommunications services. 


Copy services fund—to account for the cost of providing copy services. 


Fiduciary Funds 


The final classification, fiduciary funds, accounts for assets held in a trustee or agency ca- 
pacity for external parties so that the money cannot be used to support the government’s 
own programs. Like proprietary funds, fiduciary funds use the economic resources mea- 
surement focus and accrual accounting for the timing of revenues and expenses. Because 
these assets are not available for the benefit of the government, fiduciary funds are omitted 
from government-wide financial statements although separate statements are included 
within the fund-based financial statements. 
Four distinct types of fiduciary funds exist: 


Investment Trust Funds The first fund type accounts for the outside portion of investment 
pools when the reporting government has accepted financial resources from other govern- 
ments in order to have more money to invest and hopefully earn a higher return. For example, 
the state of Virginia held almost $3.5 billion at June 30, 2008, identified as a local government 
investment pool that “helps local governmental entities maximize their rate of return by com- 
mingling their resources for investment purposes.” 


Private-Purpose Trust Funds The second fund type accounts for monies held in a trustee 
capacity when both principal and interest are for the benefit of specifically designated external 
parties such as individuals, private organizations, or other governments. Unclaimed property is 
usually recorded here, for example. 

Pension Trust Funds The third type accounts for an employee retirement system. Because 
of the need to provide adequate benefits for government workers, this fund type can become 
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quite large. The City of Philadelphia, for example, reported assets of more than $5.8 billion in 
its pension trust fund as of June 30, 2008. 


Agency Funds _ The fourth type of fiduciary fund records any resources a government holds 
as an agent for individuals, private organizations, or other government units. For example, one 
government could collect taxes and tolls on behalf of another. To ensure safety and control, the 
Agency Fund separately maintains this money until it is transferred to the proper authority. 


OVERVIEW OF STATE AND LOCAL GOVERNMENT 
FINANCIAL STATEMENTS 


LO5 


Understand the basic structure 
of government-wide financial 
statements and fund-based 
financial statements (as 
produced for the governmental 


funds). 


Although a complete analysis of the financial statements of a state or local government is pre- 
sented in the subsequent chapter, an overview of four basic financial statements will be help- 
ful at this point to illustrate how certain events are reported. These examples are not complete 
but can be used to demonstrate the presentation of various transactions and accounts. 


Government-Wide Financial Statements 


Only two financial statements make up the government-wide financial statements: the state- 
ment of net assets and the statement of activities. These statements separate the reporting into 
governmental activities (all governmental funds and most internal service funds) and business- 
type activities (all enterprise funds and any remaining internal service funds).'> As mentioned 
earlier, government-wide financial statements do not report the transactions and balances of 
any fiduciary funds, which are shown only in separate fund-based financial statements. 

Exhibit 16.1 shows the basic structure of a statement of net assets. Under the economic re- 
sources measurement focus used in the government-wide financial statements, all assets and 
liabilities are reported. The final section of this statement, the net assets category, indicates 
(1) the amount of capital assets being reported less related debt, (2) restrictions on any net as- 
sets, and (3) the total amount of unrestricted net assets. For example, in Exhibit 16.1, the Gov- 
ernmental Activities holds $80 of completely unrestricted net assets and Business-Type 
Activities has $30 of unrestricted net assets. 

The statement of activities in Exhibit 16.2 provides details about revenues and expenses, 
once again separated into governmental activities and business-type activities. This is a state- 
ment that is usually read horizontally first and then vertically. The statement shows direct 
expenses and program revenues for each government function. Program revenues include 
fines, fees, grants, and the like that the specific activity generates. Thus, a single net revenue 
or net expense is determined horizontally for each function as a way of indicating its finan- 
cial burden or financial benefit to the government. 

Here, for example, at Point A the public safety category shows a net cost to the govern- 
ment of $8,820, expenses of $9,700 that are partially offset by program revenues of $880. 
The amounts for all activities are summed vertically to show the total cost of operating the 
government, an amount that is offset by general revenues such as property taxes and sales 
taxes. Here, the governmental activities cost $20,720 (Point B) whereas the business-type ac- 
tivities generated a financial benefit of $1,940 (Point C). At Point D, the reader of the state- 
ments can see that the government generated property taxes of $20,400 to cover virtually all 
of the cost of providing its governmental activities. 


Fund-Based Financial Statements 


A state or local government produces a number of fund-based financial statements. However, 
at this introductory stage, only the two fundamental statements that most parallel the two 


15 Government-wide financial statements report internal service funds as governmental activities if their 
primary purpose is to serve the governmental funds. Conversely, internal service funds are included with 
business-type activities if they mainly exist to help one or more enterprise funds. For example, a print shop 
(an internal service fund) should be reported within the governmental activities if its work is primarily for 
the benefit of a governmental fund such as the public library. However, if its work is a service to a bus line 
(or some other enterprise fund), the print shop is classified within the business-type activities. 
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EXHIBIT 16.1 


Statement of Net Assets— Governmental Business Type 
: Activities Activities Total 
Government-Wide 
Financial Statements Assets 
Gashizah ieee ewe eae a ener a he $ 100 $ 130 $ 230 
IVESTIME MSH oe eae erat. che enone meas 900 40 940 
REGEIVADIOS serur iis cacetenes wie eaten omeaten 600 400 1,000 
Internal amounts due ................ 50 (50) -0- 
Supplies and materials ............... 30 40 70 
Capital assets (net of depreciation) ...... 2,950 2,750 5,700 
lOtaltasScisiee ee eee ee me wee eae $4,630 $3,310 $7,940 
Liabilities 
INGCOUWIMIS ORWEINIE ca oo cosouaaonageanr $ 750 $ 230 $ 980 
Noncurrent liabilities 
Due within one year ............... 400 180 580 
Due in more than one year .......... 1,800 700 2,500 
TOlallltabiliticsi Te $2,950 $1,110 $4,060 
Net Assets 
Invested in capital assets, 
net of related debt ................. $1,410 $2,110 $3,520 
Restricted for: 
Gapitaliono|Cciseeenere ee ete ae 50 —0- 50 
DEDESEIN GOnme ts Nitietns Serr cean cman ve rets 140 60 200 
Winrestricted Wee weeeee  en ene tne 80 30 110 
WOW MEE ESAS cc cccaaacccaaces $1,680 $2,200 $3,880 


EXHIBIT 16.2 Statement of Activities—Government-Wide Financial Statements 


Net (Expense) Revenue 


Program Governmental Business-Type 

Function Expenses Revenues Activities Activities Total 
Governmental activities 

General government ............... $ 3,200 $ 1,400 $ (1,800) n/a $ (1,800) 

PuUbliGisafetyasuiuwe wavete Once yet 9,700 880 (8,820)® n/a (8,820) 

PUBIC: WORKS secre een eters aetna 2,600 600 (2,000) n/a (2,000) 

EGUGAtIONR Rae art eats merennon tare on 8,400 300 (8,100) n/a (8,100) 
Total governmental activities ........... $23,900 $ 3,180 $(20,720) n/a $(20,720) 
Business-type activities 

NN BILE (earner eae erase temo Rue eerste ae $ 3,600 $ 4,030 n/a $ 430 $ 430 

SCUVC lar nnre a pte One eran ee te ne eee ae 4,920 5,610 n/a 690 690 

NINO. O Glee Pete ie eee rene eae et Pea yee 2,300 3}, 20 n/a 820 820 
Total business-type activities ........... $10,820 $12,760 n/a $1,940 $ 1,940 
Woiall GOVEMANMEME o2cctunacesasoupuce $34,720 $15,940 $(20,720) $1,940©  $(18,780) 
General revenues: 

PCV IERES poncesudedbaaucobnue $ 20,400 © == $ 20,400 

Investment CarmimgS 2.4... 225.) ..- 420 $ 70 490 

aIKANSTOLSN eee et ere eee ere 8 cee: 600 (600) == 
Total general revenues and transfers ..... $ 21,420 $ (530) $ 20,890 
(CMEINGE TIN MEN ESSHS cosa uccesauebunaa $ 700 $1,410 $ 2,110 
eXeColfalmllate) (SINGS ana nnaauaaananas 980 790 1,770 


ENGNG) VAC EGSENS occ co suaeanvoonnsa $ 1,680 $2,200 $ 3,880 
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EXHIBIT 16.3 Balance Sheet—Governmental Funds 
Fund-Based Financial Statements 


General Library Other Total 
Fund Program Governmental Funds Governmental Funds 
Assets 
GaSe eeenitre note ee eee pre urea $ 40 $ 10 $ 50 $ 100 
IMVESTIMGINUS: ane eres eter ee eeu ree 580 120 200 900 
REGCWab lest ery re cree nee tee ere 120 200 210 530 
Supplies and materials ................ 10 10 10 30 
HL@ tell RASS CUS eereee cee eter eee ere rn $750 $340 $470 $1,560 
Liabilities 
Accounts payable ...............-.... $230 $170 $110 $ 510 
Notes payable—current ............... 300 —0- 100 400 
Otaliliabilitiesemnwaente meee new wane: $530 $170 $210 $ 910 
Fund Balances 
Nomjoeinoklll® s2scasgednecussenussac $ 10 $ 10 $ 10 $ 30 
NESUIGING! ga aepguagveaeobedsauaege ga 100 90 60 250 
GONMIMMIEtG Cee eaerer gia were ee areas arenrere 30 50 100 180 
ASSIGMEGh Geert ettny anc ecra eget ener 20 20 90 130 
WmassiGmec re etree en tere eine te 60 - - 60 
lotalkiUndliodlancesmaenar anni rire $220 $170 $260 $ 650 
Total liabilities and fund balances ........ $750 $340 $470 $1,560 


government-wide statements are included. First, Exhibit 16.3 shows a balance sheet for the 
governmental funds and then Exhibit 16.4 presents a statement of revenues, expenditures, 
and changes in fund balances produced for the same governmental funds. The balance sheet 
reports the current financial resources (assets) for the various funds and the claims to those 
resources (liabilities). As can be seen in Exhibit 16.4, three categories are present in the sec- 
ond fund-based statement that will be discussed in detail throughout the remainder of this 
chapter and the next: 


Revenues 
Expenditures 
Other Financing Sources (Uses) 


Note that the figures for these fund-based financial statements will not be the same as those 
presented for the governmental activities in the government-wide statement of net assets 
(Exhibit 16.1) and statement of activities (Exhibit 16.2). For example, the asset total reported 
for the governmental activities in Exhibit 16.1 is $4,630, whereas the asset total for all govern- 
mental funds in Exhibit 16.3 is only $1,560. These differences result primarily for three reasons: 


1. In the government-wide statements, internal service funds are grouped with the funds that 
they primarily benefit. Thus, they are included with the governmental activities if they as- 
sist governmental funds and in business-type activities if they assist enterprise funds. How- 
ever, fund-based statements report all internal service funds as proprietary funds, not as 
governmental funds. Totals will vary because funds are grouped differently. 

2. Governmental activities use the economic resources measurement focus whereas the gov- 
ernmental funds, in the fund-based statements, use the current financial resources mea- 
surement focus. Different assets and liabilities are being reported. 

3. Governmental activities use accrual accounting in government-wide statements; modified 
accrual accounting is used in creating fund-based financial statements for the governmen- 
tal funds. The timing of recognition is different. 
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EXHIBIT 16.4 Statement of Revenues, Expenditures, and Other Changes in Fund Balances—Governmental Funds 
Fund-Based Financial Statements 


General Library Other Total 
Fund Program Governmental Funds Governmental Funds 
Revenues 
Prope ntyataxGSiae ene eet year ey $17,200 $ 900 $ 2,300 $20,400 
Investment earnings ................ 100 200 180 480 
PROV lAM) EMEIMNUISS. noc coccdconsdoane 500 100 PAD 00) 3,100 
Weel] EWES 2 oc cca occ ccvanace $17,800 $1,200 $ 4,980 $23,980 
Expenditures 
Current: 
General government .............. $ 3,400 —0- $ 100 $ 3,500 
PubliGsaletyowe seer ee eer 5,100 —0- 400 5,500 
Edicatiompieyens est ascere err taee ee 6,700 $ 800 =(0= 7,500 
Debt service: 
MiiGelagck awa odonn co ee awed —0- —0- 1,000 1,000 
ANMSIRSESIE Sele nerseranors rijave ome orimlean eee aaa —0- == 600 600 
Gapitalioutlay epee re ee 1,100 00 3,300 4,700 
lOtalkexencitUcsaa aaa ane $16,300 $1,100 $ 5,400 $22,800 
Excess (deficiency) of revenues 
OWEN OMOEMCMWIES . sca sacccecsveuse $ 1,500 $ 100 $ (420) $ 1,180 
Other Financing Sources (Uses) 
BONG PIOGCCCS een ene ee ree =0- == $ 1,000 $ 1,000 
UIELAIS KISHIN shehmnces see pete mn ceecomnareen desane == $ 20 580 600 
ilnanSferszo Uiteears et ecesete mete ear eee ee $ (1,300) —0- $ (1,000) (2,300) 
Total other financing sources 
AMIGUISE Seep eta we eee nse Seren enn ae $ (1,300) $ 20 $ 580 $ (700) 
Change in fund balances ............. $ 200 $ 126 $ 160 $ 480 
Fund balances—beginning ........... 20 50 100 170 
Fund balances—ending .......... $ 220 $ 170 $ 260 $ 650 


Because of these differences, reconciliations between the totals presented in Exhibits 16.1 
and 16.3 and between Exhibits 16.2 and 16.4 should be reported. Those reconciliations are dis- 
cussed in detail in the following chapter. 


Major Funds 


In looking at both of the fund-based financial statements presented (Exhibits 16.3 and 16.4), 
note that the General Fund and every other individual fund that qualifies as major is shown in 
a separate column. The assumption here is that the Library Program (probably one of this gov- 
ernment’s special revenue funds) is the only individual fund outside the General Fund that is 
considered major. Information for all other funds is then grouped together. Consequently, 
identification of a “major” fund becomes quite important for disclosure purposes. It is defined 
as follows: 


The reporting government’s main operating fund (the general fund or its equivalent) should 
always be reported as a major fund. Other individual governmental and enterprise funds should 
be reported in separate columns as major funds based on these criteria: 


a. Total assets, liabilities, revenues, or expenditures/expenses of that individual governmental or 
enterprise fund are at least 10 percent of the corresponding total (assets, liabilities, and so forth) 
for all funds of that category or type (that is, total governmental or total enterprise funds), and 

b. Total assets, liabilities, revenues, or expenditures/expenses of the individual governmental 
fund or enterprise fund are at least 5 percent of the corresponding total for all governmental 
and enterprise funds combined. 
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In addition to funds that meet the major fund criteria, any other governmental or enterprise 
fund that the government’s officials believe is particularly important to financial statement 
users (for example, because of public interest or consistency) may be reported as a major 
fund.'¢ 


Fund Balances 


One last unique aspect of the structure of fund-based financial statements for the governmen- 
tal funds should be noted. As a government, the balance sheet (Exhibit 16.3) does not need a 
stockholders’ equity section to report contributed capital, retained earnings, and the like for 
each separate fund. Instead, the term “fund balance” is used to indicate the amount of assets 
held in excess of liabilities—the net current financial resources at that time. This term has long 
been used in a rather generic fashion. 

In February 2009, GASB issued its Statement 54 “Fund Balance Reporting and Govern- 
mental Fund Type Definitions” to standardize the reporting of the fund balance within five 
categories. For example, in Exhibit 16.3, the General Fund reports assets of $750 and liabili- 
ties of $530 indicating net assets of $220. From a reporting perspective, the most significant 
question to be answered is: What use can be made of this $220? The purpose of the fund bal- 
ance classifications, therefore, is to indicate the availability of this excess amount. 
Fund-Balance—Nonspendable. As the name implies, this amount of the assets reported in 
a fund cannot be spent by government officials. That typically occurs for two reasons. First, 
some assets such as supplies and prepaid expenses are simply not in a spendable form. Sec- 
ond, financial resources are occasionally received that cannot be spent because of externally 
imposed limitations. A gift, for example, is donated by a citizen that must be held with the 
stipulation that only future income can be used. This fund balance figure indicates that assets 
are present but not available for government spending. 


Fund-Balance—Restricted. This figure indicates the amount of assets held by the govern- 
ment that must be spent in a manner designated by an external party. For example, a grant 
from another government for a specified purpose creates an increase in this category as would 
a bond covenant that requires proceeds to be used in a particular manner. 


Fund-Balance—Commiitted. Here, the assets have been designated for a particular purpose, 
not by an outside party but rather by the highest level of decision-making authority in the gov- 
ernment. For example, a state legislature might vote to set aside $100 million for road con- 
struction. On the balance sheet, that decision is disclosed by an increase in the reported 
amount of the “fund balance—committed” total. Of course, the legislature does have the 
power to reverse its decision so the commitment is not necessarily binding. 
Fund-Balance—Assigned. Frequently, in the regular operations of a government, money 
is designated for a specific purpose without formal action by the highest level of decision- 
making authority. The head of the government’s finance committee might designate cash of 
$1 million to use in a few months to pay off the current installment of a bond. However, if nec- 
essary, that money could be switched to some other purpose if needed in the interim. To indi- 
cate that its use has been established internally but not by the highest level of authority, the 
fund balance is labeled as “assigned.” 


Fund-Balance—Unassigned. This category is only found in the General Fund and reflects 
any amount of net assets where no use has been designated either externally or internally. This 
money is available to government officials for any purpose viewed as appropriate. 


This classification system must be used in state and local government financial statements 
for periods beginning after June 15, 2010. To illustrate the reporting, note how each of the fol- 
lowing transactions affects a city government’s balance sheet created as part of the fund-based 
financial statements for the governmental funds. 


¢ Supplies costing $30,000 that will be used in the future to beautify the local parks are 
bought on the last day of the fiscal year. The supplies are shown as an asset with an equal 
amount reported within the “fund-balance—nonspendable” for this fund. 


16 GASB Statement 34, para. 76. 
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¢ A citizen dies and leaves investments valued at $1 million to the city with the requirement 
that only the income can be spent and must be used for park beautification. Reported assets 
increase, as does the “fund-balance—testricted” balance for this fund. 


¢ The highest level of decision makers for this city vote unanimously to set aside $90,000 in 
unassigned cash to be used to beautify the local parks. The “fund-balance—unassigned” 
drops by $90,000 while the “fund-balance—committed” increases. 

¢ The director of finance for the city sets aside $12,000 in previously unassigned cash to be 
used to buy new benches for the city’s parks. Because the decision was not made at 
the highest level of decision making, the “fund-balance—unassigned” goes down while the 
“fund-balance—assigned” rises. 

e The city government receives property tax revenues of $100,000. City officials might even- 
tually decide to use some or all of this money to complete the beautification of the city’s 
parks, but no decision has yet been made. In the General Fund, assets increase by this 
amount and the “fund-balance—unassigned” increases. 


ACCOUNTING FOR GOVERNMENTAL FUNDS 


LO6 


Record the passage of a 
budget as well as subsequent 
encumbrances and expenditures. 


The remainder of this chapter presents many of the unique aspects of the accounting process 
utilized within the governmental funds: the General Fund, Special Revenue Funds, Capital 
Projects Funds, Debt Service Funds, and Permanent Funds. It is in these five funds where the 
distinct approach of governmental accounting can best be seen. Because of the dual nature of 
the reporting process, most of this accounting must be demonstrated twice, once for fund- 
based financial statements and a second time for the government-wide financial statements. 

Much discussion has occurred as to whether governments should, for practicality, keep two 
separate sets of financial records (one for fund-based statements and another for government- 
wide statements) or merely one set that must then be adjusted rather significantly at the end 
of the year to create the second set of financial statements. Many governments have elected 
to continue maintaining only fund-based information internally that could be transformed into 
government-wide financial statements at year-end. However, over time, as software programs and 
computer systems become more sophisticated, governments will likely find that keeping two 
distinct sets of books is a reasonable approach. Being able to analyze complex transactions 
completely as they happen seems to be advantageous, and having two sets of records reduces what 
otherwise could be a massive amount of work at the end of each fiscal year. 

Therefore, this textbook examines each transaction from both a fund-based and a government- 
wide perspective. Accounting for these events in two different ways seems to be an easier mental 
process than learning one method now and later attempting to convert that entire set of reported 
data into figures consistent with the second method. For each example, it is important to note 
the impact on the fund-based financial statements for the governmental funds (where current 
financial resources are measured based on modified accrual accounting) in comparison to the 
effect on the government-wide statements for the governmental activities (that show all 
economic resources based on accrual accounting). 


The Importance of Budgets and the Recording 
of Budgetary Entries 


Budgeting is an essential element of the financial planning, control, and performance evaluation 
processes of many governments. In contrast to commercial organizations’ planning-oriented 
budgetary practices, governments usually adopt budgets that have the force of law, are subject to 
sanctions for overspending budgetary authorizations, and have extensive controls to ensure bud- 
getary compliance.'7 


In a chronological sense, the first significant accounting procedure encountered by a state or 
locality is the recording of budgetary entries. To enhance accountability, government officials 
normally are required to adopt an annual budget for each separate activity to anticipate the 


17 American Institute of Certified Public Accountants, Audit & Accounting Guide, State and Local 
Governments, with conforming changes as of March 1, 2009, para. 11.01. 
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inflow of financial resources and establish approved expenditure levels. The budget serves sev- 
eral important purposes: 


1. Expresses public policy. If, for example, more money is budgeted for child care and less for 
the environment, the citizens are made aware of the decision to allocate limited government 
resources in this manner. 


2. Serves as an expression of financial intent for the upcoming fiscal year. The budget pre- 
sents the financial plan for the government for the upcoming period. 


3. Provides control because it establishes spending limitations for each activity. 


4. Offers a means of evaluating performance by allowing a comparison of actual results with 
the levels found in the budget. 


5. Indicates whether the government anticipates having sufficient revenues to pay for all of 
the expenditures that have been approved. In the current economic climate when many 
governments face declining revenues, the amount and handling of proposed deficits should 
be of interest to every citizen. 


GASB even states that “many believe the budget is the most significant financial document 
produced by a government unit.”!® 

Once a budget has been produced and enacted into law, formal accounting recognition is 
frequently required as a means of enhancing these benefits. In this way, the public has the op- 
portunity to review the amounts of current financial resources expected to be received and ex- 
pended. Reporting revenue projections and complying with spending limitations are considered 
essential for government accountability. Furthermore, many governments must legally main- 
tain balanced budgets. By entering budget figures into the accounting records at the start of 
each fiscal year, comparisons can be made between actual and budgeted figures at any interim 
point during the period. At the end of the year, all budget entries are reversed and closed. 

Budget information must be disclosed for the General Fund and each major fund within the 
Special Revenue Funds. Because of the importance of the information, governments are re- 
quired to report comparisons between the original budget, the final budget, and the actual fig- 
ures for the period as required supplementary information presented after the notes to its 
financial statements. As an allowed alternative, a separate statement can be shown within the 
government’s fund-based financial statements. 

To illustrate, assume that a city enacts a motel excise tax with the revenue to be used to promote 
tourism and conventions. Because the receipts are legally restricted for this specified purpose, the 
city must establish a separate Special Revenue Fund. Assume that for the 2010 fiscal year, the tax 
is expected to generate $490,000 in revenues. Based on this projection, the city council authorizes 
the expenditure of $400,000 (referred to as an appropriation) for promotional programs during the 
current year. Of this amount, $200,000 is designated for salaries, $30,000 for utilities, $80,000 for 
advertising, and $90,000 for supplies. The $90,000 difference between the anticipated revenue 
inflow and this appropriation is a budgeted surplus to be accumulated by the government for 
future use or in case the actual revenue proves to be too small to support budget plans. 

To formally acknowledge the council’s action, the accounting records of this fund include the 
following journal entry. No similar entry is needed for government-wide financial statements. 


Fund-Based Financial Statements—Budgetary Entry 


Special Revenue Fund—Tourism and Convention Promotions 


Esuiinmelierel RewenUeESSeM Wey cscs enon ouaavagdeenuebanengcebsaecue 490,000 
ApprophiationS—-Salaniessme eee ce een eee eee 200,000 
AppropniationS—Utiliticsa = eyarys ee cena yy exree Sve ere pete eee 30,000 
/PNojelkevoiilenilelnis—INoWelniSne) canecaneaneuondecoeeneeeuaccanue 80,000 
ApplophiationS—SUpplicSwaerwy ean nie tner yeti ney eee 90,000 
BudgetaryikumesBalameesemye.-gsseee erate co yeh ase eee arses eae eens 90,000 


To record annual budget for tourism and convention promotions funded 
by motel excise tax. 


18 GASB Concepts Statement No. 1, para. 19 
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This entry indicates both an estimation of and the source of the funding (the tax levy) and 
the approved amount of expenditures. Each of these figures remains in the records of this Special 
Revenue Fund for the entire year to allow for planning, disclosure, and control. The Budgetary 
Fund Balance account indicates an anticipated surplus (or, in some cases, a shortage) projected 
for the period. Here, the size of this fund is expected to increase by $90,000 during the year. 

In this way, budgetary entries also reflect a government’s interperiod equity. This term 
refers to the alignment of revenues and spending for a period and the possible shift of pay- 
ments to future generations. If a government projects revenues as $10 million but approves ex- 
penditures of $11 million, the extra million must be financed in some manner, usually by debt 
to be repaid in the future. The benefits of the additional expenditures are enjoyed today, but 
citizens of a later time period must bear the cost. 

The original budget is not always the final appropriations budget for the year because of 
later amendments. For example, government officers can vote to change appropriation levels 
if more or less money becomes available than had been anticipated. Thus, for the year ending 
June 30, 2008, the City of Greensboro, North Carolina, reported that $28,983,724 had origi- 
nally been appropriated for culture and recreation. That amount was later increased to 
$29,428,359, but only $27,794,172 was actually spent. 

Assume, to illustrate, that officials in charge of tourism for this city appeal to the council 
during the year for an additional $50,000 to create a special advertising campaign. If approved, 
the original budgetary entry is adjusted: 


Fund-Based Financial Statements—Budget Amendment 


Special Revenue Fund—Tourism and Convention Promotions 
BudgetanyirumeltBalamces =a mascen anise ony Smee, eee pune et 50,000 
Appropriations—Advertising ............ 00 cece eee eee eee 50,000 
To record additional appropriation for advertising. 


Assume that the city actually received $488,000 in tax revenues during the year and spent 
$437,000 as follows: 


Salaries ...... 0.0. c eects $196,000 
WHIIOS: p..ceddew ecdevah ane aoe Aardtacd th pects dices 29,000 
AGVGMtISIAG) «saci. cisecs once. ad sestcm deaceok ah daddacd leoded 125,000 
SUDPIIES' «. ¢225.s 4d ta dee ee ase 87,000 


This information should be disclosed as follows. The Variance column is recommended but 
not required: 


TOURISM AND CONVENTION PROMOTIONS 
Year Ended December 31, 2010 
Budget Comparison Schedule 


Variance with 
Budgeted Amounts 


Actual Amounts Final Budget— 
Original Final (budgetary basis) Positive (negative) 
Resources 
(inflows): 
Tax levy .........000.000- $490,000 $490,000 $488,000 $ (2,000) 
Charges to appropriations 
(outflows): 
Salaries ................. $200,000 $200,000 $196,000 $ 4,000 
Utilities 2.2.0... ....0000. 30,000 30,000 29,000 1,000 
Advertising .............. 80,000 130,000 125,000 5,000 
Supplies ................. 90,000 90,000 87,000 3,000 
Total charges ............... $400,000 $450,000 $437,000 $13,000 


Change in fund balance ..... $ 90,000 $ 40,000 $ 51,000 $11,000 
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Encumbrances 


One additional budgetary procedure that plays a central role in government accounting is the 
recording of financial commitments referred to as encumbrances. In contrast to for-profit ac- 
counting, purchase commitments and contracts are recorded in the governmental funds prior 
to becoming legal liabilities. This recording of encumbrances provides an efficient method 
for keeping up with financial commitments so that officials will not accidentally overspend 
a fund’s appropriated amount. Encumbrance accounting is appropriate (although not re- 
quired) within any governmental fund. At any point during the fiscal year, information on 
both expended and committed amounts is then available to aid government officials. 

To illustrate, assume that a city’s police department orders $18,000 in equipment from a 
vendor. As an ongoing service activity, the police department is accounted for within the Gen- 
eral Fund. Because only an order has been placed, no entry is recorded at this point for the 
government-wide financial statements that tend to follow for-profit accounting. However, this 
amount of the General Fund’s financial resources has been committed even though no formal 
liability will exist until the equipment is received. To guard against spending more than has 
been appropriated, an encumbrance is recorded any time a governmental fund enters into a 
purchase order, contract, or other formal commitment. 


Fund-Based Financial Statements—Commitment Created 


General Fund—Police Department 
Encuimbrances:Gomtroll teen were ea ee cern ces rere ee 18,000 
Fund Balance—Reserved for Encumbrances ...................0- 18,000 
To record an order placed for equipment. 


The Encumbrances account records the commitment that has been incurred. The use of 
a control account here simply indicates that the government’s accounting system includes a 
subsidiary ledger that maintains more detailed information about this $18,000 amount. With- 
out a subsidiary ledger, the debit entry should be made to Encumbrances—Equipment or a 
similar account. 

When the police department eventually receives the equipment, a legal liability for payment 
replaces the commitment. Hence, the encumbrance is removed from the accounting records 
and an Expenditures account is recognized to show the reduction in current financial re- 
sources. Often, because of sales taxes, freight costs, or other price adjustments, the actual in- 
voice total will differ from the original estimation. For this reason, the expenditure will not 
necessarily agree with the corresponding encumbrance. Note that because of the current fi- 
nancial resource focus of fund-based financial statements, there will not be an equipment ac- 
count entry for this long-lived asset. Assume, for illustration purposes, that an invoice for 
$18,160 accompanies the equipment when it is received. 


Fund-Based Financial Statements—Order Received 


General Fund 


Fund Balance—Reserved for Encumbrances ....................0.05. 18,000 
MCUIMIGIMESHCOMM] 24 beosesieeeeeardeusoobsoseaoeoeaanae 18,000 
To remove encumbrance for equipment that has now been received. 
Expenditures—Equipment -ereaey em cette ats Sener ne eee eee 18,160 
VOUGHeNSHRayablGse 2), ewes wy, eet et eccrine eer eee 18,160 


To record the receipt of equipment and the accompanying liability. 


In producing government-wide financial statements, the only entry created by this order- 
ing and receiving of equipment is an increase in the specific asset and the related liability 
when legal title is conveyed. As in for-profit accounting, the commitment is not recorded. 
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The handling of encumbrances at year-end has changed recently. Any commitments that 
remain outstanding are removed from the accounting records by reversing the original entry 
because no transaction has occurred. The recording of encumbrances is to help prevent spend- 
ing more money than the amount authorized for the period. 

Assuming that the commitment will be honored in the subsequent year, the accounting 
issue is whether any additional reporting is needed on the current balance sheet. If the fund 
balance has already been reclassified as restricted, committed, or assigned in recognition of 
this eventual expenditure, then no further change is needed. The appropriate fund balance 
reflects the decision to use that portion of the fund’s net assets to meet this commitment. How- 
ever, if no fund balance is reported as restricted, committed, or assigned, then the amount of 
the encumbrance should be reclassified as either committed or assigned to denote the antici- 
pated use of the fund’s assets.!? 

To illustrate, assume that the general fund of the city that ordered the $18,000 in equipment 
reports assets of $600,000 and liabilities of $500,000. On the balance sheet, the fund balance 
shows $40,000 as assigned and $60,000 as unassigned. At the end of the fiscal year, the 
$18,000 encumbrance is unfulfilled and removed from the records for that period. However, 
the government will pay for the equipment when it arrives in the following year. The reporting 
of the fund balance figures on the balance sheet can be affected in one of two ways. 


¢ Ifthe $40,000 fund balance—assigned already includes an $18,000 amount reflecting the 
commitment for this equipment, no change is necessary. The appropriate amount of the 
fund’s net assets is shown as assigned. 


¢ Ifthe $40,000 fund balance—assigned does not include $18,000 to be spent on the equip- 
ment, then the fund balance—unassigned is reduced by that amount and fund balance— 
assigned (or possibly committed depending on the level of the decision to acquire the 
equipment) is increased. The assets and liabilities are not affected since the equipment has 
not been received, but the $18,000 figure is shown as assigned (or committed) to indicate that 
this amount of the net assets is not freely available to government officials. Per GASB, 
“Encumbered amounts for specific purposes for which amounts have not been previously 
restricted, committed, or assigned should not be classified as unassigned but, rather, should 
be included within committed or assigned fund balance, as appropriate.’ 


RECOGNITION OF EXPENDITURES FOR OPERATIONS 
AND CAPITAL ADDITIONS 


LO6 


Record the passage of a 
budget as well as subsequent 
encumbrances and expenditures. 


Although budgetary and encumbrance entries are unique, their impact on the accounting 
process is somewhat limited because they do not directly affect a fund’s financial results for 
the period. Conversely, the method by which states and localities record the receipt and dis- 
bursement of assets can significantly alter the reported data. For example, because a primary 
emphasis in the governmental funds is on measuring changes in current financial resources, 
neither expenses nor capital assets are recorded in the fund-based financial statements. Probably 
no more significant distinction exists between the fund-based statements and the government- 
wide statements. 

As shown previously, governmental funds report an Expenditures account in the fund-based 
statements. This balance reflects outflows or other reductions in current financial resources 
caused by the acquisition of a good or service (or some other utility). The reduction of re- 
sources is recorded as an expenditure whether it is for rent, a fire truck, salaries, or a computer. 
In each case, a good or service is acquired. The statement of revenues, expenditures, and other 
changes in fund balances (Exhibit 16.4) allows the reader to see the utilization of an activity’s 
current financial resources. Spending $1,000 for electricity for the past three months is an 


19 If not already reported as restricted, a fund balance cannot be internally restricted. The restricted 
designation is used to indicate that external parties or applicable laws created the restriction. 


20 GASB Statement No. 54, “Fund Balance Reporting and Governmental Fund Type Definitions,” February 2009, 
para. 24. 


688 Chapter 16 


LO7 


Understand the reporting of 
capital assets, supplies, and 
prepaid expenses by a state or 
local government. 


expenditure of a fund’s current financial resources in exactly the same way that buying a 
$70,000 ambulance is: 


Fund-Based Financial Statements—Expenditures for Expense and Capital Asset 


Expemd ittines— Electricity teas eee oe er et eee ee eee 1,000 
Wowurelnvels (olr /NCCONIMUS) PEWEIIIE 5 2s ceannaacenocsaseebnepaanas 1,000 
To record charges covering the past three months. 
Expemditures—AmbulamGen spicy: erste cee eee cence et eerie eee 70,000 
Woweliers (Pr /NEeaWIMS) PEWEIDIS 2 occceoccusncuasuscocosucdoucu 70,000 


To record acquisition of ambulance. 


Within the governmental funds, the timing of the recognition of expenditures (and revenues) 
follows the modified accrual basis of accounting. For expenditures, modified accrual accounting 
requires recognizing a claim against current financial resources when it is created. If a claim is 
established in one period to be settled in the subsequent period using year-end financial resources, 
the expenditure and liability are recorded in the initial year. However, as discussed earlier, the max- 
imum length of time for the change in current financial resources to occur—often 60 days into the 
subsequent period—should be disclosed. Thus, if equipment is received 15 days before the end of 
the year but payment will not be made until 75 days later, recording the expenditure is still likely 
to be made in the first year, depending on the recognition period utilized by the government. 

The recording of expenditures rather than expenses and capital assets is one of the most 
distinctive characteristics of traditional governmental accounting. In fund-based statements, a 
governmental fund records both operating costs such as salaries and rent and the entire cost of 
all buildings, machines, and other capital assets as expenditures. No net income figure is cal- 
culated for these funds; thus, computing and recording subsequent depreciation is not relevant 
to the reporting process and is omitted entirely. It has no effect on current financial resources. 

For the government-wide financial statements, all economic resources are being measured. 
Consequently, the previous two transactions would be recorded in this second set of statements 
as follows: 


Government-Wide Financial Statements—Recording Expense and Capital Asset 


WtiITHESSEXPEMSG Rater eee caer gee Nene Set nn ace genes tyne 1,000 
Wowutelnvel (Or /Neetoinis)) EWES 5a onc acapgucanecsaseeoneuasoaa 1,000 
To record electricity charges for the past three months. 
INGA OWIE ess eR alenee aes, Belem nate wail n ee Aaa ere Hf de eee ROR er Bm oy hen abet 70,000 
Wowwrelner (Or /Necowinis) PAVED 2 ocsecgecnsenséuanecesobneuances 70,000 


To record acquisition of new ambulance. 


Capital Assets and Fund-Based Financial Statements 

One interesting result of measuring and recording only expenditures within the fund-based 
statements of the governmental funds is that virtually no assets other than current financial re- 
sources such as cash, receivables, and investments are reported. All capital assets are recorded 
as expenditures at the time of purchase or construction with that balance closed out at the end 
of the fiscal period. Note that the statement in Exhibit 16.3 shows no buildings, schools, com- 
puters, trucks, or other equipment as assets. 

With the creation of government-wide financial statements, a record of all capital assets is 
available in the statement of net assets (see Exhibit 16.1). Thus, recording only expenditures in 
the fund-based financial statements does not leave a gap in the information available to inter- 
ested parties. In the initial production of government-wide financial statements, one problem 
was the reporting of “infrastructure” assets including roads, sidewalks, bridges, and the like that 
are normally stationary and can be preserved for a significant period of time. A bridge, for ex- 
ample, might last for more than 100 years. Traditionally, the formal recording of such infra- 
structure assets was optional. To save time and energy, many governments simply did not 


Discussion Question 


IS IT AN ASSET OR A LIABILITY? 


During the evolution of government accounting, many scholars have discussed its unique 
features. In the August 1989 issue of the Journal of Accountancy R.K. Mautz described the 
reporting needs of governments and not-for-profit organizations (such as charities) in 
“Not-For-Profit Financial Reporting: Another View.” 

As an illustration of their accounting problems, Mautz examined the method by which 
a city should record a newly constructed high school building. Conventional business wis- 
dom would say that such a property represents an asset of the government. Thus, the cost 
should be capitalized and then depreciated over an estimated useful life. However, in 
paragraph 26 of FASB Concepts Statements No. 6, an essential characteristic of an asset is 
“a probable future benefit . . . to contribute directly to future cash inflows.” 

Mautz reasoned that the school building cannot be considered an asset because it pro- 
vides no net contribution to cash inflows. In truth, a high school requires the government 
to make significant cash outflows for maintenance, repairs, utilities, salaries, and the like. 
Public educational facilities (as well as many of the other properties of a government such 
as a fire station or municipal building) are acquired with the understanding that net cash 
outflows will result for years to come. 

Consequently, Mautz considered whether the construction of a high school is not actu- 
ally the incurrence of a liability because the government is taking on an obligation that 
will necessitate future cash payments. This idea also is rejected, once again based on the 
guidance of Concepts Statement No. 6 (para. 36), because the cash outflow is not required 
at a “specified or determinable date, on occurrence of a specified event, or on demand.” 

Is a high school building an asset or is it a liability? If it is neither, how should the cost be 
recorded? How is the high school reported in fund-based financial statements? How is the 
high school reported in government-wide financial statements? Which of these two ap- 
proaches provides the best portrayal of the decision to acquire or construct this building? 
Can a government possibly be accounted for in the same manner as a for-profit enterprise? 


maintain a record of these assets after the original expenditure. Thus, in creating the initial set 
of government-wide financial statements, records were often unavailable for some or all of the 
infrastructure assets that were bought or constructed over the decades. 

Because of the potential problem of establishing cost-based balances for all infrastructure as- 
sets, GASB made an exception in reporting for government-wide financial statements. A gov- 
ernment must now capitalize all new infrastructure assets bought or built. However, the book value 
of infrastructure assets acquired before the advent of government-wide financial statements only 
had to be approximated. GASB suggested methods by which costs incurred for highways, curbing, 
sidewalks, and the like could be estimated for reporting purposes. For example, current costs for 
such projects could be determined and then adjusted for both inflation and usage since the dates 
the assets were originally obtained. However, an important limitation was placed on the need for 
such complex calculations. This type of historical estimation and reporting is required only for 
major general infrastructure assets acquired or significantly improved since June 30, 1980. Thus, 
a city is probably not required to determine a cost approximation for a sidewalk built in 1928. 

As mentioned previously, fund-based financial statements do not recognize depreciation 
expense in connection with governmental funds for two reasons: 


1. These funds reflect expenditures rather than expenses, and the entire cost of the asset was 
reported as an expenditure at the time of the original claim against current financial re- 
sources. Reporting subsequent depreciation would reflect the impact twice: once when 
acquired and once when depreciated. 


2. These funds traditionally do not record expenses. Reporting depreciation expense (rather than 
an expenditure) is not consistent with measuring the change in current financial resources. 


However, the government-wide financial statements (as well as fund-based statements for pro- 
prietary and fiduciary funds) list assets rather than expenditures for such costs, and therefore 
depreciation is appropriate. Consequently, on these statements, depreciation on all long-lived 
assets with finite lives should be calculated and reported each period. 
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Supplies and Prepaid Items 


In gathering information for government-wide financial statements, the acquisition of supplies 
and prepaid costs such as rent or insurance is not particularly complicated. An asset is 
recorded at the time of acquisition and subsequently reclassified to expense as the asset’s util- 
ity is consumed by use or time. However, reporting prepaid costs and supplies by the govern- 
mental funds within the fund-based financial statements is not so straightforward. These assets 
have a relatively short life. Should the cost incurred be reported as an asset until consumed or 
recorded directly as an expenditure at the time of acquisition? 

Traditionally, governments have used the purchases method, which simply records these 
costs as expenditures at the point that a claim to current financial resources is created. No as- 
set is recorded. For disclosure purposes, though, remaining supplies or prepaid items (such as 
insurance or rent) are then entered into the accounting records as assets just prior to produc- 
tion of financial statements. Mechanically, the asset is recorded along with an offsetting 
amount in fund balance—nonspendable to inform the reader that the fund is reporting assets 
that are not current financial resources available for spending in the future. Thus, the City of 
Philadelphia discloses that the “supplies of governmental funds are recorded as expenditures 
when purchased rather than capitalized as inventory.” 

The purchases method reflects modified accrual accounting because the entire cost is rec- 
ognized as an expenditure when current financial resources are initially reduced. However, 
many governments have chosen to have their governmental funds report supplies and prepaid 
items using an accepted alternative known as the consumption method. 

The consumption method parallels the process utilized in creating government-wide finan- 
cial statements. Supplies or prepayments are recorded as assets when acquired. Subsequently, 
as the utility is consumed by usage or over time, the cost is reclassified into an expenditures 
account. As explained by the City of Birmingham, Alabama, “[i]nventory consists of expend- 
able supplies held in the General Fund for consumption. The cost is recorded as an expenditure 
at the time individual inventory items are used (consumption method).” Under this approach, 
the expenditure is matched with the period of specific usage. Because these assets cannot be 
spent for government programs or other needs, an equal portion of the Fund Balance account 
should be reclassified as nonspendable as is shown in the balance sheet in Exhibit 16.3. 

To illustrate, assume that a municipality purchases $20,000 in supplies for various General 
Fund activities. During the remainder of the fiscal period, $18,000 of this amount is consumed 
so that only $2,000 remains at year-end. These events could be recorded through either of the 
following sets of entries: 


Fund-Based Financial Statements—Supplies and Prepaid Expenses 


Purchases Method 


Expendituires—SupplicSs yarn een eee esra ites eae eerae es ee Pr eae rn eee 20,000 
VOUGHEISiRavablewwa nent ey Share eten ogee ener ths nese ey tater ant ays 20,000 
To record purchase of supplies for various ongoing activities. 
aN TEINWOLAY oN SIUT0) oles Geers coer oe aoe Sune nears eltete See cena 2,000 
Fund) Balance—Nonspemdables a 4 aoa seas eee 2,000 


To establish balance for supplies remaining at year’s end. 


Consumption Method 


VELVET NEO Vf ONES LUD PS gee oe eee ee re ne en rege 20,000 
NouchelsiRayaloleaa auwecne a. errr ee eae nye are ereure"en teri Arc retraces 20,000 
To record purchase of supplies for various ongoing activities. 
Expemdituires—Gomtno| ee ete ners emma ata caetenu rent interns tee eae 18,000 
InVeMtonysot SUP BlicS: mesma aes tee cere cere ee 18,000 


To record consumption of supplies during period. Because a $2,000 asset 
that cannot be spent remains, an equal portion of the Fund Balance is 
reclassified from unassigned to nonspendable. This reclassification is 
normally done in creating the statements, not through a journal entry. 


LO8 


Determine the proper timing for 
the recognition of revenues from 
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Recognition of Revenues—Overview 

The recognition of some revenues has always posed theoretical issues for state and local gov- 
ernments. For most of their revenues, such as property taxes, income taxes, and grants, no 
earning process exists as in a for-profit business. These revenues are referred to as nonex- 
change transactions. Taxes, fines, and the like are assessed or imposed on the citizens to sup- 
port the government’s operations rather than giving the payors a specific good or service in 
return for their payments. 

GASB Statement Number 33, “Accounting and Financial Reporting for Nonexchange 
Transactions,” provides a comprehensive system for recognizing many of these revenues. This 
statement does not apply to true revenues such as interest or rents for which an earning process 
does exist. Instead, it concentrates on “nonexchange transactions,” including most taxes, fines, 
grants, gifts, and the like for which the government does not provide a direct and equal bene- 
fit for the amount received. 


In a nonexchange transaction, a government (including the federal government, as a provider) 
either gives value (benefit) to another party without directly receiving equal value in exchange 
or receives value (benefit) from another party without directly giving equal value in exchange.”! 


For organizational purposes, nonexchange transactions are separated into four distinct classi- 
fications, each with its own rules as to proper recognition: 


¢ Derived tax revenues. A tax assessment is imposed when an underlying exchange takes 
place. Income taxes and sales taxes are the best examples of this type of revenue. A sale 
occurs, for example, and a sales tax is imposed, or income is earned and an income tax is 
assessed. 

¢ Imposed nonexchange revenues. Property taxes and fines and penalties are viewed as im- 
posed nonexchange revenues because the government mandates an assessment, but no un- 
derlying transaction occurs. As an example, real estate or other property is owned and a 
property tax is levied. The government is taxing ownership here, not a specific transaction. 

* Government-mandated nonexchange transactions. This category includes monies, such as 
grants conveyed from one government to another, to help cover the costs of required pro- 
grams. If a state specifies that a city must create a homeless shelter and then provides a 
grant of $400,000 to help defray the cost, the city records the inflow of money using these 
prescribed rules. The state has mandated the utilization of the grant to meet the law. City 
officials have no choice; the state government has required the shelter to be constructed and 
is providing part or all of the funding. 


¢ Voluntary nonexchange transactions. \n this final classification, money has been conveyed 
willingly to the state or local government by an individual, another government, or an orga- 
nization, usually for a particular purpose. For example, a state might grant a city $900,000 
to help improve reading programs in its schools. Unless the state mandated an enhancement 
in these reading programs, this grant is accounted for as a voluntary nonexchange transac- 
tion. The decision has been made that the money will provide an important benefit, but no 
separate government requirement led the state to make the conveyance. 


Derived Tax Revenues Such as Income Taxes and Sales Taxes 


Accounting for derived tax revenues is relatively straightforward. These revenues are normally 
recognized in government-wide financial statements when the underlying transaction occurs. 
Thus, when a taxpayer earns income, the government should record the resulting income tax 
revenue. Likewise, when a sale is made, the government should recognize the sales tax rev- 
enue that is created. 

Assume, for example, that sales by businesses that operate within a locality amount to 
$10 million for the current year and a sales tax of 4 percent is assessed. In the period in which 
the sales are made, the following entry is required of the government. The amounts should be 
reported net of any estimated refunds or uncollectible balances. 


21 GASB Statement 33, “Accounting and Financial Reporting for Nonexchange Transactions,” December 1998, 
para. 7. 
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Government-Wide Financial Statements—Derived Tax Revenues 


Receivable—Salesaxes: sa. seven ee esc cie  h en aceon a nsntese 400,000 
Revenvie=—Salesilaxesiaan cvs unas ese irte tery ee pee cen ae eee oe 400,000 


To recognize amount of sales tax that will be collected in connection 
with sales for the current period. Same entry is appropriate for the 
fund-based statements of the governmental fund if the money 
qualifies as available. 


For fund-based financial statements, the preceding rules also apply except for one addi- 
tional requirement. In connection with governmental funds, the resources must be available 
before the revenue can be recognized. That is, the amounts must be received during the year or 
soon enough thereafter to satisfy claims to current financial resources. In that way, the essence 
of modified accrual accounting is utilized at the fund level of reporting. As mentioned previ- 
ously, except in the reporting of property taxes, the government selects and must disclose the 
length of time that serves as the boundary for financial resources to be viewed as available. As 
with any revenue, if the use of the receipts is stipulated, the fund balance must be shown as 
restricted, committed, or assigned based on the source of the decision making. 


Imposed Nonexchange Revenues Such 

as Property Taxes and Fines 

Accounting for imposed nonexchange revenues is a bit more complicated than for derived tax 
revenues because no underlying transaction exists to guide the timing of the revenue recogni- 
tion. Interestingly, GASB set up separate rules for recognizing the asset and the related rev- 
enue. A receivable is to be recorded when the government first has an enforceable legal claim 
as defined in that particular jurisdiction (or when cash is received if a prepayment is made). 
For the revenue side of the transaction, recognition should be made in the time period when 
the resulting resources are required to be used or in the first period in which use is permitted. 

To illustrate, assume that officials of the City of Alban need to generate property tax rev- 
enues of at least $500,000 to finance budgeted government spending for Year 2. On October 1, 
Year 1, property tax assessments totaling $530,000 are mailed to the citizens. Assume that ac- 
cording to applicable state law, the city has no enforceable claim until January 1, Year 2 (often 
called the lien date). However, to encourage early payment, the city allows a 5 percent discount 
on any amount received by December 31, Year 1. 

No entry is recorded on October 1, Year 1. Although the assessments have been delivered, 
no enforceable legal claim yet exists, and the proceeds from the tax cannot be used until Year 2. 
However, assume that $30,000 of the assessments is collected from citizens during the final 
three months of Year 1. After reduction for the 5 percent discount, the collection is $28,500. 


Government-Wide Financial Statements and Fund-Based 
Financial Statements—Property Taxes 


Gali: ceed cuneate nentere cae Bane de tie, Ga tat cae crys Citak an Pulret rch a eae ore 28,500 
DYeHetiietel [PKCYoeTANY IEINEVEMWIES ao occcuncocdsodouceusouueanada 28,500 


To record collection of property tax prior to the start of the levy year 
after reduction for 5 percent discount. 


Assume that city officials expect to collect 96 percent of the remaining $500,000 in assess- 
ments, or $480,000. At the beginning of Year 2, both this receivable and the related revenue 
can be recognized. The receivable is reported at that time because an enforceable claim comes 
into existence. For government-wide statements, the remaining revenue is reported in Year 2 
because that is the period in which the money can first be used. In the following journal entry, 
note that the revenue is reduced directly by the estimate of taxes that are expected to be 
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uncollectible. In addition, the previously collected amount is recognized in Year 2 as revenue 
because, once again, this is the period for which use is allowed. 


Government Wide Financial Statement—Property Taxes 


January 1, Year 2 


PropentyslacReceivableitrnseacn oe cure: au teccr a eraer ernie ceenap nes cee 500,000 
AllowancetionUncollectibleilaxes ease ee nan reer 20,000 
EMS MUIES PICS) TEMES causa nccesoednewse Ge cenevoedsoune 480,000 

To recognize property tax assessment for Year 2. 

DefernediPropenty Tax-ReVeMUCS: serene erste eyes errr eens 28,500 

EMSIMUISS— PICHON, EWES, 2g coc orebedenesveoseansansnaos Bane 28,500 


To recognize property tax proceeds for Year 2 collected during Year 1. 


The preceding recording would be the same for the fund-based financial statements unless some 
portion of the future cash collection is viewed as not being available this period. Because property 
taxes are such a significant source of revenue for many governments, a specific 60-day maximum 
period for recognition has been standardized rather than allowing the government to choose. 

To illustrate, assume that historical records indicate that $400,000 of this anticipated 
$480,000 will be collected during Year 2, another $50,000 in the first 60 days of Year 3, and 
the final $30,000 beyond 60 days into Year 3. This last $30,000 is not viewed as available 
to pay for Year 2 expenditures. Revenue recognition is not appropriate until Year 3. Only 
$450,000 of the financial resources are expected to be available. For the fund-based state- 
ments, this entry must conform to modified accrual accounting. Again, revenues are recorded 
net of estimated uncollectible taxes. 


Fund-Based Financial Statements—Property Taxes 


January 1, Year 2 


RropentyalaxcRecelvabley ir smsrce tae rret ies cerry see eats, Aes 500,000 
Allowance for Uncollectible Taxes... 02.0. eee 20,000 
[EMANUIES PONE EIS sour oeneocnoseneecnsoemosandennecne 450,000 
Defenredikroperty laqRevenUesuee aie st iter erie ies 30,000 


To record amount of property taxes measurable and available for Year 2 
expenditures. $30,000 is not expected until after 60 days into Year 3. 
DYetesietel POSAN IEKCREVANWIES cco caeconogenacanseunodnadoeosenn 28,500 
EMANUIESPICIOSIN) TEMES cGavan coed sed vaya soe ease voedsmene 28,500 
To recognize property tax proceeds for Year 2 collected during Year 1. 


Government-Mandated Nonexchange Transactions 
and Voluntary Nonexchange Transactions 


Although these two sources of revenues are identified separately, the timing of accounting 
recognition is the same so they are logically discussed together. Governments recognize these 
types of revenue (often in the form of a grant) when all eligibility requirements have been met. 
Until eligibility has been established, the existence of some degree of uncertainty precludes 
recognition. Thus, revenue reporting occurs at the time of eligibility even if the money was 
actually received earlier. 

Eligibility requirements are divided into four general classifications. Applicable require- 
ments must all be met before revenues can be recorded for either government-mandated 
nonexchange transactions or voluntary nonexchange transactions. 


1. Required characteristics of the recipients. In many programs, the government scheduled to 
receive funds is given standards that must be met in advance. For example, assume that a 
state grant has been awarded to a city to help teach all kindergarten children in its school 
system to read. However, as part of this program, state law has been changed to mandate 
that all kindergarten teachers must hold proper certification. Consequently, the state will 
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not convey the grant to the city until all kindergarten teachers have met this standard. The 
city must conform to state law first. Because of this eligibility requirement, revenue recog- 
nition of this grant is delayed until all teachers have become certified. 


2. Time requirements. Programs can specify when money is to be used. To illustrate, assume 
that in April, a state provides a grant to a city to buy milk for each child during the subse- 
quent school year starting in September. The grant should be recognized as revenue in the 
period of use or in the period when the use of the funds is first permitted. 

3. Reimbursement. Many grants and other forms of similar support are designed to reim- 
burse a government for amounts spent appropriately. These arrangements are often called 
expenditure-driven programs. Assume that a state informs a locality that it will reimburse 
the city government for money paid to provide milk to schoolchildren who could not oth- 
erwise afford it. In such cases, proper spending is the eligibility requirement; the city rec- 
ognizes no revenue until the city’s own money is spent for milk. 

4. Contingencies. In voluntary nonexchange transactions (but not in government-mandated 
nonexchange transactions), revenue may be withheld until a specified procurement action has 
been taken. A grant might be given to buy park equipment, for example, but only after an ap- 
propriate piece of land has been acquired on which to build the park. Until a lot is obtained (or 
other required action is taken) a contingency exists, and the revenue should not be recognized. 


Issuance of Bonds 


Although not a revenue, the issuance of bonds serves as a major source of financing for many 
state and local governments. At the end of 2008, the total of all such long-term debt outstand- 
ing for state and local governments amounted to the almost unbelievable balance of $2.23 tril- 
lion.?* Proceeds from these debt issuances are used for many purposes, including general 
financing and a wide variety of construction projects. As of June 30, 2008, the City of San 
Diego, California, had approximately $2.7 billion of long-term bonds outstanding. Of that 
amount, more than $1.3 billion had been issued by governmental activities and nearly $1.4 bil- 
lion by business-type activities. 

Because the proceeds of a bond issuance must be repaid, the government recognizes no 
revenues under either method of financial reporting. The reporting in the government-wide 
financial statements is hardly controversial: Both the cash and the debt are increased to reflect 
the issuance. Conversely, in the fund-based financial statements, recording is not so simple. 
Cash is received, but the debt is not a claim on current financial resources. Thus, from that per- 
spective, the inflow of current financial resources does not create a revenue or a liability that 
can be reported. 

Assume, for example, that the Town of Ruark sells $9 million in general obligation bonds 
at face value to finance the construction of a new school building. Because of the intended use 
of this money, the town established a Capital Projects Fund to monitor the cash. To emphasize 
that this inflow of money is not derived from a revenue, Ruark utilizes a special designation, 
Other Financing Sources. Note in Exhibit 16.4 the placement of Other Financing Sources 
(Uses) at the bottom of the statement of revenues, expenditures, and other changes in fund bal- 
ance to identify changes in the amount of current financial resources created through transac- 
tions other than revenues and expenditures. Issuance of a long-term bond is a prime example. 

The following journal entry is created to reflect the sale of these bonds in the fund-based 
statement if issued by one of the governmental funds: 


Fund-Based Financial Statements—Issuance of Bonds 


Capital Projects Funds—School Building 
Cashier ce saere oeuiteed hee e a ener rumen ete eae earn reaene mickey eo 9,000,000 
Other Financing Sources—Bond Proceeds ..............-.-0-0+5- 9,000,000 
To record issuance of bonds to finance construction project. 


22 U.S. Federal Reserve, Federal Reserve Statistical Release, “Flow of Funds Account of the United States,” 
2005-2008 (Washington, D.C.: Federal Reserve, June 11, 2009), Table L.1, p. 500. 
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Although an inflow of cash into this fund has taken place, no revenue has been generated. 
However, in the same manner as a revenue, the Other Financing Sources is a measurement 
account that is closed out at year-end. As the preceding entry shows, the actual $9 million 
liability is completely omitted from the Capital Projects Funds. Because the governmental 
funds stress accountability for the inflows and outflows of current financial resources, 
recognition of long-term debts in fund-based accounting has traditionally been considered 
inappropriate. For example, the balance sheet in Exhibit 16.3 shows no long-term liabilities 
at all for the governmental funds but only claims to current financial resources. Any reader 
of the financial statements who wants to see the amount of the government’s long-term 
debts must examine the statement of net assets in the government-wide financial statements 
(see Exhibit 16.1). 


Payment of Long-Term Liabilities 
The payment of long-term liabilities again demonstrates the huge differences between the 
government-wide financial statements and the fund-based financial statements. For the 
government-wide statements, recording the payment of principal and interest is the same as 
the accounting used by a for-profit organization. For the fund-based statements, an expendi- 
ture account is recognized for settlement of the debt and also for the related interest (often paid 
for and recorded in a Debt Service Fund). Both payments reduce current financial resources. 
Assume as an illustration that a government has a $500,000 bond payment coming due 
along with three months of interest amounting to $10,000. This example assumes that cash had 
been set aside previously in the Debt Service Fund to satisfy this obligation. The needed 
entries follow: 


Government-Wide Financial Statements—Bond and Interest Payments 


[SkolmVel dere fe| Olle ae tesctnualce cus anaeitncn ch Acts con apereeeua aco lata Our Sta calaUaesn cca aeeua aucune 500,000 
InterestWEXDeMnsereacecrs tec cncuseme ramcueceran cua mest i Weems east 10,000 
Gas hinge wey re eee ee ere etre wy ae er rane ne eee eo yea 510,000 


To record payment of bond and related interest. 


Fund-Based Financial Statements—Bond and Interest Payments 


Debt Service Funds 


Expenditure BondiPnincipaliesc me rscce tyes ito e ae eae cern ces cre 500,000 
Expena ttre ==Imte res tierce: sry teers er tanta nar er ir wn ery ee sap onsen 10,000 
aS Hae ek eco ee rere aa er ee MCN Gore cere cane mano 510,000 


To record payment of bond and related interest. 


Tax Anticipation Notes 

One type of formal debt is recorded in the same manner for government-wide and fund-based 
financial statements. State and local governments often issue short-term debts to provide 
financing until revenue sources have been collected. For example, if property tax payments are 
expected at a particular point in time, the government might need to borrow money for oper- 
ations until that date. These short-term liabilities are often referred to as tax anticipation notes 
because they are outstanding until a sufficient amount of taxes can be collected. As short-term 
liabilities, these debts are a claim on current financial resources. Thus, for the fund-based 
financial statements, the issuance is not recorded as an other financing source but as a liabil- 
ity in the same manner as in the government-wide financial statements. Amounts paid for 
interest, though, are still recorded as an expenditure in producing fund-based statements and 
as an expense on the government-wide financial statements. 
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Assume a city borrows $300,000 on a 60-day note on January | and agrees to pay back 
$305,000 on March 1. The city will repay the debt with receipts from property taxes. For both 
sets of financial statements, cash is increased as well as the related liability. 

At repayment, however, different entries are required: 


Fund-Based Financial Statements—Payment of Tax Anticipation Notes 


Tax’AnticipatlomiNote:Payablestenmrscscrce ty woe rue eter 300,000 
Expenditures aimtenes tigen er we were orem wren ate Grune arenas ain ae ae 5,000 
GASH oka a eRapnoncccneed mrepse Cre Morey CN ers eae PALI, ee AetteammncEn eens deters aareoaee 305,000 


To record payment of short-term debt and interest for two months. 


Government-Wide Financial Statements—Payment of Tax Anticipative Notes 


Tere Ndr stetitoin) (NGS PEWEISIS one caccsudeanceondccnucanasuduons os 300,000 
IMtErESTIEXD ENS Ck Part ete then 2 et omer ey yey y ee eee te oman rape yea eee 5,000 
LES Ni eneoera ran iet cetcets cence en aa eet cence epee teen ar et oa ome me tee 305,000 


To record payment of short-term debt and interest for two months. 


Special Assessments 

Governments occasionally provide improvements or services that directly benefit a particular 
property and assess the costs (in whole or part) to the owner. In many cases, the owners actu- 
ally petition the government to initiate such projects to enhance property values. Paving 
streets, installing water and sewage lines, and constructing curbs and sidewalks are typical 
examples. To finance the work, the government usually issues debt and places a lien on the 
property being improved to ensure reimbursement. The City of Fargo, North Dakota, reported 
special assessment receivables of over $192 million as of December 31, 2008. That amount 
was explained by the following description: “As projects are finalized and closed, the major- 
ity are financed through the issuance of bonds, which are then repaid through special assess- 
ments from the benefiting property owners. As the bonds are issued and special assessments 
are approved, the special assessments are recorded as receivables.” 

Government-wide financial statements handle the debt and subsequent construction project 
in the manner of a for-profit enterprise. The asset is recorded at cost and assessments are made 
and collected. These receipts are then used to settle the debt. For example, assume that a side- 
walk is to be added to a neighborhood at a cost of $20,000. The city is to sell bonds of this 
amount to finance the construction with repayment eventually to be made using funds 
collected from the owners of the property benefited. Total interest to be paid is $2,000. The 
assessment to the owners is set at $22,000 to cover all costs. 


Government-Wide Financial Statements—Special Assessment Project 


CGS fates cera eee aualey ch alia, G0 fe ce nn air eu PH eR Ae OL re ts eStore Baer 20,000 
Bond Payable—Special Assessment .............-0-0e eee ee eee 20,000 
To record debt issued to finance sidewalk construction. 
Infrastructure Asset—Sidewalk . 0.0.0.0... 0000 c cece eee 20,000 
(GENS ay cones At ace rte erudewt mauiue ocr amuse na aie eA AOA aycernieoae nee Nara acare sreet 20,000 
To record payment to contractor for the cost of building new sidewalk. 
Taxes Receivable—Special Assessment .............0 000000 e eee eee 22,000 
Revenue—SpeciallAssessmentisae rmination ie eeraenerenace snr 22,000 
To record citizens’ charges for special assessment project. 
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(GEV a redhnerana ane Hla acetone ee oaks cena rns cree cite aes 22,000 
Taxes Receivable—Special Assessment .........-.-.-2+-0+0eeeee 22,000 


To record collection of money from assessment of citizens for 
sidewalk construction. 


Bond Payable—Special Assessment ...........-.-0 200 cece ere eeeee 20,000 
ItteneStHEXDCMSC renee et cae tee a etree Sear eget eee eee ce eva ig Meas Olah Brae 2,000 
(Gila) gee erencen Gute Suaityeio serene doe seer Gave Renn need eke cesta Me 22,000 


To record payment of debt on special assessment bonds. 


In the fund-based financial statements, this same series of transactions has a completely dif- 
ferent appearance. Neither the infrastructure nor the long-term debt is recorded because the 
current financial resources measurement basis is used. 


Fund-Based Financial Statements—Special Assessment Project 


Capital Projects Fund—Special Assessment Project 
GaSe Ace mee anne muse tgee NACA: ue Renec ae tan anc N ane heen ren ren op oe gar 20,000 
Other Financing Sources—Bond Proceeds ................-.-0-5- 20,000 


To record issuance of bonds to finance sidewalk construction with 
payment to be made from a special assessment levy. 


Expenditures—Special Assessment ............ 0000 c eee eee eee eee 20,000 
GTA Wie) cteagenen cre mictecectera au neaueua eran cnet oemeel cee. ee enraia pun aren cere pera cae 20,000 
To record payment to contractor for the cost of constructing sidewalk. 


Debt Service Fund—Special Assessment Project 
Taxes Receivable—Special Assessment .........-..-2-0 200 eee eee eeee 22,000 
Revenue—Special Assessment ...........0.0 cece eee eee eee 22,000 


To record assessment that will be used to pay bond principal and related 
interest incurred after construction. 


(GEIS IGS, huis annie ata eile Aidt es mare nr Aaland Ais wlaborie Ais aun etme pl dens 22,000 
Taxes Receivable—Special Assessment ..............2-0-0-0000- 22,000 


To record collection of assessment paid by citizens to extinguish bond 
and interest incurred in construction of sidewalk. 


Expenditure—Special Assessment Bond .............-+.0-eeeeeeeaee 20,000 
Expemaittine Interest ane me rere eyes eeu ie earreal APe Sere 2,000 
GaSe cence He ecco gar ee NCTE: Oech ace tee Na en Uaea in ier meno eee 22,000 
To record payment of bonds payable and interest incurred in construction 
of sidewalk. 


One other aspect of the reporting of special assessment projects should be mentioned. In 
some cases, the government may facilitate a project but accept no legal obligation for it. The 
government’s role is limited to conveying funds from one party to another so that the govern- 
ment assumes no liability (either primary or secondary) for the debt. Normally in such cases, 
the money goes from citizens to the government and then directly to the contractors. The 
government is merely serving as a conduit. 

If the government has no liability for defaults, overruns, or other related problems, record- 
ing the special assessment assets, liabilities, revenues, expenses, other financing sources, and 
expenditures is not really relevant to the government’s resources. In that situation, all trans- 
actions are recorded in an agency fund as increases and decreases in cash, amount due from 
citizens, and amount due to contractors. As a fiduciary fund, no reportable impact appears 
within the government-wide statements. 


698 Chapter 16 


Record the various types of 
monetary transfers that occur 
within the funds of a state or 
local government. 


Interfund Transactions 


Interfund transactions are commonly used within government units as a way to direct suffi- 
cient resources to all activities and functions. Monetary transfers made from the General Fund 
are especially prevalent because general tax revenues are initially accumulated in this fund. 
For example, the General Fund for Houston, Texas, indicated in the fund-based financial state- 
ments for the year ending June 30, 2008, that approximately $256 million had been transferred 
out to other funds while only $9 million had been transferred in from other funds. Because of 
the emphasis on resource availability in individual funds, transfers are not offset or eliminated 
in fund-based statements. 

However, the government-wide financial statements do not report many such transfers 
because they frequently occur solely within the governmental activities. For example, a trans- 
fer from the General Fund to the Debt Service Fund is reported in both funds on fund-based 
financial statements but would create no net impact in the government-wide financial state- 
ments because they are both classified as governmental activities. 

Thus, for government-wide financial reporting, the following distinctions for transfers are 
drawn: 


¢ Intra-activity transactions occur between two governmental funds (so that net totals reported 
for governmental activities are not affected) or between two enterprise funds (so that totals re- 
ported for business-type activities are not affected). Transfers between governmental funds and 
most Internal Service Funds are usually included here because, as discussed previously, Internal 
Service Funds are usually reported as governmental activities in government-wide statements. 
Government-wide financial statements do not report intra-activity transactions because they 
create no overall change in either the governmental activities or the business-type activities. 


¢ Interactivity transactions occur between governmental funds and enterprise funds. They impact 
the totals reported for both governmental activities and business-type activities. Government- 
wide financial statements do report interactivity transactions. In Exhibit 16.1, for example, in- 
ternal amounts due ($50) are reported within the asset section of the statement of net assets and 
then offset to arrive at overall government totals. Likewise, in Exhibit 16.2, transfers ($600) be- 
tween the two activity classifications appear at the very bottom of the general revenues section. 
Again, individual totals are shown and then eliminated so that no amount is reported for the 
government as a whole. Although most transfers are intra-activity, interactivity transactions are 
also common. In its June 30, 2008, government-wide financial statements, the City of St. 
Louis reported (and then eliminated) internal balances of $9.3 million and interactivity trans- 
fers of $8.7 million. 


Consequently, in discussing interfund transactions, the reporting for government-wide 
statements is appropriate only when an interactivity transaction is involved. 


Interfund Transfers 

The most common interfund transactions are transfers within the governmental funds to en- 
sure adequate financing of budgeted expenditures. A city council could vote to transfer 
$800,000 from the General Fund to the Capital Projects Funds to cover a portion of the cost of 
a new school building. This scenario involves recording the following entries: 


Fund-Based Financial Statements—Intra-Activity Transactions 


General Fund 
Other Financing Uses—Transfers Out—Capital Projects Fund ............ 800,000 
DUA wo CEpeall POSS FUNG onscopacensecnaeeroonevonneenmen 800,000 
To record authorization transfer for school construction. 


Capital Projects Funds 
PuertromiGeneralliumd eons se areata omen wiry i ane oe ar 800,000 
Other Financing Sources—Transfers In—General Fund ............. 800,000 
To record transfer to be received for school construction. 
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The Other Financing Uses/Sources designations are appropriate here; financial resources 
are being moved into and out of these funds although neither revenues nor expenditures have 
been earned or incurred. As Exhibit 16.4 shows, these balances are reported by each fund in 
the statement of revenues, expenditures, and other changes in fund balances. Each figure is 
shown but is not offset in any way. Both accounts are then closed out at the end of the current 
year. The Due to/Due from accounts are the equivalent of interfund payable and receivable bal- 
ances, and each account is reported within the proper fund on its balance sheet. Again no elim- 
ination is made in arriving at total figures for the governmental funds. 

Because this is an intra-activity transaction, neither of the above entries is made in creating 
the government-wide financial statements. Financial resources are simply being shifted within 
the governmental activities. 

Not all monetary transfers are for normal operating purposes; nonrecurring or nonroutine 
transfers may also take place. For example, money might be transferred from the General 
Fund to create or expand an enterprise fund such as a bus or subway system. Assume that a 
city sets aside $1 million of unassigned money to help permanently finance a new subway sys- 
tem that will be open to the public. For convenience, this transaction is recorded as if cash is 
transferred immediately so that no receivable or payable is necessary: 


Fund-Based Financial Statements—Interactivity Transactions 


General Fund 
Other Financing Uses—Transfers Out—Subway System ................ 1,000,000 
GES AV sire aceects tenon ee ates oa ats peeteny Steet ents ey CERO aes ENR Atos ees 1,000,000 
To record transfer to help finance subway system. 


Enterprise Fund 
(Gis nye aay ase cone tie: RYO, care Cerri ants at etter Eh Sr ea ea yee eee Sear 1,000,000 
Gapitalk@ontribttionssemrees ace tee ee ee et ey en 1,000,000 
To record receipt of transfer from unrestricted funds. 


Because this transfer is an interactivity transaction (between governmental activities and 
business-type activities), entries are also made for the government-wide financial statements. 
This transfer reduces the assets of the governmental activities but increases the assets in the 
business-type activities. The balances will be offset in arriving at totals for the government as 
a whole. 


Government-Wide Financial Statements—Interactivity Transactions 


Governmental Activities 
UGS OUR—SUOWENW SVSWEIN goceoncaanonaacdgunnecbbancadnangac 1,000,000 
(GEIS apset ec ee tp epee en nae ete een toh te ane NOR Mie opera are re as 1,000,000 
To record transfer to help finance subway system. 


Business-Type Activities 
(Gena, artes reese einer Aenea cee a eee oe nb ere cae cpa Mec rane 1,000,000 
UeIMnsers Uin—Granevell (RUING) 4 os ce esc ee ce secc eee osesuseedeces 1,000,000 
To record receipt of transfer from unrestricted funds. 


Internal Exchange Transactions 


Some transfers made within a government are actually the same as revenues and expenditures. 
For example, a city’s payment to its own print shop (or any other Internal Service Fund or 
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Enterprise Fund) for services or materials is the equivalent of a transaction with an outside 
party. To avoid confusion in reporting, such transfers are recorded as revenues and expendi- 
tures or expenses as if the transaction had occurred with an unrelated party. No differentiation 
is made; these payments are not treated as transfers that are designed to shift resources from 
one fund to another. 

The fund-based financial statements record all such internal exchange transactions. However, 
because Internal Service Funds are usually reported as governmental activities in the government- 
wide statements, exchanges between a governmental fund and one of these internal service funds 
normally has no net impact on the overall figures being reported and should be omitted. 

To illustrate, assume that a government pays its print shop (an internal service fund) $8,000 
for work done for the police department. In addition, the government pays another $1,000 to a 
toll road operated as an enterprise fund to allow fire department vehicles to ride on the high- 
way without having to make individual payments. Both of these internal exchange payments 
are made for rendered services: 


Fund-Based Financial Statements—Internal Exchange Transactions 


General Fund 


ExpemditUres——PrintimOfmerre see care ea eset er era enrages 8,000 
Expenditures—Toll Road Privileges .............. 0c e eee cece ee eaee 1,000 
(CPTI abe ator en et aves ec acy Seren ota, Hunieor etn eoieia meaunsea nee Gent td crcl oot nV aac neon antes 9,000 


To record payment for printing supplies for use by police department 
and for use of toll road. 


Internal Service Fund—Print Shop 
(Seon tans peers eae Cleo NENT Hass cake a ene eee SER Ae cc era 8,000 
REVERSION Sie Beste cet oar ete TS OE PER ep eee Pera ee ata ya nee eee 8,000 


To record collection of money paid by the police department for 
printing supplies. 


Enterprise Fund—Toll Road 
CGS nh aastes cesar eid aust As, els tosses UE an een eae RD EL tN eo aes An eae sarncancen enti 1,000 
REVEMUCS wes trees conc tee ec nce marae Red unt aeusin Cum ean mc Bea nee. 1,000 
To record money collected from government for vehicular use of toll roads. 


The $8,000 transaction with the print shop is not reflected on government-wide financial 
statements if this internal service fund is classified within the governmental activities. In that 
case, the transfer is the equivalent of an intra-activity transaction. However, the $1,000 pay- 
ment made by the police department (a governmental activity) to the enterprise fund (a business- 
type activity) is the same as an interactivity transfer and is reported in the following entries. 


Government-Wide Financial Statements—Internal Exchange Transactions 


Governmental Activities 
Expemses—TolliROaGsRnIVIICGeS een ea rs ay te ote mayen ne nd 1,000 
GAS Ise re Ryne Ae EROe y O OReNnC eS Ee Pee Oy ie aera 1,000 
To record payment for use of toll road by fire department's vehicles. 


Business-Type Activities 
Gas Ipecac ta d one Teen A eee ae ern SIE ge 1,000 
REVEMUCS an. cee Sacre acct SR Rome coe cad ss He enc) coer Cena Ea era eect 1,000 
To record money collected from government for vehicular use of toll roads. 
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Summa ry 1. Readers of state and local government financial statements have a wide variety of informational needs. 
No single set of financial statements seems capable of meeting all these user needs, a factor that 
influenced the requirement that two sets of statements be reported. Accountability of government 
officials and control over public spending have always been essential elements of traditional government 
accounting. GASB attempted to keep those priorities in place but to broaden the scope of the financial 
statements being produced. 


2. A state or local government unit produces fund-based financial statements utilizing fund account- 
ing. In this system, activities are classified into three broad categories (governmental, proprietary, 
and fiduciary). Governmental funds account for service activities; proprietary funds account for ac- 
tivities for which a user charge is assessed; and fiduciary funds account for assets that the govern- 
ment holds as a trustee or agent for an external party. 


3. Governmental funds have several fund types: the General Fund, Special Revenue Funds, Capital 
Projects Funds, Debt Service Funds, and Permanent Funds. Proprietary funds are comprised of En- 
terprise Funds and Internal Service Funds. Fiduciary funds encompass Pension Trust Funds, Invest- 
ment Trust Funds, Private-Purpose Trust Funds, and Agency Funds. 


4. Government-wide financial statements present a statement of net assets and a statement of activities that 
are separated into governmental activities (the governmental funds and usually the Internal Service 
Funds) and business-type activities (Enterprise Funds and occasionally an Internal Service Fund). These 
statements measure all economic resources. The timing of recognition is guided by accrual accounting. 

5. Fund-based financial statements include a number of financial statements. This chapter focused on 
the balance sheet and the statement of revenues, expenditures, and other changes in fund balances 
for the governmental funds. These statements must show the General Fund and any other individual 
major fund separately. These statements measure current financial resources. The timing of recog- 
nition is guided by modified accrual accounting. 


6. To aid in control over financial resources, most governmental funds record their approved budgets 
each year. This initial budget as well as any final amended budget and actual figures for the period 
are then reported as required supplementary information along with the financial statements or as a 
separate statement within the fund-based financial statements. 


7. Commitments for purchase orders and contracts are actually recorded in the individual governmen- 
tal funds by recognizing encumbrances. These balances are recorded when the commitment is made 
and removed when an actual claim to current financial resources replaces them to help government 
officials avoid spending more than the amounts properly appropriated. 


8. The fund-based financial statements recognize expenditures for capital outlay, long-term debt pay- 
ment, and expense-type costs when a claim to current financial resources comes into existence. 
Government-wide financial statements capitalize capital outlay, reduce liabilities for debt pay- 
ments, and record expenses in expense accounts. 

9. Revenue recognition for nonexchange transactions such as sales taxes and property taxes is based on 
a classification system set up by GASB. Recognition depends on whether the revenue is a derived 
tax revenue, imposed nonexchange revenue, government-mandated nonexchange transaction, or vol- 
untary nonexchange transaction. 

10. The issuance of long-term bonds is recorded as an “other financing source” by the governmental 
funds because the resource inflow is not a revenue. It is shown as an increase in a long-term liabil- 
ity by the proprietary funds and in the government-wide financial statements. 

11. Transfers between funds are normally reported as an “other financing source” and “other financing 
use” within the fund-based financial statements and are not eliminated or offset. The government- 
wide statements do not report such transactions unless they create an impact in overall governmen- 
tal activities and business-type activities. If reported, the amounts are offset in deriving figures for 
the government as a whole. For internal exchange transactions in which payment is made for a good 
or service, the fund-based statements recognize a revenue and an expenditure. The government-wide 
financial statements normally do not reflect such transfers unless they occur between an enterprise 
fund and a governmental fund. In that case, both a revenue and an expense are increased. 


Com prehensive (Estimated Time: 50 Minutes). The Town of Drexel has the following financial transactions. 
Illustration 


1. The town council adopts an annual budget for the General Fund estimating general revenues of 
$1.7 million, approved expenditures of $1.5 million, and approved transfers out of $120,000. 

PROBLEM 2. The town levies property taxes of $1.3 million. It expects to collect all but 3 percent of these taxes 

during the year. Of the levied amount, $40,000 will be collected next year, after more than 60 days. 
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3. The town orders two new police cars at an approximate cost of $110,000. 
4. A transfer of $50,000 is made from the General Fund to the Debt Service Fund. 


5. The town pays a bond payable of $40,000 along with $10,000 of interest using money previously 
set aside. 


6. The Town of Drexel issues a $2 million bond at face value to acquire a building to convert into a 
high school. 


7. The two police cars are received with an invoice price of $112,000. The voucher has been approved 
for this amount but not yet been paid. 


8. The town acquires the building for the high school for $2 million in cash and immediately begins 
renovating it. 


9. Depreciation on the new police cars is computed as $30,000 for the period. 
10. The town borrows $100,000 on a 30-day tax anticipation note. 


11. The Town of Drexel begins a special assessment curbing project. The government sells $800,000 in 
notes at face value to finance this project. The town has pledged to guarantee the debt if the assess- 
ments collected do not cover the entire balance. 


12. A contractor completes the curbing project and is paid $800,000. 
13. The town assesses citizens $850,000 for the completed curbing project. 
14. The town collects the special assessments of $850,000 in full and repays the debt plus $50,000 in interest. 


15. The town receives a $10,000 cash grant to beautify a local park. The grant must be used to reimburse 
specific costs that the town incurs. 


16. The town spends $4,000 to beautify the park. 


Required 
a. Prepare journal entries for the town based on the production of fund-based financial statements. 
b. Prepare journal entries in anticipation of preparing government-wide financial statements. 


SOLUTION 


a. Fund-Based Financial Statements 


il. General Fund 
Estimated Revenues Control ........... 0.000000 e eee ee eee 1,700,000 
Nooo OUIEMCMMS CoM] aoanaccadades cede cuapendecddaaedt 1,500,000 
Estimated Other Financing Uses Control .................... 120,000 
lsivvolovet wera Hwiatel BEIEINGe 4 Gucapadadeeendsenenetaopadednoe 80,000 
2 General Fund 
RropentyalaxdRecel valleys araer marcser tain mini ears ars heer enemies 1,300,000 
Allowance for Uncollectible Taxes ...........0 000000000000 39,000 
Befemned/RevenuUerey we ate epee coe a eee eee an 40,000 
Reventies—Rropenty 1axeSe sco. ssc mcnac ner rete oe merce eee e 1,221,000 
3 General Fund 
EmG@uimbrameesy@o tno eeyceewna se eres a era eens ear cree 110,000 
Fund Balance—Reserved for Encumbrances .................. 110,000 
4. General Fund 
Other Financing Uses—Transfers Out ........... 0.200000 eae 50,000 
as hing sere aie ete eee oe ne er EWN grea 50,000 


(SAS Fe acces ene cy OP near ey were rath ae ate ec Fae meer 50,000 
Other Financing Sources—Transfers In... 0.0.00... 00sec eae 50,000 
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5. Debt Service Funds 
Expenditures—Pringipallten sspon ane cusaeeiieedec) Sere eae 40,000 
Expenditures—Imtenestigru-ss sem ae ones re eck ne ee nn eC Re 10,000 
CSIs a ecteces Ase een tel ye, oh ea roe pM cen ege ean eae es ton Sys ee A Teter 50,000 
6 Capital Projects Funds 
GAS Ieee St toe eee sey en pat nen aeRO Res are tan ere ea eee eee mee yy 2,000,000 
Other Financing Sources—Bond Proceeds ..............-.-.- 2,000,000 
Us General Fund 
Fund Balance—Reserved for Encumbrances ................... 110,000 
ANCUIMNICIEIIGES COMM cosasccesaseceoeecsereseueasgacae 110,000 
Expenditures:@omtroliees meretence etc ye eet rcey enn Cre noneeeatar es 112,000 
NouchersiRayablea wesmr arcrewnr er ieieeye ere ieee At ears Unley 112,000 
8 Capital Projects Funds 
Expenditures —— Biull clitc)peesmseeree pce aeaer cn eaten rae weer rareea tern cemr anne 2,000,000 
(Sats Ml sais alae a tear ere eats Bias AAT aia aca ee item epee 2,000,000 


9. No entry is recorded. Expenditures rather than expenses are recorded by the governmental funds. 


10. General Fund 
SIS onnata caeroohenn Cucuarsunes pectear ea ecnmntd eh nr oar ash eos einesacurten bs aavesda eye ereucuns 100,000 
TaxAnticinatiomiNotelRayable eet rr sere tee en eee 100,000 
11 Capital Projects Funds 
(GFN pa in shat ta ni uo ee a orn MPN No Dh ree es Spine om ea 800,000 
Other Financing Sources—Special Assessments Note ........... 800,000 
122. Capital Projects Funds 
Expenditures —-Guirbol inqy eeepc ener CC ete 800,000 
(Sais mites cates Seer cee TP AA ORES elles ee EEC AAT Gets Meet sta mien 800,000 
13. Debt Service Funds 
Taxes Receivable—Special Assessment...............-..0-0--. 850,000 
Revenues——SpecialPASSessme;nitms saree mer mre en ie wen eaemenene 850,000 
14 Debt Service Funds 
A GEIS| pe See acco coun captor oe cen Songs AN te Poe Ware Vener Onna ee pian en 2 eee A 850,000 
Taxes Receivable—Special Assessment .............-.-..0-00: 850,000 
Expendituies=—PrimGl Pallas metre sents om engeis ee ears, ep reese eee 800,000 
Expenditures=Intenests ese ects Gere ce renner 50,000 
(GETS Miia ere. cae atten aot anaes On oe, emt oan a oes Aa Vac ean 850,000 
15 Special Revenue Funds 
Gr tide dais Sis Sone A Secs ein aoe eaten Hie a aie Alea aa lees ems ematets 10,000 
DefennegiRevenWesan: cc ao. tee eae en aero g Sees rere eal alee 10,000 
16. Special Revenue Funds 
Expenditures—Park Beautification... 20.0... 00... cc eee eee 4,000 
(cI Nh ava arvana reuncrel aes earns ch asnelec amine neta inen ha Hund eararee cas 4,000 
DefernrediRevenuess saat eects Sey eee etree 4,000 


REVEMUCS iG la MLS eeeessees ese eet ar nea ee rr ate eee 4,000 
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b. Government-Wide Financial Statements 


1. Budgetary entries are not reported within the government-wide financial statements. They are recorded in the 
individual funds and are then shown as required supplementary information. 


2 Governmental Activities 
Property dTaxdRecelvabletrsmt ecm meee nents meee fea nee renner pnts eater 1,300,000 
Allowance for Uncollectible Taxes .............0.0..0-0000. 39,000 
Revemues—Propenly Tax@S. 32.525 es ee ee 1,261,000 


3. Commitments are not reported in the government-wide financial statements. 


4. This transfer was within the governmental funds and, therefore, had no net effect on the governmen- 
tal activities. No journal entry is needed. 


oh Governmental Activities 
Bonds, Pavablevrrccns marisa ce cectunean cea Meemarrea cr eccernnee turer 40,000 
IMULERES TE EXD EMSC sence cera omer someon ep rene Airey er Peete mee 10,000 
GaShh a eeecae kee ce eae Soca che mic kene mere ans fon Garces 50,000 
6 Governmental Activities 
(Si Eo ese os ite cee as cose tie eee Seo tee os cere hc ae ones ae amar: Ap! 2,000,000 
BondsiRayablestrecss 6 wer ca tees. te tare eter teria terete are 2,000,000 
7 Governmental Activities 
Policex@arsi(@nn/enicles) ieee eect cea eee we een ee eee cee 112,000 
WolVicarslésd PEW elolls: ta) han tarton ninain meade nord Bcke Gea trea wa ee 112,000 
8 Governmental Activities 
[EYOU ol nto pranatece ater bets, Gritatcr eer Spy te eran anette ei enc O iuRA pole a x 2,000,000 
(GETS Meee eas oi rte tel ate eee een a he Ba oh OP eee ae Sees oat 2,000,000 
9 Governmental Activities 
DepreciatiomsExpemSeee nsenaaa ees ore sene ere eke ee ee nore 30,000 
Accumulated) Gpreciatio nie trinity nn ren eee 30,000 
10 Governmental Activities 
(GEC Se we Me Ai ia oe Bite SIS OSS or ar RS es nai SoA 100,000 
TaxAnticipationiNote:Rayab| ene senses ners tne ncee unre 100,000 
iil, Governmental Activities 
(GIETS| nse eco nents an, ese pacar Sethe aine omic oee eal oy mola nes mt a Gs oneness 800,000 
Special Assessment Notes Payable ....................2.04- 800,000 
2, Governmental Activities 
ni SUEUKE ASTASSCUNSING) 2 ncecccoengonncousouncougenus 800,000 


CASI caves erratanen meee aieod meee meee oe eter naa 800,000 
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13. Governmental Activities 
Taxes Receivable—Special Assessment...............-0-0-0055 850,000 
Revenues—Special Assessment .............0 00000 e eee 850,000 
14. Governmental Activities 
GRU iis Seal eer & SIS AMET Obata ely ELS eae BieTe OT Santee, Aen eas STA 850,000 
Taxes Receivable—Special Assessment ..............-.-0-0-: 850,000 
Special Assessment Notes Payable ..................0 2000005: 800,000 
InterestiEXpensem™ aa Meme totes oc ecareee er une ene noon gare tae 50,000 
LGPeNS Maer eae Sa Re ees troy Oe eho Ut eR Aa eo TE a ues eee ena 850,000 
15. Governmental Activities 
SFIS eheartiees ea mete wnreyceniey eaten ae ant at ee Mee ee An Si aae etna ss Buen nas 10,000 
DefenediRevenwes- aun cue tess seks ee me ine Meee coe 10,000 
16. Governmental Activities 
Expenses—Park Beautification ........ 0... c ce eee 4,000 
(EPI Mee ier oe ones ee eorces eves eee bed er ein Oman ei satu tea Sha auc ao eck ny ee aan 4,000 
BefernediRevenuesianreses te Aire war aia seer oe a ee 4,000 
REVEMUCS=GrantSmn scene ete os era ere nnn uae Guana 4,000 
Questions 1. How have users’ needs impacted the development of accounting principles for state and local gov- 


ernment units? 


. Why have accountability and control been so important in the traditional accounting for state and lo- 


cal government units? 


. In general, how has the double system of financial statements impacted the financial reporting of 


state and local governments? 


. What are the basic financial statements that a state or local government now produces? 
. What measurement focus is used in fund-based financial statements for governmental funds, and 


what system is applied to determine the timing of revenue and expenditure recognition? 


. What measurement focus is used in government-wide financial statements, and what system is ap- 


plied to determine the timing of revenue and expense recognition? 


7. What assets are viewed as current financial resources? 


. In applying the current financial resources measurement focus, when are liabilities recognized? 


9. What are the three classifications of funds? What funds are included in each of these three? 


18. 


19. 


. What are the five fund types within the governmental funds? What types of events does each of these 


report? 


. What are the two fund types within the proprietary funds? What types of events does each report? 
. What are the four fund types within the fiduciary funds? What types of events does each report? 
. What are the two major divisions reported in government-wide financial statements? What funds are 


not reported in these financial statements? 


. Fund-based financial statements have separate columns for each activity. Which activities are re- 


ported in this manner? 


. Why are budgetary entries recorded in the individual funds of a state or local government? 
. How are budget results shown in the financial reporting of a state or local government? 
. When is an encumbrance recorded? What happens to this balance? How are encumbrances reported 


in government-wide financial statements? 


An encumbrance is still outstanding at the end of the fiscal year. The government anticipates that it 
will honor this encumbrance in the next year. How does the government report this encumbrance? 


What costs cause a governmental fund to report an expenditure? 
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. At what point in time does a governmental fund report an expenditure? 
. How do governmental funds report capital outlay in fund-based financial statements? How do 


government-wide financial statements report capital expenditures? 


. What are the two different ways that supplies and prepaid items can be recorded on fund-based 


financial statements? 


. What are the four classifications of nonexchange revenues that a state or local government can rec- 


ognize? In each case, when are revenues normally recognized? 


. When is a receivable recognized for property tax assessments? When is the revenue recognized? 
. How is the issuance of a long-term bond reported on fund-based financial statements? How is the 


issuance of a long-term bond reported on government-wide financial statements? 


. What is a special assessment project? How are special assessment projects reported? 
. How are interfund transfers reported in fund-based financial statements? 
. In government-wide financial statements, how do an intra-activity transaction and an interactivity 


transaction differ? How is each reported? 


. What is an internal exchange transaction, and how is it reported? 


Problems 1. 


LO4 


Which of the following is not a governmental fund? 
a. Special Revenue Fund. 

b. Internal Service Fund. 

c. Capital Projects Fund. 

d. Debt Service Fund. 


. What is the purpose of a Special Revenue Fund? 


a. To account for revenues legally restricted as to expenditure. 

b. To account for ongoing activities. 

c. To account for gifts when only subsequently earned income can be expended. 
d. To account for the cost of long-lived assets bought with designated funds. 


. What is the purpose of Enterprise Funds? 


a. To account for operations that provide services to other departments within a government. 
b. To account for asset transfers. 

c. To account for ongoing activities such as the police and fire departments. 

d. To account for operations financed in whole or in part by outside user charges. 


. Which of the following statements is true? 


a. There are three different types of proprietary funds. 
b. There are three different types of fiduciary funds. 

c. There are five different types of fiduciary funds. 

d. There are five different types of governmental funds. 


. A government expects to receive revenues of $400,000 but has approved expenditures of $430,000. 


The anticipated shortage will have an impact on which of the following terms? 
a. Interperiod equity. 

b. Modified accrual accounting. 

c. Consumption accounting. 

d. Account groups. 


. A citizen of the City of Townsend gives it a gift of $22,000 in investments. The citizen requires that 


the investments be held but any resulting income must be used to help maintain the city’s cemetery. 
In which fund should this asset be reported? 


a. Special Revenue Funds. 
b. Capital Projects Funds. 
c. Permanent Funds. 

d. General Fund. 


. Which of the following statements is correct for governmental funds? 


a. Fund-based financial statements measure economic resources. 

b. Government-wide financial statements measure only current financial resources. 

c. Fund-based financial statements measure both economic resources and current financial resources. 
d. 


Government-wide financial statements measure economic resources. 


LO2 


LO2, LO7 


LO6 


LO1, LO2, LO7 


LO6, LO7 


LO2, LO6 


LO2, LO3, LO7 


LO3, LO7 


10. 


11. 


12. 


13. 


14. 


15. 
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. Which of the following statements is correct for governmental funds? 


a. Fund-based financial statements measure revenues and expenditures based on modified accrual 
accounting. 


b. Government-wide financial statements measure revenues and expenses based on modified ac- 
crual accounting. 


c. Fund-based financial statements measure revenues and expenses based on accrual accounting. 


Government-wide financial statements measure revenues and expenditures based on accrual 
accounting. 


. During the current year, a government buys land for $80,000. Which of the following is not true? 


a. The land could be reported as an asset by the business-type activities in the government-wide 
financial statements. 


b. The land could be reported as an asset by the governmental activities in the government-wide 
financial statements. 


c. The land could be reported as an asset by the proprietary funds in the fund-based financial 
statements. 


d. The land could be reported as an asset by the governmental funds in the fund-based financial 
statements. 


Which of the following statements is true concerning the recording of a budget? 

a. At the beginning of the year, debit Appropriations. 

b. A debit to the Budgetary Fund Balance account indicates an expected surplus. 
c. At the beginning of the year, debit Estimated Revenues. 

d. At the end of the year, credit Appropriations. 

The General Fund pays rent for two months. Which of the following is not correct? 
a. Rent expense should be reported in the government-wide financial statements. 
b. Rent expense should be reported in the General Fund. 

c. An expenditure should be reported in the fund-based financial statements. 

d. 


If one month of rent is in the first year with the other month in the next year, either the purchases 
method or the consumption method can be used in fund-based statements. 


A purchase order for $3,000 is recorded in the General Fund for the purchase of a new computer. 
The computer is received at an actual cost of $3,020. Which of the following is correct? 


a. Machinery is increased in the General Fund by $3,020. 
b. An encumbrance account is reduced by $3,020. 

c. An expenditure is increased by $3,020. 

d. An expenditure is recorded for the additional $20. 


At the end of the current year, a government reports a fund balance—assigned of $9,000 in connection 
with an encumbrance. What information is being conveyed? 


a. A donor has given the government $9,000 that must be used in a specified fashion. 


b. The government has made $9,000 in commitments in one year that will be honored in the sub- 
sequent year. 


c. Encumbrances exceeded expenditures by $9,000 during the current year. 

d. The government spent $9,000 less than was appropriated. 

A government buys equipment for its police department at a cost of $54,000. Which of the follow- 
ing is not true? 

a. Equipment will increase by $54,000 in the government-wide financial statements. 


b. Depreciation in connection with this equipment will be reported in the fund-based financial 
statements. 


c. The equipment will not appear within the reported assets in the fund-based financial 
statements. 


d. An expenditure for $54,000 will be reported in the fund-based financial statements. 


A city acquires supplies for its fire department and uses the consumption method of accounting. 
Which of the following statements is true for the fund-based statements? 


a. An expenditures account was debited at the time of receipt. 

b. An expense is recorded as the supplies are consumed. 

c. An inventory account is debited at the time of the acquisition. 

d. The supplies are recorded within the General Fixed Assets Account Group. 
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LO8 


LO5, LO9 


LO2, LO9 


LO1, LO9 


16. 


7%, 


18. 


19. 


20. 


2, 


22 


An income tax is an example of which of the following? 
Derived tax revenue. 
Imposed nonexchange revenue. 


Government-mandated nonexchange revenue. 


Soon 


Voluntary nonexchange transaction. 


The state government passes a law requiring localities to upgrade their water treatment facilities. The 
state then awards a grant of $500,000 to the Town of Midlothian to help pay for this cost. What type 
of revenue is this grant? 


a. Derived tax revenue. 

b. Imposed nonexchange revenue. 

c. Government-mandated nonexchange revenue. 

d. Voluntary nonexchange transaction. 

The state awards a grant of $50,000 to the Town of Glenville. The state will pay the grant money to 
the town as a reimbursement for money spent on road repair. At the time of the grant, the state pays 


$8,000 in advance. During the first year of this program, the town spent $14,000 and applied for re- 
imbursement. What amount of revenue should be recognized? 


a 
b. $8,000. 
c. $14,000. 
d. $50,000. 


A city issues a 60-day tax anticipation note to fund operations. What recording should it make? 


a. The liability should be reported in the government-wide financial statements; an other financing 
source should be shown in the fund-based financial statements. 


b. A liability should be reported in the government-wide financial statements and in the fund-based 
financial statements. 


c. An other financing source should be shown in the government-wide financial statements and in 
the fund-based financial statements. 


d. An other financing source should be shown in the government-wide financial statements; a lia- 
bility is reported in the fund-based financial statements. 

A city issues five-year bonds payable to finance construction of a new school. What recording 

should be made? 


a. Report the liability in the government-wide financial statements; show an other financing source 
in the fund-based financial statements. 


b. Report a liability in the government-wide financial statements and in the fund-based financial 
statements. 


c. Show an other financing source in the government-wide financial statements and in the fund- 
based financial statements. 


d. Show an other financing source in the government-wide financial statements; report a liability 
in the fund-based financial statements. 

A $110,000 payment is made on a long-term liability. Of this amount, $10,000 represents interest. 

Which of the following is not true? 

a. Reduce liabilities by $100,000 in the government-wide financial statements. 

b. Record a $110,000 expenditure in the fund-based financial statements. 

c. Reduce liabilities by $100,000 in the fund-based financial statements. 

Recognize $10,000 interest expense in the government-wide financial statements. 


QS 


A city constructs a special assessment project (a sidewalk) for which it is secondarily liable. 
The city issues bonds of $90,000. It authorizes another $10,000 that is transferred out of the 
General Fund. The sidewalk is built for $100,000. The citizens are billed for $90,000. They pay 
this amount and the debt is paid off. Where is the $100,000 expenditure for construction 
recorded? 


a. It is not recorded by the city. 

b. It is recorded in the Agency Fund. 

c. Itis recorded in the General Fund. 

d. It is recorded in the Capital Projects Fund. 


LO4, LO9 


LO10 


LO5, LO10 


LO5, LO10 


LO5, LO10 


LO5, LO10 


LO3, LO6 


LO2, LO6, LO7 


LO1, LO2, LO7 


eXcel 


235 


24. 


25 


26. 


276 


28. 


29. 


30. 


31. 


By, 
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A city constructs curbing in a new neighborhood and finances it as a special assessment. Under what 
condition should this activity be recorded in the Agency Fund? 

a. Never; the work is reported in the Capital Projects Funds. 

b. Only if the city is secondarily liable for any debt incurred to finance construction costs. 

c. Only if the city is in no way liable for the costs of the construction. 

d. Inall cases. 

Which of the following is an example of an interactivity transaction? 

a. Money is transferred from the General Fund to the Debt Service Fund. 

b. Money is transferred from the Capital Projects Fund to the General Fund. 

c. Money is transferred from the Special Revenue Fund to the Debt Service Fund. 

d. Money is transferred from the General Fund to the Enterprise Fund. 

Cash of $60,000 is transferred from the General Fund to the Debt Service Fund. What is reported on 
the government-wide financial statements? 

a. No reporting is made. 

b. Other Financing Sources increase by $60,000; Other Financing Uses increase by $60,000. 

c. Revenues increase by $60,000; Expenditures increase by $60,000. 

d. Revenues increase by $60,000; Expenses increase by $60,000. 


Cash of $60,000 is transferred from the General Fund to the Debt Service Fund. What is reported on 
the fund-based financial statements? 


a. No reporting is made. 

b. Other Financing Sources increase by $60,000; Other Financing Uses increase by $60,000. 

c. Revenues increase by $60,000; Expenditures increase by $60,000. 

d. Revenues increase by $60,000; Expenses increase by $60,000. 

Cash of $20,000 is transferred from the General Fund to the Enterprise Fund to pay for work that 

was done. What is reported on the government-wide financial statements? 

a. No reporting is made. 

b. Other Financing Sources increase by $20,000; Other Financing Uses increase by $20,000. 

c. Revenues increase by $20,000; Expenditures increase by $20,000. 

d. Revenues increase by $20,000; Expenses increase by $20,000. 

Cash of $20,000 is transferred from the General Fund to the Enterprise Fund to pay for work that 

was done. What is reported on the fund-based financial statements? 

a. No reporting is made. 

b. Other Financing Sources increase by $20,000; Other Financing Uses increase by $20,000. 

c. Revenues increase by $20,000; Expenditures increase by $20,000. 

d. Revenues increase by $20,000; Expenses increase by $20,000. 

The board of commissioners of the City of Hartmoore adopted a General Fund budget for the year end- 

ing June 30, 2010, that included revenues of $1,000,000, bond proceeds of $400,000, appropriations of 

$900,000, and operating transfers out of $300,000. If this budget is formally integrated into the account- 
ing records, what journal entry is required at the beginning of the year? What later entry is required? 

A city orders a new computer for its General Fund at an anticipated cost of $88,000. Its actual cost 

when received is $89,400. Payment is subsequently made. Give all required journal entries for fund- 

based and government-wide financial statements. What information do the government-wide finan- 
cial statements present? What information do the fund-based financial statements present? 

Cash of $90,000 is transferred from a city’s General Fund to start construction on a police station. The 

city issues a bond at its $1.8 million face value. The police station is built for $1.89 million. Prepare all 

necessary journal entries for these transactions for fund-based and government-wide financial state- 
ments. Assume that the city does not record the commitment. What information do the government- 
wide financial statements present? What information do the fund-based financial statements present? 

A local government has the following transactions during the current fiscal period. Prepare journal 

entries without dollar amounts, first for fund-based financial statements and then for government- 

wide financial statements. 

a. The budget for the police department, ambulance service, and other ongoing activities is passed. 
Funding is from property taxes, transfers, and bond proceeds. All monetary outflows will be for 
expenses and fixed assets. A deficit is projected. 

b. A bond is issued at face value to fund the construction of a new municipal building. 
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A computer is ordered for the tax department. 

The computer is received. 

The invoice for the computer is paid. 

The city council agrees to transfer money from the General Fund as partial payment for a spe- 
cial assessments project but has not done so. The city will be secondarily liable for any money 
borrowed for this work. 

The city council creates a motor pool to service all government vehicles. Money is transferred 
from the General Fund to permanently finance this facility. 

Property taxes are levied. Although officials believe that most of these taxes should be collected 
during the current period, a small percentage is estimated to be uncollectible. 

The city collects grant money from the state that must be spent as a supplement to the salaries of 
the police force. No entry has been recorded. 

A portion of the grant money in (i) is properly spent. 


LO2, LO4, LO7, 33. Prepare journal entries for the City of Pudding’s governmental funds to record the following trans- 
LO8, LO10 actions, first for fund-based financial statements and then for government-wide financial statements. 


eXcel - 


A new truck for the sanitation department was ordered at a cost of $94,000. 
The city print shop did $1,200 worth of work for the school system (but has not yet been paid). 
An $11 million bond was issued to build a new road. 


Cash of $140,000 is transferred from the General Fund to provide permanent financing for a mu- 
nicipal swimming pool that will be viewed as an Enterprise Fund. 


The truck ordered in (a) is received at an actual cost of $96,000. Payment is not made at this time. 
Cash of $32,000 is transferred from the General Fund to the Capital Projects Fund. 

A state grant of $30,000 is received that must be spent to promote recycling. 

The first $5,000 of the state grant received in (g) is appropriately expended. 


LO2, LO5, LO7-LO10 34. Prepare journal entries for a local government to record the following transactions, first for fund- 
based financial statements and then for government-wide financial statements. 
eXeel 


a. 


b 
o 
d. 


The government sells $900,000 in bonds at face value to finance construction of a warehouse. 


. A $1.1 million contract is signed for construction of the warehouse. 


A $130,000 transfer of unrestricted funds was made for the eventual payment of the debt in (a). 
Equipment for the fire department is received with a cost of $12,000. When it was ordered, an 
anticipated cost of $11,800 had been recorded. 

Supplies to be used in the schools are bought for $2,000 cash. The consumption method is used. 
A state grant of $90,000 is awarded to supplement police salaries. The money will be paid to re- 
imburse the government after the supplements have been paid to the police officers. 

Property tax assessments are mailed to citizens of the government. The total assessment is 
$600,000, although officials anticipate that 4 percent will never be collected. There is an en- 
forceable legal claim for this money and the government can use it immediately. 


35. The following trial balances are for the governmental funds of the City of Copeland prepared from 
the current accounting records: 


General Fund 


Debit Credit 
PASI as Aon ee tone Rarer pe Ged covey BEAR ern NG ROR open $ 19,000 
HAXESEREGC IVA Chgt peace ate Sietnrns eee nest enue Meee in 202,000 
Allowance for Uncollectible Taxes .................... $ 2,000 
NolichersiPayable tren eer meter msrekie yr meter 24,000 
DUS to IDrelott SANS FUNG] ono d eon onusnannesaaoonses 10,000 
DetenrediRevenvesrsc.-ee wth es ree oe ame ws 16,000 
Fund Balance—Reserved for Encumbrances ............. 9,000 
FUInol Bello —UNEESICINEC] sao nceacocsacuengcudbonds 103,000 
REVENUESHEO MithOlleeeneestacsra tenet AER arecteart a eee entree 176,000 
foelnoUNe COMM] ccgoddrdndeenudsasdossouabenue 110,000 
MEUM OVANGES COMO nna asuaagdvaugevseseeuadvenan 9,000 
ESuMEN@el AVENUES COMM! 2 osc cnenwanacassanenesus 190,000 
/NOVOUROVOTEMCINS COMM] sopoouvccasscovauneouudeouas 171,000 
BUCY UNO! BEINGS 2 obec consecnncaansnoacecus 19,000 


TL@ tel Sees cee eet eer aa reset cate ge eats areca ect ee aa? $530,000 $530,000 
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Debt Service Fund 


Debit Credit 
SAS ee ese aera ee EROS A PR ROR Fenty Foe $ 8,000 
AVES MGS = eae ewe occu soa Sens gen Cae eee welds Be me 51,000 
ilaxessReGeiVablamewpeg. ewes eae eae ert neto soe are. 11,000 
DUE tion Gemevell FUNG... ccccusaseucsccseseuscneve 10,000 
FUinel (Releince—Connnnltte| .ocsceanesvannsaevasvsene $ 45,000 
REVEMUCSTEOMtnOlil emer e rene mere esrety neg iasvete eat nt te 20,000 
Other Financing Sources—Operating Transfers In......... 90,000 
Oech COMMO sacncascencacdusesusaseogcuane 75,000 
AL Otel Siz ene Ore Sr oole e eAR 2.L e o SOhntoe RN ea Ale Sey Woke A $155,000 $155,000 
Capital Projects Fund 
Debit Credit 
GAsiiie terested eae sls I Oona Meo ee wen deel LT dee fay roe ean $ 70,000 
Special Assessments Receivable ....................-. 90,000 
Gontiacts:Rayablaw.t.etee seas nen nur uy Ae teen nes $ 50,000 
DeferrediRevenUes* a wee ares Recs es een ere 90,000 
Fund Balance—Reserved for Encumbrances ............. 16,000 
Fund Balance—Unassigned ..............-2.0-0-00-s —0- 
Olina INEINGING) SOURGES ca casenaatencavaccestuaaveds 150,000 
ExqOeMolwUieEs COMM jcsccucsevdaueundnauasvatoogse 130,000 
EMGU MD Taln GOSmae serena esc eoecy te erent Rong ene cre omar er 16,000 
Estimated Other Financing Sources ................... 150,000 
AD PMO Plat OMS is tercersesee reteset ee tay eee me gee natn 150,000 
Oba Sipapeeeent a tree eer pape ant neriees cate at CU A Ee nS Be ASN A or $456,000 $456,000 
Special Revenue Fund 
Debit Credit 
GAS inate he NER A is PO We ales Ae gas Ry AL ee PM DORE re $ 14,000 
TAXCSHRE CEI VAIO Ceeaee Sre eres eee oa iaan te ogent tig the ot noes cuca nee 41,000 
INVEMTORY/OfiSU | iCSaemee wears esenrarees pr ae aer ecreeeere 4,000 
WoWEMersiRaVal lez were ere cute crete ore mone en rrr cere $ 25,000 
DeferrediRevenUesiwans str. tented pew nr tat ee hs 3,000 
Fund Balance—Nonspendable ....................... 4,000 
Fund Balance—Reserved for Encumbrances ............. 3,000 
Fund Balance—Unreserved, Undesignated.............. 19,000 
REVEMUCSKEO Mtl la mrectee a cence ete tenet eee tte acer ana e 56,000 
Expemaitunes:G@Omtiall weaeseere mrs ae ee mn ural here eran cea a 48,000 
AVA UINM OUR1ACES aca cine e bed Aho AR AeA GA DR aE OBER ORES 3,000 
ESTING! REWANUIES «4 ocd acne een os awe aab oa anedae 75,000 
AN oO} 0) OVALE MMO] sees eee eeemene ee remmte caeentey preach emcee 60,000 
Bioloverweiny (Unt EIEING® 1 acaconcansoupehoeeuaaoonne 15,000 
il Otel Sian eeecuen nnn meetin ice tine Mane tiers Oma eee amen ee $185,000 $185,000 


Based on the information presented for each of these governmental funds, answer the following 
questions: 


a. 


x9 


How much more money can city officials expend or commit from the General Fund during the 
remainder of the current year? 


Why does the Capital Projects Fund have no construction or capital asset accounts? 
What does the $150,000 Appropriations balance found in the Capital Projects Fund represent? 


. Several funds have balances for Encumbrances and Fund Balance—Reserved for Encum- 


brances. How will these amounts be accounted for at the end of the fiscal year? 

Why does the Fund Balance—Unassigned account in the Capital Projects Fund have a zero balance? 
What are possible explanations for the $150,000 Other Financing Sources balance found in the 
Capital Projects Fund? 

What does the $75,000 balance in the Expenditures Control account of the Debt Service Fund 
represent? 
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h. What is the purpose of the Special Assessments Receivable found in the Capital Projects Fund? 
i. Inthe Special Revenue Fund, what is the purpose of the Fund Balance—Nonspendable account? 
j. Why does the Debt Service Fund not have budgetary account balances? 


LO2-LO10 36. Following are descriptions of transactions and other financial events for the City of Tetris for the 
year ending December 2010. Not all transactions have been included here. Only the General Fund 
formally records a budget. No encumbrances were carried over from 2009. 


[PEM SRIEVAY Thott (OCIS OHA 6 conc ccnceonodoecregusuonoecouusoudeans $ 21,000 
Received government grant to pay ambulance drivers .................. 40,000 
EStimmaleGirevemUGSmmn ec a yhale ene aoa a0) he wet vee Mec erect oars gta eran eam 232,000 
Received invoices for rent on equipment used by fire department 

CWUIAIAG) IESE TOUT MMOS OF UNE VEEP ao cccsaannsuoncsuevascesavocene 3,000 
Pell ier newly Cormsiiurcievel Chiy IMAI] nc ccce noche ccgncbevouccveveucucs 1,044,000 
Made commitment to acquire ambulance.......................0005. 111,000 
Received cash from bonds sold for construction purposes ................ 300,000 
Plageckond etaformmewsamitelt Omi G Ky entn ies ni nnn nennnnnenEn 154,000 
Paid salary to ambulance drivers—money derived from state 

government grant given for that purpose ............. 0.0.0.0. eee eee 24,000 
PEI! Wor SUSIES Thor SANOC! SYSTEM oon cnc nsdsesogonuonegocusaeueans 16,000 
Made transfer from General Fund to eventually pay off a long-term debt ... . 33,000 
Received but did not pay for new ambulance ....................2005. 120,000 


Levied property tax receivables for 2010. City anticipates that 
95 percent ($190,000) will be collected during the year and 5 percent 


WillibetuinGOlleGtily meyreae art terse eat tae: ere cms em eno re netn Meneee atlas Seuss osm ee tr 200,000 
ANeotullite! elnvel (oeltel Were MEW ScnVOLell SWS 2 ccs ac eos eonanensaccenanonone 40,000 
Received cash from business licenses and parking meters 

(RO PreVIOUS|VzaGChUCCl) Weer ere ary earn eerie ore oa, aca ee ania iare Wana 14,000 
Mac ef aD DROD MARIOS ememytret wane te tare tere rte teeter aa urea rrr nee 225,000 


The following questions are independent although each is based on the preceding information. As- 
sume that the government is preparing information for its fund-based financial statements. 


a. What is the balance in the Budgetary Fund Balance account for the budget for the year? Is it a 
debit or credit? 


b. Assume that 60 percent of the school supplies are used during the year so that 40 percent remain. 
If the consumption method is being applied, how is this recorded? 


c. The sanitation truck that was ordered was not received before the end of the year. The commit- 
ment will be honored in the subsequent year when the truck arrives. What reporting is made at 
the end of 2010? 


d. Assume that the ambulance was received on December 31, 2010. Provide all necessary journal 
entries on that date. 


e. Give all journal entries that should have been made when the $33,000 transfer was made to even- 
tually pay off a long-term debt. 


f- What amount of revenue would be recognized for the period? Explain the composition of this total. 
g. What are the total expenditures? Explain the makeup of this total. Include (d) here. 
h. What journal entry or entries were prepared when the bonds were issued? 


LO2-LO10 37. Chesterfield County had the following transactions. Prepare the entries first for fund-based finan- 
cial statements and then for government-wide financial statements. 
eXcel : 


a. A budget is passed for all ongoing activities. Revenue is anticipated to be $834,000 with ap- 
proved spending of $540,000 and operating transfers out of $242,000. 


b. A contract is signed with a construction company to build a new central office building for the 
government at a cost of $8 million. A budget for this project has previously been recorded. 


Bonds are sold for $8 million (face value) to finance construction of the new office building. 
The new building is completed. An invoice for $8 million is received and paid. 
Previously unrestricted cash of $1 million is set aside to begin paying the bonds issued in (c). 


~ 8 2H 


A portion of the bonds comes due and $1 million is paid. Of this total, $100,000 represents in- 
terest. The interest had not been previously accrued. 

g. Citizens’ property tax levies are assessed. Total billing for this tax is $800,000. On this date, the 
assessment is a legally enforceable claim according to the laws of this state. The money to be 


LO5 


eXcel 


LO2, LO5-LO10 


LO5, LO7-LO10 


38. 
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received is designated for the current period and 90 percent is assumed to be collectible in this 
period with receipt of an additional 6 percent during subsequent periods but in time to be avail- 
able to pay current period claims. The remainder is expected to be uncollectible. 
h. Cash of $120,000 is received from a toll road. This money is restricted for highway maintenance. 
i. The county received investments valued at $300,000 as a donation from a grateful citizen. In- 
come from these investments must be used to beautify local parks. 
The following trial balance is taken from the General Fund of the City of Jennings for the year end- 
ing December 31, 2010. Prepare a condensed statement of revenues, expenditures, and other 
changes in fund balance and also prepare a condensed balance sheet. 


Debit Credit 

/NECOMMSPEVEINS acaghacaosudeobencanoeeedaadea ma $ 90,000 
Gashinwe nw Sear eee ek ye RE ee re ye Ve a a ee $ 30,000 
COMES EVENS: gxaannaausnnue ene eadaenes Ha 6g boone 90,000 
DefenrediReventies-ea.ceeee te oe tere The ee wre eae 40,000 
DIU Ticolan Cefoliiell (CAS RUINCIS occ ncseobetsnoceeus 60,000 
DUE to) IDielott SENG! THUINGS nc anccanasuanacueuaenonae 40,000 
EXWOMCITUNES Rem ewc nace tren cut eeaee eey tae enten rere 510,000 
Pune! IEICE —UNMESSICINGC! 2ccocuccnsnennoeouoausous 170,000 
IVES TIME MI[Se eee emer eterna teen e nce a ay cern ere 410,000 
EW EIIUEn ais eae aw Roe wu eu oew ude Cae ee eae oie eee 740,000 
Other Financing Sources—Bond Proceeds .............. 300,000 
Other Financing Sources—Transfers In ................. 50,000 
Other Financing Uses—Transfers Out .................. 470,000 
HAaXGSBREGCI Vall Gmeue eee an -yte tak eenaee eee tty Wnteay nara 220,000 
NouchersiRayablene seme one cers sem mre) ten Cir ne ees eee. 180,000 

sO tell Site riraaes ted ga en Rey ee eee ec Seok aE ne Ae ea $1,700,000 $1,700,000 


39. 


40. 


A city has only one activity, its school system. The school system is accounted for within the Gen- 
eral Fund. For convenience, assume that, at the start of 2010, the school system and the city have 
no assets. During the year, the city assessed $400,000 in property taxes. Of this amount, it collected 
$320,000 during the year, received $50,000 within a few weeks after the end of the year, and ex- 
pected the remainder to be collected about six months later. The city makes the following payments 
during 2010: salary expense, $100,000; rent expense, $70,000; equipment (received on January 
1 with a five-year life and no salvage value), $50,000; land, $30,000; and maintenance expense, 
$20,000. In addition, on the last day of the year, the city purchased a $200,000 building by signing 
a long-term liability. The building has a 20-year life and no salvage value, and the liability accrues 
interest at a 10 percent annual rate. The city also buys two computers on the last day of the year for 
$4,000 each. One will be paid for in 30 days and the other in 90 days. The computers should last 
for four years and have no salvage value. During the year, the school system charged students 
$3,000 for school fees and collected the entire amount. Any depreciation is recorded using the 
straight-line method. 

a. Produce a statement of net assets and a statement of activities for this city’s government-wide 
financial statements. 

b. Produce a balance sheet and a statement of revenues, expenditures, and changes in fund balance 
for the fund-based financial statements. Assume that available is defined by the city as anything 
to be received within 60 days. 

The following transactions relate to the General Fund of the city of Lost Angel for the year ending 

December 31, 2010. Prepare a statement of revenues, expenditures, and other changes in fund bal- 

ance for the General Fund for the period to be included in the fund-based financial statements. As- 

sume that the fund balance at the beginning of the year was $180,000. Assume also that the 
purchases method is applied to the supplies and that receipt within 60 days is used as the definition 
of available resources. 

a. Collected property tax revenue of $700,000. A remaining assessment of $100,000 will be col- 
lected in the subsequent period. Half of that amount should be collected within 30 days, and the 
remainder will be received in about five months after the end of the year. 

b. Spent $200,000 on four new police cars with 10-year lives. A price of $207,000 had been antic- 
ipated when the cars were ordered. The city calculates all depreciation using the straight-line 
method with no salvage value. The half-year convention is used. 
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LO5, LO7-LO10 
LO1, LO6 


LO2, LO5, LO7-LO10 


41. 


42. 


43. 


4A. 


c. Transferred $90,000 to a debt service fund. 

d. Issued a long-term bond for $200,000 on July 1. Interest at a 10 percent annual rate will be paid 
each year starting on June 30, 2011. 

e. Ordered a new computer with a five-year life for $40,000. 

f. Paid salaries of $30,000. Another $10,000 will be owed at the end of the year but will not be paid 
for 30 days. 

g. Received the new computer but at a cost of $41,000; payment to be made in 45 days. 

h. Bought supplies for $10,000 in cash. 

i. Used $8,000 of the supplies in (A). 

Use the transactions in problem 40 but prepare a statement of net assets for the government-wide 

financial statements. Assume that the General Fund had $180,000 in cash on the first day of the year 

and no other assets or liabilities. No amount was restricted, committed, or assigned. 

Government officials of the City of Jones expect to receive General Fund revenues of $400,000 in 

2010 but approve spending only $380,000. Later in the year, as they receive more information, they 

increase the revenue projection to $420,000. Officials approve the spending of an additional 

$15,000. For each of the following, indicate whether the statement is true or false and, if false, ex- 
plain why. 

a. In recording this budget, appropriations should be credited initially for $380,000. 

b. The city must disclose this budgetary data within the required supplemental information section 
reported after the notes to the financial statements. 

c. When reporting budgetary information for the year, three figures should be reported: amended 
budget, initial budget, and actual figures. 

d. In making the budgetary entry, a debit must be made to some type of Fund Balance account to 
indicate the projected surplus. 

e. The reporting of the budget is reflected in the government-wide financial statements. 

On December 1, 2010, a state government awards a city government a grant of $1 million to be 

used specifically to provide hot lunches for all schoolchildren. No money is received until June 1, 

2011. For each of the following, indicate whether the statement is true or false and, if false, ex- 

plain why. 

a. Because the government received no money until June 1, 2011, no amount of revenue can be rec- 
ognized in 2010 on the government-wide financial statements. 

b. If this grant has no eligibility requirements and the money is properly spent in September 2011 
for the hot lunches, the revenue should be recognized during that September. 

c. Because the money came from the state government and because the government specified the 
use, this is a government-mandated nonexchange transaction. 

d. Ifthe government had received the money on December 1, 2010, but eligibility requirements had 
not been met yet, a deferred revenue of $1 million would have been recognized on the government- 
wide financial statements. 

e. The rules for recognition of this revenue were created by GASB Statement 34. 

Indicate (i) how each of the following transactions impacts the fund balance of the General Fund, 

and its classifications, for fund-based financial statements and (ii) what the impact is on the net as- 

set balance of the governmental funds for government-wide financial statements. 

a. Issue a five-year bond for $6 million to finance general operations. 

b. Pay cash of $149,000 for a truck to be used by the police department. 

c. The fire department pays $17,000 to a government motor pool that services the vehicles of only 
the police and fire departments. 

d. Levy property taxes of $75,000 for the current year that will not be collected until four months 
into the subsequent year. 

e. Receive a grant for $7,000 that must be returned unless the money is spent according to the stip- 
ulations of the conveyance. 

fi Make sales of $20 million during the current year. The government charges a 5 percent sales tax. 
Half of this amount is to be collected 10 days after the end of the year with the remainder to be 
collected 10 weeks after the end of the year. “Available” has been defined by this government as 
75 days. 

g. Order a computer for the school system at an anticipated cost of $23,000. 

h. A cash transfer of $18,000 is approved from the General Fund to a Capital Projects Fund. 


LO4, LO5, LO10 


LO2, LO5, LO9 


LO9 


LO2, LO4, LO5 
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45. Fund A transfers $20,000 to Fund B. For each of the following, indicate whether the statement is true 
or false and, if false, explain why. 

a. If Fund A is the General Fund and Fund B is an Enterprise Fund, nothing will be shown for this 
transfer on the statement of activities within the government-wide financial statements. 

b. If Fund A is the General Fund and Fund B is a Debt Service Fund, nothing will be shown for this 
transfer on the statement of activities within the government-wide financial statements. 

c. If Fund A is the General Fund and Fund B is an Enterprise Fund, a $20,000 reduction will be re- 
ported on the statement of revenues, expenditures, and other changes for the governmental funds 
within the fund-based financial statements. 

d. If Fund A is the General Fund and Fund B is a Special Revenue Fund (which is not considered a 
major fund), no changes will be shown on the statement of revenues, expenditures, and other 
changes within the fund-based financial statements. 

e. If Fund A is the General Fund and Fund B is an Internal Service Fund and this is for work done, 
the General Fund will report an expense of $20,000 within the fund-based financial statements. 


Use the following information for Problems 46-52: 
Assume that the City of Coyote has already produced its financial statements for December 31, 2010, 
and the year then ended. The city’s General Fund was only for education and parks. Its Capital Projects 
Funds worked with each of these functions at times. The city also had established an Enterprise Fund to 
account for its art museum. 

The government-wide financial statements indicated the following figures: 

¢ Education reported net expenses of $600,000. 

¢ Parks reported net expenses of $100,000. 

e Art museum reported net revenues of $50,000. 


¢ General government revenues for the year were $800,000 with an overall increase in the city’s net 
assets of $150,000. 


The fund-based financial statements indicated the following for the entire year: 
¢ The General Fund reported a $30,000 increase in its fund balance. 

¢ The Capital Projects Fund reported a $40,000 increase in its fund balance. 

¢ The Enterprise Fund reported a $60,000 increase in its net assets. 


The CPA firm of Abernethy and Chapman has been asked to review several transactions that occurred 
during 2010 and indicate how to correct any erroneous reporting and the impact of each error. View each 
situation as independent. 


46. During 2010, the City of Coyote contracted to build a sidewalk costing $10,000 as a special assess- 
ments project for which it collected $10,000 from affected citizens. The government had no obliga- 
tion in connection with this project. Both a $10,000 revenue and a $10,000 expenditure were 
recorded in the Capital Projects Fund. In preparing government-wide financial statements, an asset 
and a general revenue were recorded for $10,000. 

a. Inthe general information, the Capital Projects Fund reported a $ 40,000 increase in its fund bal- 
ance. What was the correct overall change in the Capital Projects Fund’s balance during 2010? 

b. In the general information, a $150,000 overall increase in the city’s net assets was found on the 
government-wide financial statements. What was the correct overall change in the city’s net as- 
sets on the government-wide financial statements? 

47. On December 30, 2010, the City of Coyote borrowed $20,000 for the General Fund on a 60-day 
note. In that fund, both Cash and Other Financing Sources were recorded. In the general informa- 
tion, a $30,000 overall increase was reported in the General Fund balance. What was the correct 
change in the General Fund’s balance for 2010? 

48. An art display set up for the community was recorded within the General Fund and generated rev- 
enues of $9,000 but had expenditures of $45,000 ($15,000 in expenses and $30,000 to buy land for 
the display). The CPA firm has determined that this program should have been recorded as an En- 
terprise Fund activity because it was offered in association with the art museum. 


a. What was the correct change in the General Fund’s balance for 2010? 

b. What was the correct overall change in the city’s net assets on the government-wide financial 
statements? 

c. What was the correct change in the net assets of the Enterprise Fund on the fund-based financial 
statements? 
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LO2, LOS, LO8 49. 


LO2, LO5, LO8 50. 


LO2, LO5, LO7, LO8 51. 


a, 


The City of Coyote mailed property tax bills for 2011 to its citizens during August 2010. Payments 
could be made early to receive a discount. The levy becomes legally enforceable on February 15, 
2011. All money received must be spent during 2011 or later. The total assessment is $300,000; 
40 percent of that amount, less a 10 percent discount, is collected in 2010. The city expects to receive 
all of the remaining money during 2011 with no discount. During 2010, the government increased 
cash as well as a revenue for the amount received. No change was made in creating the government- 
wide financial statements. 
a. What was the correct overall change in the city’s net assets as shown on the government-wide 
financial statements? 
b. What was the correct change for 2010 in the fund balance reported in the General Fund? 
The City of Coyote mailed property tax bills for 2011 to its citizens during August 2010. Payments 
could be made early to receive a discount. The levy becomes legally enforceable on February 15, 
2011. All money received must be spent during 2011 or later. The total assessment is $300,000, and 
40 percent of that amount is collected in 2010 less a 10 percent discount. The city expects to receive 
all the rest of the money during 2011 with no discount. During 2010, the government increased cash 
and a revenue for the amount received. In addition, a receivable account and a deferred revenue ac- 
count for $180,000 were recognized. 


a. In the general information, an overall increase in the city’s net assets of $150,000 was found on 
the government-wide financial statements. What was the correct overall change in the city’s net 
assets as reported on the government-wide financial statements? 


b. Inthe general information, an overall increase of $30,000 was reported in the General Fund bal- 

ance. What was the correct change during 2010 in the General Fund’s balance? 
In 2010, the City of Coyote received a $320,000 cash grant from the state to stop air pollution. As- 
sume that although a special revenue fund could have been set up, the money remained in the Gen- 
eral Fund. Cash was received immediately but had to be returned if the city had not lowered air 
pollution by 25 percent by 2013. On December 31, 2010, Coyote spent $210,000 of this money for 
a large machine to help begin to reduce pollution. The machine is expected to last for five years and 
was recorded as an expenditure in the General Fund and as an asset on the government-wide finan- 
cial statements where it was depreciated based on the straight-line method and the half-year con- 
vention. Because the money had been received, all $320,000 was recorded as a revenue on both the 
fund-based and the government-wide financial statements. 


a. What was the correct change for 2010 in the General Fund’s balance? 

b. What was the correct overall change in the net assets reported on the government-wide financial 
statements? 

During 2010, the City of Coyote’s General Fund received $10,000, which was recorded as a general 

revenue when it was actually a program revenue earned by its park program. 

a. What was the correct overall change for 2010 in the net assets reported on the government-wide 
financial statements? 

b. Inthe general information, the parks reported net expenses for the period of $100,000. What was 
the correct amount of net expenses reported by the parks? 


Develop Your 
Skills 


RESEARCH CASE 1 


CPA The City of Hampshore is currently preparing financial statements for the past fiscal year. The city man- 
skills ager is concerned because the city encountered some unusual transactions during the current fiscal pe- 
riod and is unsure as to their handling. 


Required 


Use a copy of GASB Statement 34 to answer each of the following questions. 


il, 
2 
ok 


For government accounting, what is the definition of extraordinary item? 
For government accounting, what is the definition of special item? 


On government-wide financial statements, how should extraordinary items and special items be 
reported? 


RESEARCH CASE 2 
Ore 


ANALYSIS CASE 1 
Ore 


ANALYSIS CASE 2 
ore. 
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The City of Danmark is preparing financial statements. Officials are currently working on the statement of 
activities within the government-wide financial statements. A question has arisen as to whether a particu- 
lar revenue should be identified on government-wide statements as a program revenue or a general revenue. 


Required 

Use a copy of GASB Statement 34 to answer each of the following questions. 
1. How is a program revenue defined? 

2. What are common examples of program revenues? 

3. How is a general revenue defined? 

4. What are common examples of general revenues? 


Search the Internet for the official Web site of one or more state or local governments. After reviewing 
this Web site, determine whether the latest comprehensive annual financial report (CAFR) is available 
on the site. For example, the most recent comprehensive annual financial report for the City of Sacramento 
can be found at www.cityofsacramento.org/caft/ and the comprehensive annual financial report for the 
City of Phoenix can be found at http://phoenix.gov/menu/cityfinfinance.html. Use the financial state- 
ments that you locate to answer the following questions. 


Required 

1. How does the audit opinion given to this city by its independent auditors differ from the audit opin- 
ion rendered on the financial statements for a for-profit business? 

2. A reconciliation should be presented to explain the difference between the net changes in fund bal- 
ances for the governmental funds (fund-based financial statements) and the change in net assets for 
the governmental activities (government-wide financial statements). What were several of the largest 
reasons for the difference? 

3. What were the city’s largest sources of general revenues? 

4. What was the total amount of expenditures recorded by the General Fund during the period? How 
were those expenditures classified? 

5. What assets are reported for the General Fund? 


6. Review the notes to the financial statements and then determine the number of days the government 
uses to define the end-of-year financial resources that are viewed as currently available. 


7. Did the size of the General Fund balance increase or decrease during the most recent year and by how 
much? 


Go to the Web site www.gasb.org and scroll down to the topic “Exposure Drafts.” Review any exposure 
drafts currently being considered by the GASB. 


Required 


Identify the major impacts that the proposed changes would create in government accounting. 


COMMUNICATION CASE 1 


Ore 


Go to the Web site www.gasb.org and click on “Strategic Plan” within the left column. Click on “Full 
Strategic Plan.” Read the vision, mission, core values, and goals of GASB. 


Required 


Assume that a financial analyst with whom you are working is interested in knowing more about the 
purpose of GASB. Write a short memo explaining the work of GASB based on its vision, mission, core 
values, and goals. 
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COMMUNICATION CASE 2 


Ore 


Obtain a copy of GASB Statement 34. Read paragraphs 239 through 277. 


Required 


Write a report describing alternatives that the GASB considered when it created Statement 34. Indicate 
the alternative that you would have viewed as most appropriate, and describe why the GASB did not 
choose it. 


COMMUNICATION CASE 3 


ore 


EXCEL CASE 
ore 


Search the Internet for the official Web site of one or more state or local governments. After reviewing 
this Web site, determine whether the latest comprehensive annual financial report (CAFR) is available 
on the site. For example, a recent comprehensive annual financial report for the City of Minneapolis can 
be found at www.ci.minneapolis.mn.us/financial-reports/ and for the City of Tallahassee, Florida, can be 
found at http://www.talgov.com/dma/accounting/annualrprts.cfm. Read the Management’s Discussion 
and Analysis (MD&A) that should be located near the beginning of the annual report. 


Required 


Write a memo to explain four or five of the most interesting pieces of information that the Management’s 
Discussion and Analysis provides. 


The City of Bainland has been undergoing financial difficulties because of a decrease in its tax base 
caused by corporations leaving the area. On January 1, 2010, the city has a fund balance of only 
$400,000 in its governmental funds. In 2009, the city had revenues of $1.4 million and expenditures of 
$1.48 million. The city’s treasurer has forecast that, unless something is done, revenues will decrease at 
2 percent per year while expenditures will increase at 3 percent per year. 


Required 

1. Create a spreadsheet to predict in what year the government will have a zero fund balance. 

2. One proposal is that the city slash its expenditures by laying off government workers. That will lead 
to a 3 percent decrease in expenditures each year rather than a 3 percent increase. However, because 
of the unemployment, the city will receive less tax revenue. Thus, instead of a 2 percent decrease in 
revenues, the city expects a 5 percent decrease per year. Adapt the spreadsheet created in requirement 
(1) to predict what year the government will have a zero fund balance if this option is taken. 

3. Another proposal is to increase spending to draw new businesses to the area. This action will lead to 
a 7 percent increase in expenditures every year, but revenues are expected to rise by 4 percent per 
year. Adapt the spreadsheet created in requirement (1) to predict what year the government will have 
a zero fund balance under this option. 


Accounting for 
State and Local 


Governments 
(Part 2) 


The previous chapter introduced many of the unique aspects of financial 
reporting applicable to state and local governments. Fund accounting, 
encumbrances, expenditures, revenue recognition, the issuance of 
bonds, and the like in connection with both traditional fund-based fi- 
nancial statements and the newer government-wide financial statements 
were all presented and analyzed. This initial coverage was designed to 
explain the rationale underlying the accounting required of these govern- 
ment entities, especially the differences caused by the dual nature of the 
financial reporting process. 

The current chapter carries this analysis further, first by delving into 
more complex financial situations. Many state and local government 
units are quite large and face numerous transactions as complicated as 
any a for-profit business encounters. This chapter examines issues such 
as capital leases, solid waste landfills, donated artworks, and the depre- 
ciation of infrastructure assets to broaden the scope of understanding 
of state and local government accounting. 

Second, the chapter discusses the overall financial reporting model. 
Within this coverage, the actual composition of a government is exam- 
ined. Because of the wide variety of agencies and other activities that 
operate in connection with a government, determining inclusion within 
the financial statements is not as easy as in a for-profit business where 
ownership of more than 50 percent of the voting stock is the primary 
criterion. 


CAPITAL LEASES 


Notes to the 2008 financial statements of the City and County of Denver, 
Colorado, describe the government in the role of Jessee- 


The governmental activity capital leases are for various properties including 
the Wellington Webb Municipal Office Building, 2000 West Third Avenue, the 
Blair-Caldwell Research Library, the Buell Theatre, the 5440 Roslyn main- 
tenance facility property, a jail dorm building, three fire stations, and 
portions of three parking garages. The capital leases also include certain 


LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 ~=Account for lease contracts 
where the state or local 
government finds itself as 
either lessor or lessee. 


LO2 Recognize the liability 
caused by the eventual 
closure and postclosure 
costs of operating a solid 
waste landfill as well as for 
the compensated absences 
earned by government 
employees. 


LO3 Record the donation and 
acquisition of works of art 
and historical treasures. 


LO4 Explain the reporting and 
possible depreciation of 
infrastructure assets. 


LO5 Understand the composi- 
tion of a state or local 
government's comprehen- 
sive annual financial 
report (CAFR). 


LO6 Explain the makeup of a 
primary government and its 
relationship to component 
units. 


LO7 Understand the physical 
structure of a complete 
set of government-wide 
financial statements and a 
complete set of fund-based 
financial statements. 


LO8 Prepare financial 
statements for a public 
college or university. 
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LO1 


Account for lease contracts 
where the state or local 
government finds itself as 
either lessor or lessee. 


computer and safety equipment, the Figaro simultext system, snow plows, street sweepers, and a 
production press. The Water Board leases are for 40 percent of the storage capacity and 40 per- 
cent of the water rights of Ritschard Dam and Wolford Mountain Reservoir, and leases of certain 
facilities. The City currently leases two City Park parking structures, adjacent to the Denver 
Museum of Nature and Sciences (DMNS) and the Denver Zoo, from Denver Capital Leasing 
Corporation (DCLC). 


In contrast, the notes to the 2008 financial statements of the City of Dallas, Texas, describe the 
government as a /essor: 


The City is also under several lease agreements as lessor whereby it receives revenues from leas- 
ing airport terminal space, hangars, parking spaces, ramps, land, buildings, and office space to 
air carriers and other tenants. These revenue leases are considered for accounting purposes to be 
operating leases. 


Obviously, state and local governments (in the same manner as for-profit businesses) sometimes 
lease property rather than purchasing it directly. Leasing can provide lower interest rates or reduce 
the risk of obsolescence and damage. Leasing is simply an efficient way that many organizations 
(for-profit or governmental) can acquire needed equipment, machinery, buildings, or other assets. 
At the same time, like the City of Dallas, a government can find itself in the position of lessor. This 
is particularly true when the city or state holds property that it prefers not to operate itself. 

For reporting purposes, such leases must be recorded as either capital leases or operating 
leases. The initial accounting issue is to separate one type from another. In that regard, GASB 
has accepted the criteria applied by FASB [FASB ASC (Subtopic 840-30)] as the method of 
differentiation. A lease that meets any one of four criteria is classified as a capital lease. If 
none are met, it is an operating lease. 


1. The lease transfers ownership of the property to the lessee by the end of the lease term. 

2. The lease contains an option to purchase the leased property at a bargain price. 

3. The lease term is equal to or more than 75 percent of the estimated economic life of the 
leased property. 

4. The present value of rental or other minimum lease payments equals or exceeds 90 percent 
of the fair value of the leased property. 


For example, assume that a city leases a truck that has a 10-year expected life and a fair value 
of $50,000. In each of these four sample situations, the city is required to account for the prop- 
erty as a capital lease: 


° The lease is for six years, but the city automatically receives title to the truck at the end of 
that term (so that criterion | is met). 

¢ The lease is for five years, but the city can buy the truck for $3,000 at the end of that time, 
an amount that is viewed as significantly less than the expected fair value at that point (so 
that criterion 2 is met). 


° The lease is for eight years, after which time the truck will be returned to the lessor (so that 
criterion 3 is met). 

¢ The lease is for seven years, but the present value of the minimum lease payments is equal to or 
more than $45,000, or 90 percent of the fair value (so that criterion 4 is met). In this last exam- 
ple, the lessee is viewed as paying the equivalent of the purchase price to obtain use of the asset. 


Leases—Government-Wide Financial Statements 


In reporting property obtained by capital lease, accounting used in constructing the government- 
wide financial statements is identical to that of a for-profit enterprise. The government-wide 
statements report both an asset and a liability, initially at the present value of the minimum 
lease payments, in the same manner as the accounting for a debt-financed acquisition. Assume, 
for example, that a police department signs an 8-year lease on January 1, Year 1, for a truck 
with a 10-year estimated life. Because this contract meets the third of the preceding criteria, 
the transaction must be recorded as a capital lease. 

Assume that the lease calls for annual payments of $10,000 per year with the first payment 
made at the signing of the lease and that a 10 percent annual interest rate is appropriate for the 
city. The present value of the minimum lease payments applying a 10 percent annual interest 
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rate to an annuity due for eight years is $58,680 (rounded). The city makes the following 
entries within the governmental activities because the lease relates to the police department 
(part of the General Fund). However, the same reporting is appropriate within the business- 
type activities if an enterprise fund had been involved. As indicated in the previous chapter, no 
accounting distinction between the two types of activities is drawn. 


Government-Wide Financial Statements—Capital Lease, Government as Lessee 


January 1, Year 1 


intick==Gapitalie@asexas epee errno enya ie eeeeereu es een 58,680 
Gapitallitease@bligatiomers wis tre ae ee eee 58,680 
To record capital lease. 
Gapitallliease"@bligation: = -aness cyt erates erent es een eee 10,000 
GaSe ee ery ea eee a eee Andee ouame an roe CeO 10,000 


To record first payment on leased truck. 


Assuming that the straight-line method is being used, the city should recognize depreciation 
expense of $7,335 ($58,680/8 years) at the end of each year. However, if the title to the asset will 
be transferred to the city or if a bargain purchase option exists, the full 10-year life is appropri- 
ate for depreciation purposes because the lessee (the city) expects to get full use of the asset. 

At the end of the first year, when the city makes the next payment, part of that $10,000 will 
be attributed to interest with the remainder viewed as a reduction in the liability principal. 
Because the first payment reduced the obligation to $48,680 and the interest rate is 10 percent, 
the interest recorded for the first year is $4,868. The remaining $5,132 ($10,000 less $4,868) 
decreases the debt to $43,548. 


Government-Wide Financial Statements—Capital Lease, Year-End Entries 


December 31, Year 1 
DepreciationiExpenses earescems ce were ron nce earns eee en apnoea W335 
Accumulated Depreciation—Leased Truck .............-..0.00-- 335 
To record depreciation of leased truck for first year of use. 


ImbeneStsExpenS@u eras cue sues naneisscuei sete ees ryseachs cers (tes eileen eres seg 4,868 
Gapitalilicases@bligationi aes meses eee eee cere anaes oe acetate SrillsZ 
(GEL eeacuetts clieiee res plen rs fiesta doh oat totes ene tices researc eerie eerie 10,000 


To record payment on capital lease at end of first year. 


Leases—Fund-Based Financial Statements 
Assume that the same truck lease is being recorded in the fund-based financial statements for 
the governmental funds. If a proprietary fund is involved, the handling is the same as in the 
preceding situation. A difference appears only for the governmental funds. 

Using the same eight-year lease in connection with the truck being obtained and payments 
of $10,000 per year, an amount with a present value of $58,680, the General Fund (or 
whichever governmental fund is gaining use of the asset) records the following entry: 


Fund-Based Financial Statements—Capital Lease, Government as Lessee 


January 1, Year 1 
General Fund 
Expenditures—leasedpAsset: 24525. nan yatn cineca ahem he enn one 58,680 
Other Financing Sources—Capital Lease ................-.+-0-5- 58,680 


To record signing of an eight-year lease for a truck that meets the 
requirements of a capital lease. 
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Expenditures ease; Principals mets ear ete oe mee nen ee 10,000 
GAS Hsaes wees wai ee nwededs ONT Bt Or nae eect eH Rater neste Oe er Rae 10,000 
To record first payment on leased truck. 


Note that the General Fund reports neither the capital asset nor the long-term liability. They 
are not current financial resources nor are they claims to current financial resources. At the end 
of this initial year, when the next payment is made, $4,868 (10 percent of the obligation after 
the first payment) is considered interest; the rest reduces the principal. Depreciation is ignored. 


Fund-Based Financial Statements—Capital Lease, Year-End Entries 


December 31, Year 1 
General Fund 


Expenditures—_Interestiey weer mata eeae eds tienen creamer 4,868 
Expenditures—lease: Principal wae enras see ee nay earn e Ble2 
GAS Ieee Re eee neem Re Per aig RESCUE CRS RRP eae Rea 10,000 


To record payment at the end of first year on leased truck recorded 
as a capital lease. 


At first glance, the fund-based journal entries appear to be double counting the expenditures, 
once when the asset is obtained and again when the periodic payments are made. This approach, 
though, is consistent with government accounting. The government had an option; it could have 
either leased the asset or borrowed money and bought the asset. Because the overall result is the 
same in both cases, the reporting process should not create different pictures. 

The preceding entries seek to mirror the presentation that results in the fund-based state- 
ments if the city follows the alternative strategy for acquiring the asset: (1) borrowed money 
on a long-term liability, (2) used the money to acquire the asset, and (3) subsequently paid 
the long-term liability and any accrued interest. When the city uses this borrow-and-buy 
approach, the recording is as follows in the fund-based statements: 


1. To reflect the borrowing, the city reports an other financing source because the money re- 
ceived did not come from a revenue. 


2. At the time of the asset’s acquisition, the city reports an expenditure in keeping with the 
goal of presenting the changes in current financial resources. 


3. For the same reason, the subsequent payment of debt and interest leads to a second record- 
ing of expenditures. 


Consequently, if the city borrows money and buys the asset, one “other financing source” 
and two separate “expenditures” result. The preceding journal entries created for the capital 
lease are structured to arrive at that same reporting impact. 

The radical differences between fund-based financial statements and government-wide 
financial statements are, once again, quite striking. At the end of this first year, the figures 
found in the two statements are not comparable in any way: 


Fund-Based Government-Wide 
Financial Statements Financial Statements 

ISSO b rs eae or evans en ne et Se ee ep Not applicable $58,680 
Accumulated depreciation ............ Not applicable 7,335 
Liability... .¢c5 p28 sree eee See wk Tes Not applicable 43,548 
Expenditures: 

Asset acquisition ................. $58,680 Not applicable 

Debt principal.................... 5,132 Not applicable 

INTERES ss: eigen ied eae soe dg aSieg x 4,868 Not applicable 
Other financing sources .............. 58,680 Not applicable 
Depreciation expense ................ Not applicable 7,335 


Interest expense ................000. Not applicable 4,868 
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SOLID WASTE LANDFILL 


LO2 


Recognize the liability caused by 
the eventual closure and postclo- 
sure costs of operating a solid 
waste landfill as well as for the 
compensated absences earned by 
government employees. 


The following information is disclosed in the notes to the financial statements of the City of 
Greensboro, North Carolina, as of June 30, 2008: 


The City owns and operates a regional landfill site located in the northeast portion of the City. State 
and federal laws require the City to place a final cover on its White Street landfill site and to per- 
form certain maintenance and monitoring functions at the site for thirty years after closure. The 
City reports a portion of these closure and postclosure care costs as an operating expense in each 
period based on landfill capacity used as of each June 30. The $18,402,884 reported as landfill clo- 
sure and postclosure care liability at June 30, 2008, is based on 100% use of the estimated capacity 
of Phase II and Phase III, Cells 1 and 2. Phase III, Cell 3, is estimated at 45% of capacity. .. . 

The estimated liability amounts are based on what it would cost to perform all closure and 
postclosure care in the current year. Actual cost may be higher due to inflation, changes in 
technology, or changes in regulations. At June 30, 2008, the City had expended $3,876,035 to 
complete closure for the White Street facility, Phase II. The balance of closure costs, estimated 
at $9,694,115 and estimated at $8,705,769 for postclosure care will be funded over the remain- 
ing life of the landfill. 


Thousands of state and local governments operate solid waste landfills to provide a place 
for citizens and local companies to dispose of trash and other forms of garbage and refuse. 
Governments frequently report landfill operations within the enterprise funds because many 
of these facilities require a user fee. However, some landfills are open to the public without fee 
so that reporting within the General Fund is appropriate. 

Regardless of the type of fund utilized, solid waste landfills can be sources of huge liabil- 
ities for these governments. The U.S. Environmental Protection Agency has strict rules on 
closure requirements as well as groundwater monitoring and other postclosure activities. Sat- 
isfying such requirements can be quite costly. Thus, the operation of a landfill eventually ne- 
cessitates large payments to ensure that the facility is properly closed and then monitored and 
maintained for an extended period. Theoretically, the relevant accounting question has always 
been how to report these eventual costs while the landfill is still in operation. 

To illustrate, assume that a city opens a landfill in Year | that is expected to take 10 years to 
fill. In the recording process each year, the city must estimate the current costs required to close 
the landfill. Such costs include the amount to be paid to cover the area and for all postclosure 
maintenance. As mentioned above by the City of Greensboro, the government uses current rather 
than future costs as a better measure of the present obligation. However, such amounts must then 
be adjusted each period for inflation as well as technology and regulation changes. 

Assume, for this example, that the current cost for closure is estimated at $1 million and for 
postclosure maintenance at $400,000. Assume that during Year 1, the city makes an initial pay- 
ment of $30,000 toward the closure costs. At the end of this first year, city engineers estimate 
that 16 percent of the available space has been filled. 


Landfills—Government-Wide Financial Statements 


Regardless of whether the city reports this solid waste landfill as a governmental activity 
(within the General Fund) or as a business-type activity (within an enterprise fund), it must 
recognize the closure and postclosure costs in the government-wide statements based on 
accrual accounting and the economic resources measurement basis. Because the government 
anticipates total cleanup costs of $1.4 million and the landfill is 16 percent filled, $224,000 
should be accrued in this first year ($1.4 million X 16%). 

The city also made an initial payment during the year. This payment simply reduces the 
liability being reported: 


Government-Wide Financial Statements—Estimated Landfill Closure Costs 


Year 1 
[er(a\sia— le layohiRElCMUSs ane dub aale deeds Shoee wanna Mena eE eine 224,000 
Menu WEIN oe cdascaneevesodegacdeanydapeeudooas 224,000 


To recognize the Year 1 portion of total costs for eventual closure of landfill. 
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KandtilltGlosunelbiabilityaersrer sewer cris ects var ee ewer ye ets peer ear 30,000 
CEE Ve rc le se rma es Ses yes Ny et cere ee herp ea es os ee 30,000 


To record first payment of costs necessitated by eventual closure of 
the landfill. 


To complete this example, assume that the landfill is judged to be 27 percent filled at 
the end of Year 2 and the city makes another $30,000 payment toward future closure costs. 
However, because of inflation and newly anticipated changes in technology, the city now 
believes that current closure costs are $1.1 million with postclosure costs amounting to 


$500,000. 


Using this new and revised information, the city should recognize that it now has esti- 
mated total costs of $432,000 at the end of Year 2 ($1.6 million X 27%). Because it recorded 
$224,000 in Year 1, the city now accrues an additional $208,000 in Year 2 ($432,000 — 


$224,000): 


Government-Wide Financial Statements—Estimated Landfill Cleanup Costs 


Year 2 
Expense—andfillhGlosuirem: trary cys eetevachs slaer acai o esr eee ener 208,000 
Lernchil Choswie Welt” auc cacdeccbcasuoddecencessbuddeusen 208,000 
To recognize Year 2 portion of costs for eventual closure of landfill. 
FandtilliGlostined ia bility: serene vee eo here ree et eee ras re gee eee 30,000 
GET ay Cevere hens bali ets tapers ose nen Cees sara aaNet eee 30,000 


To record second payment of costs necessitated by eventual closure 
of the landfill. 


Consequently, in the Year 2 government-wide financial statements, the city reports: 


Expense—Landfill closure... eee $208,000 


Landfill closure liability 
($224,000 + 208,000 — $30,000 — 30,000) ............... $372,000 


Landfills—Fund-Based Financial Statements 


If a government reports a solid waste landfill as an enterprise fund, the reporting is the same 
in the fund-based financial statements as just shown above for the government-wide state- 


ments. All economic resources are again measured based on accrual accounting. 


However, if the landfill is recorded in the General Fund, the city reports only the change in 
current financial resources. Despite the huge eventual liability, the reduction in current finan- 
cial resources is limited to the annual payment of $30,000. The actual liability is too far into 
the future to warrant reporting. Thus, the only entry required each year in this example for the 


fund-based financial statements is as follows: 


Fund-Based Financial Statements—Payment toward Landfill Cleanup Costs 


Year 1 and Year 2 
General Fund 
TOI NOMS — COS EKCOSIS 4b ocnnasmasennak sean onnnes eoow ages 30,000 
GASH. hetaemecgecer edehsgeene Creed eset eee uae neta oe Serene a wae 30,000 


To record annual payment toward the eventual closure costs of the city’s 
solid waste landfill. 
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COMPENSATED ABSENCES 


LO2 


Recognize the liability caused by 
the eventual closure and postclo- 
sure costs of operating a solid 
waste landfill as well as for the 
compensated absences earned by 
government employees. 


State and local governments have numerous employees: police officers, schoolteachers, main- 
tenance workers, and the like. As of June 30, 2008, the City of Baltimore, Maryland, reported 
having 15,326 full-time-equivalent employees.! In the same manner as the employees of a for- 
profit organization, government employees earn vacation days, sick leave days, and holidays, 
collectively known as compensated absences, that can amount to a significant amount of 
money. For example, at June 30, 2008, the City of Baltimore reported a debt of nearly 
$172 million for such compensated absences ($16.7 million as a current liability and $155.2 mil- 
lion as a long-term liability). This obligation was explained in part through footnote disclosure 
such as: “Employees earn one day of sick leave for each completed month of service, and there 
is no limitation on the number of sick days that can accumulate.” 

Accounting for such liabilities is much the same as was demonstrated for capital leases and 
solid waste landfills. In the government-wide financial statements, the city accrues the 
expense as incurred. Conversely in producing fund-based financial statements for the govern- 
mental funds, only actual payments and claims to current financial resources are included. For 
example, assume that a city reaches the end of Year | and owes its General Fund employees 
$40,000 because of compensated absences to be taken in the future for vacation days, holi- 
days, and sick leave that have been earned. However, only $5,000 of these absences are 
expected to be taken early enough in Year 2 to require the use of current financial resources. 
Perhaps several employees are scheduled to take their vacations in the first two months of the 
subsequent period. 

Consequently, a $40,000 liability exists at the end of Year | but only $5,000 of that amount 
is a claim on the government’s current financial resources: 


Government-Wide Financial Statements—Compensated Absences 


Year 1 
Expenses—Compensated Absences ...........-.-0 cece eee reeeeaee 40,000 
Liability—Compensated Absences ............-2:0-0e ce eeeeeee 40,000 


To accrue amount owed at the end of Year 1 to employees for vacations, 
sick leave, and holidays. 


In the fund-based financial statements, reporting for the governmental funds reflects the 
changes in current financial resources. As the following entry shows, only the $5,000 that will 
be paid early in the next year is included. The remainder of the debt is not yet reported because 
it is not a claim to current financial resources. Again, however, if employees work in an area 
of the government reported as an enterprise fund, fund-based accounting is the same as in the 
government-wide statements. 


Fund-Based Financial Statements—Compensated Absences 


Year 1 

General Fund 

Expenditures—Compensated Absences ............--0 0020 cere reece 5,000 
Liability—Compensated Absences ............-2:0:ceeeeeeeeee 5,000 


To accrue amount of compensated absences that will be taken early in 
Year 2 so that it requires the use of Year 1 financial resources. 


' Statistical information listed at the end of a comprehensive annual financial report can provide a wide array 
of fascinating information about the reporting government. For example, in 2008 the City of Baltimore 
repaired 15,478 potholes while the police made 61,637 arrests and issued 386,099 parking citations. The 
city owned 473 marked patrol vehicles, 5,827 acres of parks, 39 fire station buildings, and 34 library build- 
ings (holding 2.5 million library books). 
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WORKS OF ART AND HISTORICAL TREASURES 


LO3 


Record the donation and acquisi- 
tion of works of art and historical 
treasures. 


As will be discussed in the following chapter, private not-for-profit organizations have long 
debated the proper reporting of artworks and other museum pieces they buy or receive by gift. 
Governmental accounting occasionally faces the same issue. How should a government report 
works of art, museum artifacts, and other historical treasures in its financial statements? 

Assume, for example, that a city maintains a small museum in the basement of its main 
office building. The museum was created to display documents, maps, and paintings and other 
works of art that depict the history of the city and the surrounding area. The government 
bought several of the displayed items, but local citizens also donated a number of them. Sev- 
eral of these pieces are quite valuable. 

GASB Statement 34 is clear on the handling of the items acquired for this city museum. 
Paragraph 27 states that, except in certain specified cases, “governments should capitalize 
works of art, historical treasures, and similar assets at their historical cost or fair value at date 
of donation.” Thus, the government-wide statement of net assets will report an antique map 
bought for $5,000 as an asset at that cost. In the same manner, a similar map received as a gift 
is also recorded as a $5,000 asset. 

If the city bought the map for cash, the journal entry is 


Government-Wide Financial Statements—Acquisition of Historical Treasure 


Nui gat elects Ni Eloy. aa re eiureatnis clatter daemon e prea wid nies oie 5,000 
LIS Meese see era pe ae Meir ta ieee ee a eee wc Oneal aie Rue pe cece 5,000 
To record acquisition of map for the city’s museum. 


In producing fund-based financial statements, the museum could be viewed as an enter- 
prise fund if an entrance fee is charged. If so, the above entry is replicated. Or, the museum 
could be accounted for within the Governmental Funds and the entry below is then used to in- 
dicate the decrease in current resources caused by the cash payment. 


Fund-Based Financial Statements—Acquisition of Historical Treasure 


General Fund 
Expendittire—=Mulseu ims RiGee sen cer eterna ier cee rears 5,000 
(Eas Rema sree gaan each Cais apie ons Seen tue dichesee Haee Me cmean aa 5,000 


To record acquisition of map for the city’s museum, an activity that is 
being reported within the General Fund. 


Conversely, if this map had been donated to the city, capitalization of the asset for 
government-wide financial statements is still appropriate based on its fair value at the date of 
conveyance. The gift is viewed as a voluntary nonexchange transaction. A revenue will be 
properly recognized when all eligibility requirements have been met. Until that time, a de- 
ferred revenue is recognized. 

The following entry is made in the government-wide financial statements, but no parallel 
entry is made in the fund-based statements for the governmental funds because no change 
occurs in the amount of available current financial resources. 


Government-Wide Financial Statements—Donation of Historical Treasure 
MuS@UunniRIGGE SMa parses seat fart cen teen me tenet ene cue aa re en etaeey te cea tm 5,000 


Revenue Domnall Onpmete: teaser eo ete te Ree rir une iai ey weatce eee 5,000 
To record gift of map for the city’s museum. 
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A theoretical problem arises in the recognition of such assets in government-wide financial 
statements regardless of whether they were purchased or obtained by gift. Unless a user charge is 
assessed, items such as a map displayed for the public to see does not generate cash flows or any 
other direct economic benefit. Therefore, does the map actually qualify as an asset to be reported? 

GASB “encouraged” the capitalization of all such artworks and historical treasures. How- 
ever, if all three of the following criteria are met, recording a work of art or historical treasure 
as an asset is optional: 


1. It is held for public exhibition, education, or research in furtherance of public service rather 
than for financial gain. 


2. It is protected, kept unencumbered, cared for, and preserved. 


3. It is subject to an organizational policy that requires the proceeds from sales of collection 
items to be used to acquire other items for collections.” 


If these guidelines are met, the artwork or historical treasure will not provide any direct eco- 
nomic benefit to the government. Thus, although the transaction must be recorded, it does not have 
to be classified as an asset. Instead, in the entries previously shown for the government-wide state- 
ments, an expense rather than an asset can be recorded regardless of whether the item was obtained 
by purchase or gift. GASB’s handling of this issue closely parallels rules established by FASB in its 
standards utilized by private not-for-profit organizations. However, as the next chapter explains, dif- 
ferences do remain. 

If a government capitalizes a work of art or other historical treasure, an additional theoretical 
question arises, this time about depreciation. Does the map on display in the museum actually de- 
preciate in value over time? Does the Mona Lisa have a finite life? In connection with such assets, 
depreciation is required only if the asset is “exhaustible”—that is, if its utility will be used up by 
display, education, or research. Depreciation is not necessary if the work of art or historical trea- 
sure is viewed as being inexhaustible. For example, a bronze statue could well be viewed as an in- 
exhaustible asset according to these guidelines so that depreciation is allowed but not required. 


INFRASTRUCTURE ASSETS AND DEPRECIATION 


LO4 


Explain the reporting and possi- 
ble depreciation of infrastructure 
assets. 


Paragraph 19 of GASB Statement 34 defines infrastructure assets as “long-lived capital assets 
that normally are stationary in nature and normally can be preserved for a significantly greater 
number of years than most capital assets.” Examples include roads, bridges, tunnels, lighting 
systems, curbing, and sidewalks. As the previous chapter discussed, recording infrastructure 
items was historically an optional practice. Now, though, new infrastructure costs must 
be recorded as assets in the government-wide statements. For the governmental funds, these 
same costs continue to be recorded as expenditures in the fund-based statements because both 
acquisition and construction create a reduction in current financial resources. 

Beyond simply recording new infrastructure items as assets, a state or local government also 
has to capitalize many infrastructure assets acquired prior to the establishment of government- 
wide financial statements. A major road system constructed 25 years ago, for example, must be 
shown as an asset in the government-wide statements. Because cost figures for these earlier ac- 
quisitions and constructions may not be readily available, estimations are allowed. In addition, 
because approximating the cost of all infrastructure items acquired prior to the initial creation 
of government-wide statements is virtually impossible, this capitalization requirement is limited 
to major assets that (1) were acquired in fiscal years ending after June 30, 1980, or (2) had major 
renovations, restorations, or improvements since that date. 

For this reason, notes to the 2008 financial statements for the City of St. Louis, Missouri, 
disclosed: 


General infrastructure assets acquired prior to July 1, 2001, consist of the road network and other 
infrastructure assets that were acquired or that received substantial improvement subsequent to 
June 30, 1980, and are reported at estimated historical cost using deflated replacement cost. 


2 GASB Statement 34, “Basic Financial Statements—and Management's Discussion and Analysis—for State 
and local Governments,” June 1999, para. 27. 
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As discussed previously, depreciation is now required for all capital assets appearing in the 
government-wide financial statements except for land as well as artworks and historical trea- 
sures that are deemed to be inexhaustible. The need for depreciation was debated by GASB in 
connection with infrastructure items: Is depreciation appropriate for this type of asset? For ex- 
ample, construction of the Brooklyn Bridge was finished in 1883 at a cost of about $15 million. 
That particular piece of infrastructure has operated now for more than 125 years and, with 
proper maintenance, might well continue to carry traffic for another 125 years. Much the same 
can be said of many roads, sidewalks, and the like built today. With appropriate repair and main- 
tenance, such assets could have lives that are almost indefinite. What expected life should New 
York City use to depreciate the cost incurred in constructing a street such as Fifth Avenue? 

Not surprisingly, governments tend to depreciate some of their infrastructure assets over ex- 
tended periods. The City of Bismarck, North Dakota, uses lives that range from 20 to 100 years, 
whereas the City of Portland, Maine, depreciates these assets over periods from 30 to 67 years. 

However, a unique alternative to depreciating the cost of eligible infrastructure assets such 
as the Brooklyn Bridge or Fifth Avenue is available. This method, known as the modified 
approach, eliminates the need for depreciating infrastructure. If specified guidelines are met, a 
government can choose to expense all maintenance costs each year in lieu of recording depre- 
ciation. Additions and improvements must be capitalized, but the cost of maintaining the in- 
frastructure in proper working condition is expensed. Thus, if this method is applied, New York 
City will directly expense the amount spent on repair and other maintenance of Fifth Avenue 
so that depreciation of the street’s capitalized cost is not recorded. Effectively, proper mainte- 
nance of infrastructure assets can extend their lives indefinitely. 

Use of the modified approach requires the government to accumulate information about all 
of the infrastructure assets within either a network or a subsystem of a network. For example, 
all roads could be deemed a network while state roads, rural roads, and interstate highways 
might make up three subsystems of that network. Fifth Avenue is probably not a network or a 
subsystem by itself. 


¢ For eligible assets, the government must establish a minimum acceptable condition level for 
the network or subsystem of the network and then maintain documentation that this mini- 
mum level is being met. 


e The government must have an asset management system in place to monitor the particular 
network or subsystem of a network in question. This system should assess the ongoing con- 
dition of the eligible assets to ensure that they are, indeed, able to operate at the predeter- 
mined level. 


The state of Texas has adopted the modified approach in connection with reporting its high- 
way system. In its comprehensive annual financial report, the determination of a minimum ac- 
ceptable condition level is explained as follows: 


The Texas Department of Transportation (TxDOT) performs yearly condition assessments 
through its Texas Maintenance Assessment Program (TxMAP). Under this program, visual 
inspections are conducted on approximately 10 percent of the interstate system and 5 percent 
of the non-interstate system (national, state and farm-to-market roadways). For each section of 
highway observed, 21 elements separated into three highway components are assessed scores 
from 0 to 5 (0 = NA, | = Failed, 2 = Poor, 3 = Fair, 4 = Good, 5 = Excellent) in order to deter- 
mine the condition of the highways. Each element within a component is weighted according 
to importance and each component is weighted according to importance to determine the overall 
condition of the highways. The overall score is converted to a percentage measurement for 
reporting (1 = 20%, 2 = 40%, 3 = 60%, 4 = 80%, 5 = 100%). TxDOT has adopted a minimum 
condition level of 80 percent for the interstate system, 75 percent for the non-interstate system 
and 80 percent for the Central Texas Turnpike System based on TxMap assessments. 


The note goes on to indicate that the minimum was met in 2008 with scores of 83.7 percent, 
79.0 percent, and 91.7 percent, respectively. 

The modified approach does provide a method by which governments can avoid depreciat- 
ing infrastructure assets such as the Brooklyn Bridge that can have virtually an unlimited life. 
The issue is, How many governments will go to the trouble of creating the standards and doc- 
umentation required by this approach simply to avoid recording depreciation expense? “I am 
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beginning to see more infrastructure-heavy organizations—such as airport authorities, trans- 
portation authorities, or large states with huge road networks—select the modified approach. 
However, to date, I have not encountered too many general government entities that have con- 
sidered using it’” 


EXPANDED FINANCIAL REPORTING 


LO5 


Understand the composition 

of a state or local government's 
comprehensive annual financial 
report (CAFR). 


The SEC has long advocated inclusion of a verbal explanation of a for-profit company’s oper- 
ations and financial position to accompany its financial statements. This memorandum, known 
generally as the management s discussion and analysis (MD&A), provides a wealth of vital in- 
formation for the reader of the financial statements. Thus, in evaluating for-profit organiza- 
tions, outside decision makers are accustomed to having a “plain English” explanation of the 
figures and other critical information disclosed within the statements. For example General 
Electric Company’s 2008 financial statements contained a Management’s Discussion and 
Analysis that covered 30 pages. Consequently, a stockholder, creditor, potential investor, or 
other interested party is provided with extensive details to describe and supplement the facts 
and figures presented within the company’s financial statements. 

GASB now requires state and local governments to provide a similar MD&A. Thus, the 
general purpose external financial statements of a state or local government are composed of 
three distinct sections: 


1. Management’s discussion and analysis. 

2. Financial statements: 
a. Government-wide financial statements. 
b. Fund-based financial statements. 
c. Notes to the financial statements. 


3. Required supplementary information (other than the MD&A). For example, the City of 
Saint Paul, Minnesota, uses this section to compare budgetary figures with actual results 
for each major fund although a separate statement within the fund-based financial state- 
ments could also have been used. 


GASB explains its justification for requiring officials to provide readers of the government’s 
financial statements with an MD&A: 


The basic financial statements should be preceded by MD&A, which is required supplementary 
information (RSI). MD&A should provide an objective and easily readable analysis of the gov- 
ernment’s financial activities based on currently known facts, decisions, or conditions. The finan- 
cial managers of governments are knowledgeable about the transactions, events, and conditions 
that are reflected in the government’s financial report and of the fiscal policies that govern its 
operations. MD&A provides financial managers with the opportunity to present both a short- and 
a long-term analysis of the government’s activities. MD&A should discuss current-year results 

in comparison with the prior year, with emphasis on the current year. This fact-based analysis 
should discuss the positive and negative aspects of the comparison with the prior year. The use of 
charts, graphs, and tables is encouraged to enhance the understandability of the information.* 


As an illustration, the 2008 financial statements for the City of Raleigh, North Carolina, 
begin with a management’s discussion and analysis of 16 pages that present explanations such 
as the following: 

¢ The cost of all governmental activities this year was $325.4 million. This cost was incurred in 

order to provide basic municipal services to the citizens of Raleigh. These services include, but 
are not limited to: police, fire, solid waste services, parks and recreation, streets maintenance, 
inspections, planning, and others. 

¢ The amount that our taxpayers paid for these activities through property taxes was $151.7 million. 


¢ Those who directly benefited from service-fee based programs paid $41.2 million in charges 
for services. 


3 E-mail from Jack Reagan, partner, KPMG, Washington, DC, August 18, 2009. 
4 GASB Statement No. 34, paras. 8 and 9. 
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The general purpose external financial statements are presented to the public as part of a 
comprehensive annual financial report (often referred to as a CAFR). The CAFR also includes 
other extensive information about the reporting government. For example, the 2008 CAFR for 
the City of Orlando, Florida, with total revenues of about $600 million, was approximately 
270 pages long. In comparison, the 2008 annual report for Wal-Mart, with more than $378 bil- 
lion in revenues, was only 54 pages. 

The CAFR of a state or local government must include three broad sections: 


1. Introductory section—includes a letter of transmittal from appropriate government offi- 
cials, an organization chart, and a list of principal officers. 

2. Financial section—presents the general purpose external financial statement and repro- 
duces the auditor’s report. The government also usually prepares additional supplementary 
information such as combining statements to present financial information for funds that 
do not qualify as major. 


3. Statistical section—discloses a wide range of data about the government. 


THE PRIMARY GOVERNMENT AND COMPONENT UNITS 


LO6 


Explain the makeup of a primary 
government and its relationship 
to component units. 


Primary Government 
The primary government serves as the nucleus and focus of the financial reporting entity as 


defined by GAAP. All state governments and general-purpose local governments automatically 
should be treated as primary governments.> 


According to governmental accounting, every reporting entity should prepare a compre- 
hensive annual financial report. The reporting entity starts with a primary government 
such as a town, city, county, or state. The CAFR also includes all funds, activities, organi- 
zations, agencies, offices, and departments that are not legally separate from the primary 
government. 

However, states and localities often have difficulty determining which of these separate 
activities should be presented with the primary government as part of the reporting entity. 
Except in rare cases, a business enterprise such as IBM or Ford Motor Company simply 
consolidates all corporations over which it has control. A state or locality can interact with nu- 
merous separate departments, agencies, boards, institutes, commissions, and the like. Should 
all of these functions be included as either governmental activities or business-type activities 
within the government’s CAFR? If not, what reporting is appropriate? 

The almost unlimited number of activities that can be related to a government raises prob- 
lems for officials attempting to outline the parameters of the entity being reported. Organiza- 
tions such as turnpike commissions, port authorities, public housing boards, and downtown 
development commissions have become commonplace in recent years. The primary govern- 
ment may have created many of these, but they remain legally separate organizations. Such en- 
tities are designed to focus attention on specific issues or problems. They often promise better 
efficiency because of their corporate-style structure. 

As an example, in the notes to the financial statements in its 2008 CAFR, the City of 
Boston, Massachusetts, lists the following separate organizations related to the government 
but whose financial information had not been included with that of the city. The mayor ap- 
points the members of each governing body, but city authority does not extend beyond mak- 
ing these appointments: 


¢ Boston Housing Authority. 
* Boston Industrial Development Financing Authority. 
¢ Boston Water and Sewer Commission. 


> Stephen J. Gauthier, Governmental Accounting, Auditing, and Financial Reporting—Using the GASB 34 
Model (Chicago: Government Finance Officers Association, 2005), p. 58. 
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Conversely, the City of Atlanta, Georgia, at June 30, 2008, indicated a number of activities that 
were legally separate from the city government but were still presented within that city’s 
financial information because the city is financially accountable: 


e Atlanta-Fulton County Recreation Authority. 
e Atlanta Development Authority. 
e Atlanta CoRA, Inc. 


Clearly, these examples show that activities related to a government can be included in or ex- 
cluded from the information produced by the primary government. Because of the extremely 
wide variety of possible activities, determining which functions actually comprise a state or 
locality is not always an easy task. According to paragraphs 2 and 8 of GASB Statement 14, 
“The Financial Reporting Entity,” the major criterion for inclusion in a government’s compre- 
hensive annual financial report is financial accountability: 


Financial reporting based on accountability should enable the financial statement reader to 
focus on the body of organizations that are related by a common thread of accountability to 
the constituent citizenry. . .. Elected officials are accountable to those citizens for their public 
policy decisions, regardless of whether these decisions are carried out directly by the elected 
officials through the operations of the primary government or by their designees through the 
operations of specially created organizations. [Emphasis added. ] 


Component Units 

Some activities are legally separate from a primary government but so closely connected that 
omission from the statements of that primary government cannot be justified. Because of the 
relationship, elected officials of the primary government are financially accountable for these 
separate organizations known as component units. That is why the City of Atlanta included 
the Atlanta-Fulton County Recreation Authority and the other activities mentioned above in 
its CAFR; they qualified as component units. They are not part of the government but are re- 
ported by the government. 

Despite being legally separate, component units are included within the financial state- 
ments of the primary government to indicate that the connection is close enough to warrant be- 
ing part of the reporting entity. Thus, identification of such activities can be quite important. 
Two sets of criteria have been established. If either is met, the activity qualifies as a compo- 
nent unit to be reported within the CAFR of the primary government. The parameters of the 
reporting entity encompass both the primary government and any component units. 


Criterion 1 

The separate organization (such as the Atlanta-Fulton County Recreation Authority) is viewed 
as a component unit if it fiscally depends on the primary government (the City of Atlanta). As 
defined, fiscal dependency means that the organization cannot do one or more of the follow- 
ing without approval of the primary government: adopt its own budget, levy taxes or set rates, 
or issue bonded debt. 


Criterion 2 

First, officials of the primary government must appoint a voting majority of the governing 
board of the separate organization. Second, either the primary government must be able to im- 
pose its will on that board or the separate organization provides a financial benefit or imposes 
a financial burden on the primary government. 

For example, a state (the primary government) might establish a legally separate commis- 
sion to oversee off-track betting. However, if the state appoints a voting majority of the board 
membership and the financial benefits from revenues generated by the commission accrue to 
the state, the commission is considered a component unit of the state for reporting purposes. 

Three aspects of the second criterion should be explained further to ensure proper application. 


Voting Majority of the Governing Board The authority to elect a voting majority must be 
substantive. If, for example, the primary government simply confirms the choices that other 
parties make, financial accountability is not present. In the same way, financial accountability 
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does not result when the primary government must select the governing board from a limited 
slate of candidates (such as picking three individuals from an approved list of five). Thus, the 
primary government must have the actual responsibility of appointing a voting majority of the 
board before the organization meets this portion of the second criterion. 


Imposition of the Primary Government’s Will on the Governing Board Such power is indi- 
cated if the government can significantly influence the programs, projects, activities, or level 
of services the organization provides. This degree of influence is present if the primary gov- 
ernment can remove an appointed board member at will, modify or approve budgets, override 
decisions of the board, modify or approve rate or fee changes, and hire or dismiss the individ- 
uals responsible for day-to-day operations. 


Financial Benefit or Financial Burden on the Primary Government A financial connec- 
tion exists between the organization and the primary government if the government is entitled 
to the organization’s resources, the government is legally obligated to finance any deficits or 
provide support, or the government is responsible for the organization’s debts. 


Reporting Component Units 


Component units are reported in one of two ways: discrete or blended presentation. Many 
component units are discretely presented at the far right side of the government-wide state- 
ments. For example, the June 30, 2008, Statement of Net Assets for the City of Detroit, 
Michigan, shows that the primary government had total assets of more than $10.7 billion 
whereas its discretely presented component units shown just to the right of the primary gov- 
ernment reported total assets of $957 million. 

According to the financial statements, these component units were made up of the follow- 
ing separate organizations: 


¢ Detroit Brownfield Redevelopment Authority 
¢ Detroit Public Library 

¢ Detroit Transportation Corporation 

¢ Downtown Development Authority 

e Eastern Market Corporation 

¢ Economic Development Corporation 

¢ Greater Detroit Resource Recovery Authority 
¢ Local Development Finance Authority 

¢ Museum of African American History 

* Tax Increment Finance Authority 


As an alternative placement, a primary government can include component units as an 
actual part of the reporting government (a process referred to as blending). Although legally 
separate, the component is so intertwined with the primary government that inclusion is nec- 
essary to appropriately present the financial information. In discussing the reporting of its 
three component units, the City of Atlanta, Georgia, indicates that two are discretely presented 
while the other is blended: 


The government-wide financial statements include not only the City itself (known as the 
primary government), but also the legally separate Atlanta-Fulton County Recreation Authority, 
Atlanta CoRA Inc., and Atlanta Development Authority for which the City is financially 
accountable. Financial information for these component units is reported separately from 

the financial information presented for the primary government itself, except for Atlanta 
CoRA, Inc., whose statements are blended with the primary government. 


One other aspect of the overall reporting process should be noted: the possible existence of 
related organizations. In such cases, the primary government is accountable because it ap- 
points a voting majority of the outside organization’s governing board. However, fiscal de- 
pendency as defined earlier is not present, and the primary government cannot impose its will 
on the board or gather financial benefits or burdens from the relationship. The organization 
does not qualify as a component unit to be included in the government’s financial reporting. 
However, the primary government must still disclose the nature of the relationship. 


Discussion Question 


IS IT PART OF THE COUNTY? 


Harland County is in a financially distressed area in Missouri. In hopes of enticing business 
to this area, the state legislature appropriated $3 million to start an industrial development 
commission. The federal government provided an additional $1 million. The state appointed 
15 individuals to a board to oversee the operations of this commission, and county officials 
named 5 members. The commission began operations by raising funds from local citizens 
and businesses. It received $700,000 in donations and pledges. The county provided cleri- 
cal assistance and allowed the commission to use one floor of the county office building for 
its headquarters. The county government must approve the commission’s annual operat- 
ing budget. 

During the current period, the commission spent $2.4 million. It achieved notable suc- 
cess. Several large manufacturing companies have recently begun to explore the possibil- 
ity of opening plants in the county. 

Harland County is presently preparing its comprehensive annual financial report. Should 
it include the revenues, expenditures, assets, expenses, and liabilities of the industrial devel- 
opment commission? Is it a fund within the county's primary government, a component 
unit, or a related organization? 

Is the industrial development commission a component unit of the State of Missouri? 
How should its activities be presented in the state’s comprehensive annual financial report? 


Special Purpose Governments 

Cities, counties, states, and the like are known as general purpose governments. They provide 
a wide range of services such as police protection, road repair, and sanitation. They are pri- 
mary governments, each within its own reporting entity. However, activities that qualify as 
special purpose governments are also viewed as primary governments for separate reporting 
purposes. 

Thousands of special purpose governments exist throughout the country; they carry out 
only a single function for the public or a limited number of functions. Common examples in- 
clude public school districts, colleges and universities, utilities, hospitals, transit authorities, 
and library services. A note to the 2008 financial statements prepared for the University of 
Iowa indicates that “for financial reporting purposes, the University is considered a special- 
purpose government.” 

When reporting a single activity, such as a transit system, school system, or utility, the 
question arises as to whether it is (1) part of a larger government such as a city or county as 
either a fund or a component unit, (2) a nongovernmental not-for-profit organization, or (3) a 
special purpose government that produces its own financial statements according to govern- 
mental accounting principles. 

An activity or function is deemed a special purpose government if it meets the following 
criteria: 


1. Have a separately elected governing body. 


2. Be legally independent, which it can demonstrate by having corporate powers such as the 
right to sue and be sued as well as the right to buy, sell, and lease property in its own name. 


3. Be fiscally independent of other state and local governments. 


For example, a school system that satisfies all three is reported as a special purpose gov- 
ernment that produces its own financial statements. However, if that same school system fails 
to meet any one of these, its financial condition and operations are likely to be maintained 
within the General Fund or Special Revenue Funds of a city or county government. 

As mentioned previously, an activity is normally considered to be fiscally independent if its 
leadership can determine the activity’s budget without having to seek the approval of an out- 
side party, levy taxes or set rates without having to seek outside approval, and can issue 
bonded debt without outside approval. 
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The comprehensive annual financial report for the Charlotte-Mecklenburg County, North 
Carolina, Board of Education shows total expenses for the year ended June 30, 2008, of more 
than $1.25 billion as a special purpose government. A note to these statements explains why 
the Board represents a primary government to be reported separately from the local general 
purpose government: 


The Charlotte-Mecklenburg Board of Education (Board) is a Local Education Agency empowered 
by State law [Chapter 115C of the North Carolina General Statutes] with the responsibility to 
oversee and control all activities related to public school education in Charlotte-Mecklenburg, 
North Carolina. The Board receives State, Local, and Federal government funding and must adhere 
to the legal requirements of each funding entity. Although Mecklenburg County (the County) 
levies all taxes, the Board determines how the school system will spend the funds generated for 
schools. The County cannot modify the school system’s budget, nor is the County entitled to share 
in any surpluses or required to finance any deficits of the school system. For these reasons, the 
Board is not fiscally dependent on the County and therefore is recognized as a primary government. 


GOVERNMENT-WIDE AND FUND-BASED FINANCIAL 
STATEMENTS ILLUSTRATED 


LO7 


Understand the physical structure 
of a complete set of government- 
wide financial statements and 

a complete set of fund-based 
financial statements. 


At the core of a governmental reporting entity’s comprehensive annual financial report are the 
general purpose financial statements. As described, these statements are made up of government- 
wide financial statements and fund-based financial statements. Government-wide statements 
present financial information for both governmental activities and business-type activities. 
They measure economic resources and utilize accrual accounting. 

The fund-based statements separately present the governmental funds, the proprietary 
funds, and the fiduciary funds. The measurement focus and the timing of recognition depend 
on the fund in question. For governmental funds, the current financial resources measurement 
focus is used with modified accrual accounting. However, both proprietary funds and fidu- 
ciary funds use accrual accounting to report all economic resources. 

In the previous chapter, four of these statements were outlined to introduce the basic struc- 
ture of each. However, now that a deeper understanding of government accounting has been 
established, these same statements as well as several other fund-based statements can be ex- 
amined in more detail. Having an appreciation for the end result of the accounting process 
helps to explain how diverse elements of government accounting fit together into a complete 
reporting package.® Hundreds, if not thousands, of actual financial statements are readily 
available. An Internet search will locate the home page of virtually any U.S. city or county of 
significant size. On that site, a search of “CAFR” or “annual financial report” should locate 
the latest statements. Understanding is greatly enhanced by reviewing such statements. 


Statement of Net Assets—Government-Wide Financial Statements 


Exhibit 17.1 presents the June 30, 2008, statement of net assets for the City of Sacramento, 
California. As a government-wide financial statement, it is designed to report the economic 
resources of the government as a whole (except for the fiduciary funds, which are not included 
because those assets must be used for a purpose outside the primary government). 

Several aspects of this statement of net assets should be noted specifically: 


¢ The measurement focus is the economic resources controlled by the government. Thus, all 
assets including capital assets are reported. Long-term liabilities are presented for the same 
reason. 


¢ Capital assets other than land, land improvements, inexhaustible artworks, and construction 
in progress are reported net of accumulated depreciation because depreciation is required 
on the government-wide statements. (See Point A.) Newly acquired infrastructure assets are 


© The examples presented here illustrate the government-wide financial statements and the fund-based 
financial statements for both governmental funds and proprietary funds. Because they are more specialized, 
the fund-based statements for the fiduciary funds have been omitted. Those statements can be found at 
www.cityofsacramento.org/cafr/. 
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EXHIBIT 17.1 Government-Wide Financial Statements 


CITY OF SACRAMENTO 
Statement of Net Assets 
June 30, 2008 
(in thousands) 


Primary Government 


Governmental Business-Type Component 
Activities Activities Total Units© 
Assets 
Gashvanchinvestimentsmem eee aire eee $ 420,104 $ 126,918 $ 547,022 % 4204 
SSU(MMISS [MCI] ASHSHS peo cp oocncconoeeoaeunaseuoon 96,374 19,190 115,564 — 
ReceIVablesamet «canmcsrnmeac ce ore treonctas coat eau ser nero nce 25520 58,393 313,594 14,901 
IntenmaltbalanGes(B) a csnesere ye sreses ean eres eer ererern ea 20,502 (20,502) — —_ 
IVENitOnieGS emotes our ee mee tere ener ora 3,051 3,202 6,253 98 
Phe PalGiitennS: erases syns cere ie meaty ee een at gr reer 478 10 488 376 
Restricted cash and investments...................0.. 149,207 16,439 165,646 33,428 
Deemed chargesaam se wr ee eae ere 5,169 4,672 9,841 3,052 
Land and other capital assets not being depreciated ...... 356,593 103,766 460,359 4,954 
Other capital assets, net of depreciation®............... 29,2233 915,814 2,207,037 60,163 
WOtaliaSSetSi ees ee eee at eee ee eee ee ceer 2,597,902 1,227,902 3,825,804 118,183 
Liabilities 
Securities lending obligations ......................-. 96,374 19,190 115,564 — 
Pavablesme tian 20 cor a mr ne toy ROC Re uenOle cCe Me een aye 83,240 27,093 110,333 8,506 
WneanmedrevenUer. ean ase: caleG tect cae seiarn saosin 21,601 SVL) 24,126 17 
Long-term liabilities: 
DUS MUM MOMNE VEE 44 usanccce sedbaceaasgesanabecs 66,385 16,852 83,237 6,065 
DIKE iin) HALONS HEIN) OWE WEEN ons congsudscascceuodcucs 629,919 385,316 POS e235 110,202 
Totaliliabilitiessyeseres sera es wee tienes rer reer ae 897,519 450,976 1,348,495 124,790 
Net Assets (Deficit) 
Invested in capital assets, net of related debt ............ 1,411,436 656,951 2,068,387 (24,397) 
Restricted for: 
Gapitall OrO|eGtstea erates erent oe ie ee en ea 124,919 — 124,919 — 
DebuSenviGeie nonce em eee eer eos 55) || — 531 9,575 
Trust and endowments: 
Expendable: hecscasen mrt cosencrmne ay perce eee ee 6,159 —_ 6,159 — 
Nrojarendevetnellol teh. eee ios: con on apvarsmescunmmela teats aenrerecn 1,934 —_ 1,934 — 
OLN Gee garemes ue n oe tC tsete an roma cean une U or oes 30,996 — 30,996 10,416 
UTNE Ta eixetoll oe Ace Ponce ectege each ce cuca ane taroeen esti Bly amie 124,408 119,975 244,383 (2,201) 
lotalinetassets (deficit peer ce eas $1,700,383 $ 776,926 $2,477,309 $ (6,607) 


The notes to the financial statements are an integral part of this statement. 


included within the capital assets. The remaining historical cost basis of previously ac- 
quired infrastructure, if major and acquired or renovated since 1980, has been estimated 
and capitalized. Infrastructure depreciation is omitted if the modified approach is used. 
However, the City of Sacramento did not choose to use the modified approach. 


e The primary government is divided into governmental activities and business-type activ- 
ities. Governmental funds are reported as governmental activities whereas enterprise 
funds comprise most, if not all, of the business-type activities. Even though recorded 
within the proprietary funds, internal service funds are normally included within the gov- 
ernmental activities because those services are rendered primarily for the benefit of ac- 
tivities within the governmental funds. However, if a particular internal service fund 
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predominantly serves an enterprise fund, that internal service fund should be included as 
a business-type activity. 
The internal balances shown in the asset section (Point B) come from receivables and 
payables between the governmental activities and the business-type activities. The internal 
balances reported on this statement offset, so that there is no effect on the totals shown for 
the primary government. 


Investments are reported at fair value rather than historical cost. 


Discretely presented component units are grouped and shown to the far right side of the state- 
ment (Point C) so that the reported amounts do not affect the primary government figures. 
However, blended component units are included, as appropriate, within either the govern- 
mental activities or the business-type activities as if they were individual funds. According 
to the notes to the City of Sacramento’s financial statements, there were two discretely pre- 
sented component units, the Sacramento Regional Arts Facilities Financing Authority and the 
Sacramento Hotel Corporation, as well as two blended component units, the Sacramento City 
Employee Retirement System and the Sacramento City Financing Authority. 


Because this is a statement of net assets, the format is not structured to stress that assets are 
equal to liabilities plus equities as is found in a typical balance sheet. Rather, the assets 
($3.83 billion for the primary government) less liabilities of $1.35 billion indicated net 
assets of $2.48 billion. 

As the Net Assets section shows, several amounts have been restricted for capital projects, 
debt service, and the like. Restrictions are reported in this manner only if usage of the as- 
sets has been specified by external parties such as creditors, grantors, or other external 
party, or because of laws passed through constitutional provisions or enabling legislation. 
Although not restricted, the amount of net assets tied up in capital assets less any related 
debt is reported as a separate figure within the Net Assets section. Such amounts are not 
readily available. 


Statement of Activities—Government-Wide Financial Statements 


The statement of activities presents a wide array of information about a state or local govern- 
ment. As the statement for the City of Sacramento, California, shows in Exhibit 17.2, the same 
general classification system of governmental activities, business-type activities, and compo- 
nent units used in Exhibit 17.1 provides the structural basis for reporting. However, the format 
here is more complex and requires close analysis. 


Operating expenses are presented in the first column (Point D). They are not classified ac- 
cording to individual causes such as salaries, rent, depreciation, or insurance. Instead, all 
expenses are shown by function, which is more relevant to readers: general government, 
police, fire, general services, and the like. As paragraph 41 of GASB Statement /4 states, 
“as a minimum, governments should report direct expenses for each function. Direct ex- 
penses are those that are specifically associated with a service, program, or department and, 
thus, are clearly identifiable to a particular function.” Expenses are shown for governmen- 
tal activities, business-type activities, and the two discretely presented component units. 


Interest expense on general long-term debt (Point E) is normally viewed as an indirect ex- 
pense because it benefits many government operations. However, due to its size, informa- 
tional value, and difficulty of allocation, this expense frequently is shown as in Exhibit 17.2 
as a separate “function.” In the second column, a portion of the expenses assigned to two 
governmental activities are allocated as indirect expenses to business-type activities. 
After operating and indirect expenses have been determined for each function, related pro- 
gram revenues are reported in the next three columns (Point F). Program revenues are those 
revenues derived from the function itself or from outsiders seeking to reduce the govern- 
ment’s cost for that function. As Exhibit 17.2 shows, program revenues are classified as: 


1. Charges for services. For example, a monthly charge is normally assessed for water ser- 
vice; therefore, this first business-type activity shows more than $65.1 million in pro- 
gram revenues. In contrast, most government functions generate only relatively small 
amounts of revenue from sources such as parking meter revenues, fines for speeding 
tickets, concessions at parks, and the like. 
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2. Operating grants and contributions. This column reports amounts received from out- 
side grants and similar sources that were designated for some type of operating pur- 
pose. For example, $16.2 million in operating grants and contributions is shown for the 
Sacramento police. 


3. Capital grants and contributions. This column shows outside grants and similar sources 
when the resources were designated for capital asset additions. For the City of Sacramento, 
during this year, the largest amount of capital grants and contributions (by far) went to 
Transportation (Point G). 


e After expenses have been assigned along with related program revenues, a net (expense) or 
revenue figure can be determined for each function. This net figure provides a measure of the 
financial cost (or benefit) of the various government functions. For example, in Exhibit 17.2, 
the police department had more than $159.2 million in operating expenses but was able to 
generate program revenues of only $20.4 million from charges for services and operating 
grants and contributions. Thus, as disclosed at Point H, the Sacramento taxpayers had to bear 
a financial burden of over $138.8 million for police protection. That cost is important infor- 
mation to citizens reading these statements. In contrast, the water system reported operating 
and indirect expenses of $63.4 million, but its charges, grants, and contributions totaled 
nearly $69 million. Thus, this business-type activity generated net revenues of approximately 
$5.5 million (see Point I) as a financial benefit for the government during this period. 


e Net expenses and revenues can be determined in total for each category of the government. 
In this example, all of the governmental activities are combined to report net expenses of 
more than $306 million (see Point J) while the business-type activities generated net rev- 
enues of approximately $5 million (see Point K). The component units reported net ex- 
penses of over $2 million (see Point L). Notice at Point M that these totals are transferred 
to the second part of this statement so the impact of general revenues can be included 
where appropriate. 

¢ General revenues are reported as additions to either the governmental activities, business- 
type activities, or component units. All taxes are general revenues because they do not re- 
flect a charge for services; they are obtained from the population as a whole. At Point N, 
property taxes of nearly $138 million are shown as the largest revenue contributing to meet 
the cost of the governmental activities provided by the City of Sacramento. In addition, in- 
flows such as the gain on sale of capital assets fall under this same category. 


¢ Transfers of $12,898,000 during the year between governmental activities and business- 
type activities are also shown under the general revenues, but they offset, so that no impact 
is created on the total for the primary government (see Point O). 


Balance Sheet—Governmental Funds—Fund-Based Statements 


Switching now to the fund-based financial statements, Exhibit 17.3 presents the balance sheet 
for the governmental funds reported by the City of Sacramento. This statement measures only 
current financial resources and uses modified accrual accounting for timing purposes. No pro- 
prietary funds, component units, or fiduciary funds are included; this fund-based statement 
reflects just the governmental funds. Several parts of this statement should be noted: 


e A separate column must be shown for the General Fund and any other major fund moni- 
tored within the governmental funds. The city has identified six funds as major including 
the Capital Projects Fund and the Special Revenue Fund associated with the Crocker Art 
Museum Fund. The government can classify any fund as major if officials believe it is 
especially important to statement users. However, as mentioned in the previous chapter, 
a fund is considered major and must be reported separately if it meets two criteria: 


1. Total assets, liabilities, revenues, or expenses/expenditures of the fund are at least 
10 percent of the corresponding total for all such funds. 

2. Total assets, liabilities, revenues, or expenses/expenditures of the fund are at least 5 per- 
cent of the corresponding total for all governmental funds and enterprise funds combined. 


All funds that are not considered to be major are combined and reported as “Other Gov- 
ernmental Funds.” 


Py EXHIBIT 17.2 Government-Wide Financial Statements 


CITY OF SACRAMENTO 
Statement of Activities 
For the Fiscal Year Ended June 30, 2008 
(in thousands) 


Program Revenues) 


Indirect Operating Capital 
Operating Expenses Charges for Grants and Grants and Net (Expense) 
Functions/Programs Expenses () Allocation Services Contributions Contributions Revenue 
Primary government: 
Governmental activities: 
General government .................. $ 56,787 $(6,946) iS 5) 25)3} $ — $ 138 $ (44,470) 
el Tell eines sree ya cee hes ince Stee has enc teren Sere 159,207 — 4,203 16,190 — (138,814) @ 
ri KeY ater ehs pesca curteinna Accieiv erie eamem Au seurncurecce 104,149 — 17,936 725 _— (84,488) 
General services ...........0..0000 eee 29,196 (1,669) 10,471 3 156 (16,897) 
HTFANSPOHCAUO MNS peer tee ere eens ewes ere 89,016 — 19,574 17,398 78,347@ 26,303 
Economic development ...............-. 10,048 — 8,143 15 1,677 (213) 
Convention, culture & leisure. ........... 21,518 — 9,425 935 28,413 17,255 
Panksram CiieGhect|© hime sateen an en ene 60,930 — 13,343 14,652 13,764 (19,171) 
Godevenioncementecm ese eee 10,154 — 3,800 323 — (6,031) 
Development services ...............-. 30,247 — 19,867 — 5,987 (4,393) 
Plannin tance ae ee ene eee ee 6,830 — 114 604 13,426 7 By iva) 
Neighborhood services ...............- 1,667 — 123 — —_ (1,544) 
IB ea eae Aree ee pee ae race ena ty ae 9,935 — — — 11 (9,924) 
Interest on long-term debt ............ 31,157® — — — —_— (1,57) 
Total governmental activities .......... 620,841 (8,615) 12237 51,845 141,919 (306,230)Q 
Business-type activities: 
AY AVE C=) pik rasta iiec ineea cane Pony enc mre Manny eae 60,944 2,420 65) 1127 _ 3,702 5,465 
SCWEln ie ce Ree ran Oe en ene eons 17,439 891 20,704 — 1,042 3,416 
Stonmic falnac emai reat ati ener 36,947 1,623 33,289 410 7,201 223380 
SOlidiwWastGan 45 ma yu ees anatls Siry Ger cee 46,427 2,308 52,434 760 — 4,459 
(COUMNUININY CUM sac acacaseusueeoseae 19,743 764 7,556 — —_ (12,951) 
ELA dite p cme stant ath Mirek een et tina deg ea rie 16,669 485 19,626 — — 2,472 
Ghildidevelopmentsryeets een ee 6,604 — 5,587 654 —_ (363) 
META cr lsdernonraenee tavern Bene mera Manca een meus 1,133 124 1,378 —_— —_ 121 
Total business-type activities ........... 205,906 8,615 205,701 1,824 11,945 4,949® 
Total primary government .................. $826,747 ———— $317,933 $53,669 $153,864 $(301,281) 
Component units: 
Sacramento Hotel Corporation ............ $ 37,589 $ — $ 36,093 $ — $ —_ $ (1,496) 
Sacramento Regional Arts 
Facilities Financing Authority ............. 736 — — — — (736) 
Total component units .................00. $ 38,325 $ — $ 36,093 $ — $ — $ (2,232)O 


The notes to the financial statements are an integral part of this statement. 
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CITY OF SACRAMENTO 
Statement of Activities 
For the Fiscal Year Ended June 30, 2008 
(in thousands) 


Primary government 


Governmental Business-type 


Component 
Activities Activities Total Units 
Change in net assets: 
NetiCexpense)inevem Were errs. enc cec aires ce supe ee ns caer Ne ieee sci rsmes omer Suen hens) vuleacts $ (306,230) (W) $4,949 $ (301,281) $ (2,232) 
General revenues: 
Taxes: 
PrOPOhtystaxes : Sane See ane Ame ae eh ens MA ee Ener aM enone Sala A ea 137,782(N) = 137,782 = 
Uitilitysusenitaxes er enact nete ae roei eco cure ecre mer een me nems eee aenengemrrenctae: 57,561 — 57,561 — 
@theptaxesiay eee teste ny aoe tn ees ara ae ee ee aan ag Aur oe mnt Race each nen 23,865 17,538 41,403 —_ 
Unrestricted sales taxes shared state revenue ............ 0... e eee eee eee 54,821 —_ 54,821 —_ 
Winresthictediinilieuisalesitaxe- serene a ceras epg eesee ener eres oy ry ary eaten eur eure 16,344 —_ 16,344 _ 
UnrestrictediintergovernmentallifevenUe snes 1 sae es eee notes ees 2,836 — 2,836 — 
UAESiietetel MWESIMNEMIECZIMMINGS acocnscaacenedodnooneoupeondcconssenood 31,507 6,898 38,405 2,004 
WrrestrietedimiscellaneOusir cane ccesa ees cea use eer eee an cect ee: 12,149 353 12,502 — 
Special item—distribution from component unit ............... 0. eee eee eee ee 28,088 = 28,088 = 
Specialiitem—agalmon sale of capitallassetsee ry ee ean see ce — 19,860 19,860 _— 
Special item—payment to redevelopment agency .............-0020 cece ee eee (9,297) (14,215) (23752) — 
TANS SS eee eee nae bye Ua ae, Renee te tes en EA ORT ee NER amt ete meg ea 12,898 (12,898) —© = 
Total general revenues, special items, and transfers .................2.20202055 368,554 17,536 386,090 2,004 
Ghangeiminetiassets wayyy nae meit armen yet fay tare tec teenie Roar Banana Wreregan, 62,324) 22,485 84,809 (228) 
Net assets (deficit), beginning of year ................. 00.0. c ce eee 1,638,059 754,441 2,392,500 (6,379) 
Net assets) (deficit) ;endiof;veani 12 4- ene $1,700,383 $776,926 $2,477,309 $ (6,607) 
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EXHIBIT 17.3 Fund-Based Financial Statements 


CITY OF SACRAMENTO 
Governmental Funds 
Balance Sheet 
June 30, 2008 (in thousands) 


General Fund Capital Crocker Art Financing 1997 Lease Transportation Other Total 
General Projects Grants Museum Plans Revenue and Development Governmental Governmental 
Fund Fund Fund Fund Fund Bond Fund Fund Funds Funds 

Assets 
Cash and investments held by City ........ $101,711 $ 977 $ — $ — $115,031 $ 2,006 $66,747 $ 94,271 $380,743 
Cash and investments held by fiscal agent . . . — — — — — 2| — 314 385 
SecunitylemdingiasSetsw esse renee 28,452 23,990 — 7,283 29,225 — — 1,343 90,293 
REeceivablesemetae sary ate amore eeeese eae 

UL FEW ict anette pata o ie rg Be Sod Ren ag Se ea ec 25,160 — — —_ — — — 42 25,202 

ACCOUNTS ea eee nie Ur ree eae 9,724 — 707 — 15,384 — 1,860 D297) 29,967 

LOA Seer eee eae en nee 1,601 —_— — — — 70,930 — 875 73,406 

Investment securities sold.............. 2,935 2,476 — 752 3,017 — —_ — 9,180 

IMLeKGOVe rine ital liiee wenn een enemas —_— — 34,818 — —_ —_ 8,821 69,474 sts 

[testy favs aces tree ao denar ea menaeh. crane 942 796 — 241 969 398 — 129 Sls: 
DWE TiOlin GUNMEN TUNG .osccccnconeeouce 15 — — — 523 — — — 538 
IMVEMTONICS een teror er eee oe rr ears —_ _— —_ — —_ —_ —_ shlS Asi 
Brepaigiite rns pees seat eek ate corer eens 449 — — — — — — 29 478 
Restrictediassetse etre nre ira reer ines 

Cash and investments held by City....... — 100,605 D5) 26,491 8 782 |, 3/2 129,283 

Cash and investments held by 

fiscalkagemtegeeet t-te tee cee ye ee — — — —_ — — — 19,924 19,924 

Advances to other funds ................ 400 — — — — — — — 400 

lotalcassetste sane e se we ete nee $171,389 $128,844 $35,550 $34,767 $164,157 $74,137 $77,428 $191,380 $877,652 
Liabilities: 

Securities lending obligations ........... $ 28,452 $ 23,990 $ = $ 7,283 $ 29,225 $ — $ = $ 1,343 $ 90,293 

AGGOURtS Daya DIG eat nee ren 37,425 7,179 5,682 — 739 — 8,150 6,436 65,611 

Duetorother 1UndSm ae cea _ — 23,696 — — — Sibi, 2,222 31,675 

Matured bonds and interest payable ..... — — — _— — — — 3,043 3,043 
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DGPOSItSy tear anette eae Cnn hee 172 — 631 — — — 
Deferred revenue .................... 5,988 —_— 38,616 —_ 17,203 71,328 
Advances from other funds ............ 390 — — — — — 
Otaliliabiliticsie wees ween ee eye rece er 72,427 31,169 68,625 7,283 47,167 71,328 
Fund Balances (deficit): 
Reserved: 
FOR MOMGUKTeNitaSSCLS eases enn 1,604 —_ _— —_— — —_ 
FOI CMGUIMOVEINGSS 2 oc oseccsaseseoen 8,947 42,718 14,219 42,164 i,655 —_— 
FOmGebtESCIViGeSie nae nn ean coer a memes — 53} — — — 803 
For inventories and prepaids.......... 449 — — — — — 
ole WUE CLONC IONS a 20 escacca0deans — — — — _— — 
Unreserved: 
Designated for economic uncertainty .. . 33,100 = = = = = 
Designated for capital projects ........ 28,942 42,886 = — 30,359 — 
Designated for SHRA—hotel sale ...... 6,458 = = = = = 
Designated for Voluntary Separation 
eoeranmWSP) coseccesanboeseudas 3,912 — — — — — 
Designated for fiscal year 2009 results . . 492 = = = = = 
Designated for subsequent year’s 
EXPeMCItUNGS secre erences wee tees 14,058 — — — — — 
Undesignated seer renege 1,000 11,540 (47,294) (14,680) 84,976 2,006 
Unreserved, reported in: 
Special revenue funds ............. — — — — — — 
DebtsenvicenUmdsmer etre or — — — — — — 
Capital projects funds ............. _— — — — — — 
Permanent UmcSiemnn-e ener errr — — — — — — 
Total fund balances (deficit) .......... 98,962 97,675 (33,075) 27,484 116,990 2,809 
Total liabilities and fund balances (deficit) ..... $171,389 $128,844 $35,550 $34,767 $164,157 $74,137 


32,424 
7,194 
23,808 
3,700 


96,348 


$191,380 


1,944 
214,058 
7,826 


414,450 


2,479 
122,616 
22,634 
11,793 
1,934 


33,100 
130,851 
6,458 


S32 
492 


23738 
46,569 


32,424 
7,194 
23,808 
3,700 


463,202@ 
$877,652 
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e This balance sheet reports no capital assets or long-term debts because only current finan- 
cial resources are being measured. 


¢ Totals for the governmental funds appear in the final column. However, internal balances 
such as “due from other funds” (a receivable) and “due to other funds” (a liability) have not 
been offset. The governmental totals are just mathematical summations, not consolidated 
balances. 

¢ The Fund Balances figures reported at Point P look significantly different than the non- 
spendable, restricted, committed, assigned, and unassigned categories discussed in the pre- 
vious chapter. The City of Sacramento financial statements shown here were produced 
before the new rules for reporting the Fund Balance were issued. 

¢ The total Fund Balances figure for the governmental funds of $463.2 million (Point Q) is 
significantly different from the $1.7 billion in total net assets reported for governmental ac- 
tivities as a whole in the statement of net assets (Exhibit 17.1). To help understand that 
large disparity, a reconciliation is included along with the balance sheet (titled Reconcilia- 
tion of the Balance Sheet to the Statement of Net Assets—Governmental Funds). Accord- 
ing to this reconciliation, the four largest items that formed the link between the totals 
shown for the governmental activities of the government-wide financial statements and 
those of the governmental funds of the fund-based financial statements are: 


1. Approximately $1.7 billion of capital assets reported by the governmental activities on 
the government-wide financial statements (Exhibit 17.1) were omitted on the compara- 
ble fund-based financial statement (Exhibit 17.3). 

2. Revenue transactions of $193 million reported on the government-wide statements had 
not been recognized in the fund-based statements because the resulting financial re- 
sources were not viewed as being available in the current period. 

3. The government-wide financial statements reported long-term liabilities (of approxi- 
mately $638 million), but the fund-based statement did not. They did not represent 
claims to current financial resources. 

4. Internal service funds with net assets of $84 million were included in the governmental 
activities although, for fund-based financial statements, they were classified as propri- 
etary funds rather than governmental funds. 


Statement of Revenues, Expenditures, and Changes in Fund 
Balances—Governmental Funds—Fund-Based Statements 


Exhibit 17.4 presents the statement of revenues, expenditures, and changes in fund balances 
for the governmental funds of the City of Sacramento. Once again, the General Fund is de- 
tailed in a separate column along with each of the major funds previously identified. Figures 
for all remaining nonmajor funds are then accumulated and shown together. 

In examining Exhibit 17.4, note each of the following: 


¢ Because the current financial resources measurement focus is being utilized, expenditures 
(Point R) rather than expenses are reported. For example, Capital Outlay is presented here 
as a reduction in resources rather than the acquisition of an asset. In the same way, Debt 
Service—Principal is reported on the statement in Exhibit 17.4 as an expenditure instead 
of a decrease in liabilities. 

¢ Because the modified accrual method of accounting is used for timing purposes, reported 
amounts will be different than those previously shown. For example, total expenditures for 
interest and fiscal charges are listed on Exhibit 17.4 as $30,689,000 (Point S) whereas in- 
terest on long-term debt was disclosed in Exhibit 17.2 at Point E as $31,157,000. The first 
figure measures expenditures during the period using modified accrual accounting and the 
second figure is the amount of expense recognized according to accrual accounting. 

¢ Exhibit 17.4 presents other financing sources and uses to reflect the issuance of long-term 
debt, distribution from a component unit, and transfers made between the funds. Because 
the fund-based statements are designed to present individual fund activities rather than 
government-wide figures, no elimination of the transfers is made. 
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« A reconciliation should be shown between the ending change in governmental fund bal- 
ances (a decrease at Point T of nearly $50 million) in Exhibit 17.4 and the ending change 
in net assets for governmental activities in Exhibit 17.2 (an increase at Point U of $62 mil- 
lion). For the City of Sacramento, the major differences listed on this reconciliation in- 
volved the acquisition of capital assets ($144.5 million), the recording of depreciation 
($74.7 million), the recording of revenues that did not provide current financial resources 
($25.9 million), the recording of expenses that are not claims to current financial resources 
($22.3 million), and the repayment of long-term debt ($19.5 million). 


Statement of Net Assets—Proprietary Funds— 
Fund-Based Statements 
The assets and liabilities of the City of Sacramento’s proprietary funds, as reported in the 
fund-based financial statements, are presented in Exhibit 17.5. This statement shows individ- 
ual information about six major enterprise funds, with a single column for the summation of 
all other enterprise funds. In addition, the statement provides a total for all of the enterprise 
funds. Specific information is available for the water fund, sewer fund, storm drainage fund, 
solid waste fund, community center fund, and the parking fund. 

In examining Exhibit 17.5, a considerable amount of significant information should be noted: 


¢ This fund-based statement also combines and exhibits the internal service funds (Point Z) 
because they are proprietary funds. However, government-wide financial statements usually 
report these same internal service funds as part of the governmental activities. 

¢ Because the proprietary funds utilize accrual accounting to measure economic resources, 
the totals for the enterprise funds in Exhibit 17.5 agree in most ways with the total figures 
in Exhibit 17.1. The amount of detail, however, is more extensive in the fund-based finan- 
cial statements. For example, the statement in Exhibit 17.1 uses only two accounts to de- 
scribe capital assets whereas Exhibit 17.5 uses seven. 

¢ Restricted cash and investments (Point V) of more than $16 million are listed under Non- 
current assets. An external source or specific laws must have designated the use of this 
money in some manner. 

¢ Note in both the current and noncurrent liabilities that the City of Sacramento discloses 
amounts owed in connection with accrued compensated absences, liability for landfill closure, 
and capital lease obligations payable. All three were discussed earlier in this chapter. 


Statement of Revenues, Expenses, and Changes in Fund Net 
Assets—Proprietary Funds—Fund-Based Statements 


Just as the statement of net assets in Exhibit 17.5 provides individual information about spe- 
cific enterprise funds (and totals for the internal service funds), the statement of revenues, ex- 
penses, and changes in fund net assets in Exhibit 17.6 gives the revenues and expenses for 
those same funds in detail. As an example, in Exhibit 17.2 operating and indirect expenses 
were listed for each of the business-type functions. Here, in Exhibit 17.6 (Point W), operating 
expenses are separately listed for employee services, services and supplies, depreciation, insur- 
ance premiums, and claims expenses. In addition, several nonoperating items are listed in- 
cluding interest expense and amortization of deferred charges. Finally, because this statement 
reflects all changes in the net assets of each activity, capital contributions as well as transfers 
in and out and special items are included at the bottom of the statement. Thus, extensive in- 
formation is available about each of these funds, which is the objective of the fund-based fi- 
nancial statements. 


Statement of Cash Flows—Proprietary Funds— 

Fund-Based Statements 

One of the most unique aspects of the fund-based financial statements is the statement of cash 
flows for the proprietary funds (see Exhibit 17.7). Because a proprietary fund operates in a 
manner similar to a for-profit business, information about cash flows is considered as vital as 
it is for Intel and Coca-Cola. However, the physical structure is not entirely the same. 
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EXHIBIT 17.4 Fund-Based Financial Statements 


CITY OF SACRAMENTO 
Governmental Funds 
Statement of Revenues, Expenditures and Changes in Fund Balances 
For the Fiscal Year Ended June 30, 2008 (in thousands) 


General Fund Capital Crocker Art Financing 1997 Lease Transportation Other Total 
General Projects Grants Museum Plans Revenue and Development Governmental Governmental 
Fund Fund Fund Fund Fund Bond Fund Fund Funds Funds 
Revenues: 
TAXES oe eerste penta chev a ee me ere $283,822 $ _ $ — $ — $ = $ — $ 2,676 $ = $ 286,498 
INLEKGOVERMmenialleaerreirw nena 16,039 —_ 35,324 — —_ —_— 40,246 45,732 137,341 
(CINEAG\ES Th SEINIICES noc a naedoccneosens 51,626 —_— —_— —_— —_— — 5,764 5,895 63,285 
Fines, forfeits and penalties ............ 8,597 — — — —_— — 1,319 — 9,916 
Interest, rents, and concessions ......... 3.7/3 6,597 —_— 1,187 6,703 134 3,051 7,585 28,430 
Community service fees ............... — —_ —_ —_ 11,159 —_ 1,920 8 Sy 16,831 
Assessment levies............0.0.0005 _ — — _ _ — — 25,894 25,894 
Contributions and donations ........... 585 —_— —_— 15,028 —_ 4,762 — 11,378 311,753 
MISCIEISCUS choeneditesenmone gece 246 — — — — — — 50 296 
Wotell (VENUES, ca enadeuesescpeuauas 364,088 6,597 35), 324 16,215 17,862 4,896 54,976 100,286 600,244 
Expenditures: () 
Current: 
General government ............... 32,946 — — — — —_ — 832 33,778 
ROlIGC et eereee ee nae ere ere eee 132,394 — — — — — — 15,998 148,392 
lal (eraceedn nepran eens outta eee: SoA als 92,869 — — — — — — AVS 94,284 
General services ................00. 14,138 — — — —_ — — 9,060 23,198 
WEIN SOMEMION ccasaseacorsancyende 8,492 —_ — —_— — —_— 15,793 5,950 30,235 
Neighborhood services ............-. 1,398 — — — — — — 149 1,547 
Convention, culture and leisure ....... 6,158 27/5 — — —_ — — 8,647 16,080 
Economic development ............. 4,186 — — — —_ — — 3,849 8,035 


Parks and recreation ................ 29,630 — — — 118 —_ — 23,751 53,499 
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Goderentorcements ieee ee 9,272 —_— —_— —_ —_ — — B28) 9,595 
Development services ............... ZA AOW/ —_— —_— —_ 385 — 6,769 — 28,261 
PlaMMiNG peer eern eere e y eee ae 2,476 — —_ —_ — —_ —_ BA50) 5,626 
MLSIEIAY uate ntties cpa edtee coe ere 9,366 — — — _— — — — 9,366 
WUIEtIGSSee eee te eee nte cree se ner oe te? 83 — — — — — — — 83 
Nointolejorminnentall ..acncesacaseaaeur 26,993 —_— — —_— 258 — — 122 27373 
@apitallo Utila yes eee eee eeeee ee eane nee rrateres 16,839 34,595 41,785 _— 14,308 — 28,411 17,569 153,507 
Debt service: 
(erilintell of] |e era ene naen ee yearn es 1,392 — — —_ 2,610 — — 15,527 19,529 
Interest and fiscal charges ........... 344 823 —_— 248 2 ANN) 4,174 — 22,990 30,689 GS) 
Bond issuance costs ................ — — — — — 607 — — 607 
Total expenditures. ............... 410,083 36,693 41,785 248 19,789 4,781 50,973 129,332 693,684 
Excess (deficiency) of revenues over 
(UINCEM) QA MCHUNES .2cencacenooneosuen (45,995) (30,096) (6,461) 15,967 (1,927) 15 4,003 (29,046) (93,440) 
Other financing sources (uses): 
AIKANSTENSE Mate eee ee eee eee 24,814 — — — —_ — 1,948 By) PT) 58,989 
WANSIGSOUN ..c5s4ee5eeseeeaneseoee (32,281) (1,453) —_— (1,013) (2,525) — (2,313) (195) (39,780) 
Issuance of long-term debt ............ 2,155 —_ — — 3) Bil {| — — — 5,666 
Special item—distribution from 
COMMOOMEME WINE ¢cncencccnn conn os nes 28,088 — — — —_ —_ —_ — 28,088 
Special item—payment to 
redevelopment agency ................ (9,297) — — —_ _ —_ — — (9,297) 
Total other financing sources (uses) . . . 13,479 (1,453) — (1,013) 986 — (365) 32,032 43,666 
Net change in fund balances ............. (32,516) (31,549) (6,461) 14,954 (941) 1115 3,638 2,986 (49,774)@ 
Fund balances (deficit), beginning of year ... 131,478 129,224 (26,614) 12530 117,931 2,694 52,3371 | 93,362 512,976 
Fund balances (deficit), end of year ........ $ 98,962 $ 97,675 $ (33,075) $ 27,484 $ 116,990 $ 2,809 $ 56,009 $ 96,348 $ 463,202 
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EXHIBIT 17.5 Fund-Based Financial Statements 


CITY OF SACRAMENTO 
Proprietary Funds 
Statement of Net Assets 
June 30, 2008 
(in thousands) 


Business-Type Activities—Enterprise Funds 


Storm Solid Community Other Governmental 
Water Sewer Drainage Waste Center Parking Enterprise Activities—internal 
Fund Fund Fund Fund Fund Fund Funds Total Service Funds @) 
Assets 
Current assets: 
Cash and investments held by City ............. $ 43,688 $17,706 $ 19,059 $ = $16,138 $ 28,373 $1,811 $126,775 $ 38,899 
Cash and investments held by fiscal agent ....... — — — — 143 — — 143 127 
Sequin LAMCHNG GSSHNS concocnocaeooenvenaoes 11,357 — — — — 7,833 —_ 19,190 6,081 
Receivables, net: 
(lAXCSi ey saree marae cha ah. anne eee hae aaa —_ — —_ —_— 2,453 —_ —_ DAMS \5} — 
AGCOUMUS oar ents cee ee er een ae 10,637 10,035 7,809 Mloly 138 563 262 41,061 28 
Hoye Ta}5™ au mannan arena Cenc Aarau Grete Maniae een BUREAU 743 110 329 — —_— — —_ 1,182 _— 
Investment securities sold .................. VAlg2 — — —_ — 809 — 1,981 628 
IniteNCFOMENTMIAMNEIMIEl] cocnocancnnegocnoonecan 690 457 200 618 — _— — 1,965 _— 
IMtEKeS ties teen st eye ts ewe ude marrmat mesa 414 17 60 — 1s 279 — 883 202 
DUS Thole CMM MUIMCS 56 anacacoenedeonvoamecun —_ — 214 — — _ _ 214 41,630 
INVEMLONCSS aerate oe Cetera: 3,044 88 70 — —_— — — B02. 1,736 
BrepaldtitennsSsmea create ete ana ene tierce — — 1 — i — 8 10 — 
WOWIEUIEINCESSEAS occu ssskaveudaauaceaae FA WES) 28,413 Pi OD 122235 18,986 37,857 2,081 199,059 89,331 
Noncurrent assets: 
Restricted assets: V) 
Cash and investments held by City ......... — — 151 2,800 105 283 740 4,079 — 
Cash and investments held by 
fiS@albaGe Mn taae co wears ee eee erase. ee eae — — 765 —_ 9,804 1,791 — 12,360 — 
Advances to other funds ................... —_ — — — — 200 — 200 17,435 
LOansineGeivalleuese eee ete ees eee 2,759 1,519 4,557 — 33 —_ — 8,868 — 
Deferredichangesmeam cn pon eee ae BD'5) — 53} 348 1,400 442 214 4,672 42 
Capital assets: 
l=[alo| Peterman Ain ear tis Gitta eek eate anny final oe 645 1,137 10,151 IFIBs 21,739 6,795 3,821 45,421 = 
Buildings and improvements ..............- 37,383 14,906 {3}, 2223} 31,191 111,201 59,384 8,924 QT ANZ 6,456 
Machinery and equipment................ 12,039 3,439 13,827 TASS DDO) 3,492 38 42,699 1,434 
Wal nits (etic aoe ee eu een eee Me a rae — — — —_ — —_ — —_ 109,506 
Transmission and distribution system ........ 484,857 121,634 334,561 — — — — 941,052 — 
COMSUAUIGHOM NIM (ROCESS once cecvdvancese 29,630 7087 7,186 S27 1,040 3,403 8,722 58,345 LS 
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Less: accumulated depreciation ............ (126,338) (42,917) (84,025) (13,303) (43,081) (22,421) (7,064) (339,149) 
Total noncurrent assets .................. 443,190 106,755 295,449 30,631 104,970 53,369 15,395 1,049,759 
TO talkaSSEUS pase sty Peer irere eee eae ea te reece ee 514,935 135,168 323,191 42,866 123,956 91,226 17,476 1,248,818 
Liabilities 
Current Liabilities: 
Securities lending obligations ................. 8 11,357 $ — ¢$ — $ — $ — $ 7,833 $ — $ 19,190 
Accounts payable and accrued expenses ......... 4,780 8,684 2,849 2,366 1,938 1,551 2,099 24,267 
Accrued compensated absences ............... 159 25 103 69 34 17 15 422 
DUE WoO UIC snnssaaonnaecnaganccnence 329 107 220 8,962 1,000 89 _ 10,707 
Interest/payables Pere. sc eae tyeatnerm eae 697 103 378 107 912 241 247 2,685 
ANCGHUCCHGlAINNS eee eee eet ee eae — — — —_— —_— —_— —_— —_— 
Habilitvatomlanctilltclosunenernr ein eerie — — — 760 — — — 760 
DeDOsttse arene arene ent ore Sra en ee ree — — — — — — 141 141 
Unearned revenue ..........00 00000 e eee eee —_ —_ 1 —_ 1,346 201 977 2,525 
Capital lease payable, current portion ........... = — — 554 — — 76 630 
Revenue and other bonds payable, net, 

CUNTEM tI PONMORE seme ac reat ere seated ewer 3,208 —_— 316 626 5) 29) 710 — 9,989 
Uniiliiay liste oe WeleY pce cc cobenedecobeosees 305 — — — — — — 305 
Notes payable, current portion ................ — 641 3,850 — — — DSS 4,746 

lotalicuinrentliabiliticSuee eee ee nen 20,835 9,560 DANG 13,444 10,359 10,642 3,810 76,367 
Noncurrent liabilities: 
Accrued compensated absences .............-. 1,959 663 1,910 22 562 284 312 6,902 
Advances from other funds................... 986 B23) 662 131, 7,233 268 — 10,209 
WatermieereneditSeeseuet sey ai cet rent au anercre arcane 1,988 — — — — — — 1,988 
OREBIiability emcee ee ee eee ere ne oe ree 940 408 433 1,275 102 t/a, 43 3,378 
Nea tsolic ina ss aia id in wa ana neo Aus oer ane a — — — —_— —_— —_— —_— —_— 
Habilitvatorlancliilltclostnemem ans nt aennn emt — — — 1A — — — 125 
Capital lease obligations payable .............. — — — 670 — — 1,410 2,080 
Revenue and other bonds payable, net .......... 167,868 — 7,080 24,755 76,083 37,190 — 312,976 
Notes; payablemeveed rene use -wer ine arn rr Becomes — 8,753 26,257 — —_ — 10,220 45,230 
Ulta liseli (OA WElNe: once cng osasedeoneeecues 611 — — — — _— — 611 
Total noncurrent liabilities .................. 174,352 10,147 36,342 40,800 83,980 37,919 11,985 395,525 
otaltliabilitieserareses ee ee ee eee 195,187 19,707 44,059 54,244 94,339 48,561 15,795 471,892 
Net Assets (Deficit) 
Invested in capital assets, net of related debt ....... 266,443 95,739 252,958 3y Sy 21,413 14,586 2,241 656,951 
MEST GGG Sey ere ee eee ek yeep ee ae 53,305 19,722 26,174 (14,949) 8,204 28,079 (560) 119,975 
jlovalimeateassels:(Geli Git) ene anne $319,748 $115,461 $279,132 $(11,378) $29,617 $ 42,665 $ 1,681 $776,926 


The notes to the financial statements are an integral part of this statement. 
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EXHIBIT 17.6 Fund-Based Financial Statements 


CITY OF SACRAMENTO 
Proprietary Funds 
Statement of Revenues, Expenses and Changes in Fund Net Assets 
For the Fiscal Year Ended June 30, 2008 
(in thousands) 


Business-Type Activities—Enterprise Funds 


Storm Solid Community Other Governmental 
Water Sewer Drainage Waste Center Parking Enterprise Activities—internal 
Fund Fund Fund Fund Fund Fund Funds Total Service Funds 
Operating revenues: 
Charges for services: 
User fees and charges ................005- $ 62,305 $ 19,673 $ 33,215 $52,041 $ 2,643 $ 18,425 $ 6,864 $195,166 $ 68,485 
RemtsiainGicOmGessiOnSmanenet ane encntn reine — — — — An 55 1,195 — 5,950 — 
Charge to Regional Sanitation District for 
operating and maintaining treatment plant ..... — 966 — — — —_— — 966 — 
Miscellameousseereres re terete ae ene seen 2,822 65 74 393 158 6 101 3,619 401 
Total operating revenues .................. 65,127 20,704 33,289 52,434 7,556 19,626 6,965 205,701 68,886 
Operating expenses: W) 
EmplOveeiSenvicesar pare inte nicer eae ener ae DN We 7,644 20,355 16,680 6,246 4,126 5,888 82,661 TAG 70 
SEVMCAS INC SUINES occccoscneoedsouaaeane 20,008 6,906 6,780 28,666 5,649 DMIS 1,479 76,673 27,540 
Depreciation =a. eae neces yee ceeracdn ce 12,997 3,555 10,233 1,959 DS 7/ 2,306 188 33,855 8,494 
MSUTEINGS OREMMUNNIS oo cncecaaceseseuonaeoane — — _— _— _— —_— — —_— 2,070 
GlaimssexMemSererw i eanmuces teeny at ene eee erie — — — — — — — — S55) 
Total operating expenses .................. 54,727 18,105 37,368 47,305 14,512 (oly VES 55) 193,189 54,827 
Operating income (loss) ................. 10,400 2,599 (4,079) 5,129 (6,956) 6,009 (590) (25122 14,059 
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Nonoperating revenues (expenses): 


Interest and investment revenue .............. 2,580 760 1,183 (235) W207 1,278 M5 6,898 
IWGEMISIEITE CCAUSEIMNGVENES ny gaa pon enaneaone — — = = 17,538 — — 17,533 
Revenue from other agencies................- = 353 410 760 _— — 654 Dalia 
ImterestyexoeMseynyar eyecare ee eee ras a (8,518) (225) (1,198) (1,403) (5,863) (2,544) (306) (20,057) 
Amortization of deferred charges ............. (119) —_— (4) (27) (132) (25) —_ (307) 
Gain on disposition of capital assets............ — — — _— — (968) — (968) 
Total nonoperating revenues (expenses) ....... (6,057) 888 391 (905) 12,760 (2,259) 463 5,281 
Income (loss) before contributions and transfers .... 4,343 3,487 (3,688) 4,224 5,804 3,750 (127) 17,793 
Gapitalicontributlonsaeenee teense eee ee 5,239 2,099 11,302 — — — — 18,640 
Special item—gain on sale of capital asset......... = = = = = 19,860 — 19,860 
Special item—payment to redevelopment agency ... —_— — —_— — — (14,215) — (14,215) 
al FAMSTSNS! Minas eee eect ea ae ue cece nie ae era trae — 17 — 5) 1,754 _— — 1,776 
FANSTENSIOUL sen ee ee een a ee ieee (6,670) (11335) (3,624) (5,248) GES52)) (1,981) (159) (21,369) 
(CUEINGES IMMER ESSENS ocpecnacensoavogueoeue 2,912 3,468 3,990 (1,019) 6,006 7,414 (286) 22,485 
Total net assets (deficit), beginning of year ........ 316,836 111,993 275,142 (10,359) 23,611 35,251 1,967 754,441 
Total net assets (deficit), end of year ........... $319,748 $115,461 $279,132 $(11,378) $29,617 $ 42,665 $ 1,681 $776,926 
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EXHIBIT 17.7 Fund-Based Financial Statements 


CITY OF SACRAMENTO 
Proprietary Funds 
Statement of Cash Flows 
For the Fiscal Year Ended June 30, 2008 
(in thousands) 


Business-Type Activities—Enterprise Funds 


Storm Solid Community Other Governmental 
Water Sewer Drainage Waste Center Parking Enterprise Activities—Internal 
Fund Fund Fund Fund Fund Fund Funds Total Service Funds 
Cash flows from operating activities: (X) 
Receipts from customers and users ............ $ 62,964 $17,890 $31,558 $49,919 $ 7,709 $ 19,659 $ 7,235 $ 196,934 $ — 
Receipts from interfund services provided ....... — — — — — — — — 117,017 
PAWNS WO SUNS sonecacccecsonucsuauue (20,024) (3,183) (5,651) (29,618) (4,832) (6,824) (1,415) (71,547) (3) 57/7) 
RayimentsitorennplOyeGesmeyawe eerie iene ene (20,287) (7,077) (19,545) (15,030) (5,951) (3,856) (5,622) (77,368) (10,503) 
Glalms? Pale eee terres era tee ae aon Socata — — —_ — —_ — — —_ (13,582) 
Net cash provided by (used for) operating activities . . 22,653 7,630 6,362 5) 27 | (3,074) 8,979 198 48,019 19,355 
Cash flows from noncapital financing activities: 
iianSieniuCecUaNGyataxCSaen tt see = = = = 17,628 — — 17,628 _— 
Payment to redevelopment agency ............ —_ —_ — —_— —_— (14,215) —_ (14,215) — 
Transfers in from other funds ................. — wi _ 5) 1,754 — — 1,776 — 
Transfers out to other funds.................. (6,670) (2,135) (3,624) (5,248) (1,552) (1,981) (159) (21,369) (23) 
Proceeds from interfund borrowing ............- —_ —_ —_ 1,476 —_ 268 —_ 1,744 — 
Collections on interfund loans ................ — — 52 — — — — 52) — 
oansitorothemiUnds een nee —_— —_— — —_— —_ — —_ —_ (2,991) 
Interfund loan repayments ................-.- —_ — —_ —_ (1,500) — — (1,500) — 
Intergovernmental revenue received ........... — 353 410 760 — — 654 2,177 — 
Net cash provided by (used for) noncapital 
HIMANGINGPAGCEV IU CSieua aan eee one renee enn rar (6,670) (1,765) (3,162) (3,007) 16,330 (15,928) 495 (13,707) (3,014) 
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Cash flows from capital and related financing activities: ~ 


Proceeds from issuance of debt ............... 
Proceeds from interfund borrowing ............ 
Acquisition and construction of capital assets 
Proceeds from disposition of capital assets ....... 
Water fee credits issued ...............-.---- 
Principal payments on capital debt............. 
Interest payments on capital debt ............. 
Transfers in from other funds ................. 
Capital contributions received ................ 
Loan repayments received ...............--.- 
Net cash provided by (used for) capital and 
related financing activities .................... 
Cash flows from investing activities: 
Collection of interest and investment revenue .... 
Investments sold with settlement after year end... 
Loan repayment received .............-....... 
Net cash provided by (used for) investing activities . . . 
Net increase (decrease) in cash and cash 
EQUIVGIGINIS setae ey rary ees penny mn oa ee 
Cash and cash equivalents, beginning 
Olbyearsrestated buses eae eyes ree ne ene 


Cash and cash equivalents, end of year .......... 


Reconciliation of cash and cash equivalents 
to the Statement of Net Assets: 


Cash and investments held by City............. 
Cash and investments held by fiscal agent ....... 
Restricted cash and investments held by City ..... 
Restricted cash and investments held by fiscal agent 


Total cash and cash equivalents, end of year ....... 


= = 1,925 _ = = 5,749 7,674 

1,315 430 882 983 = 89 = 3,699 
(13,460) (4,997) (8,559) (1,267) (234) (2,158) (6,821) (37,496) 
— = = = = 21,683 = 21,683 

407 _ = — = = — 407 
(1,967) (627) (2,289) (692) (5,731) (950) (244) (12,500) 
(8,318) (232) (1,109) (1,339) (4,627) (1,985) (314) (17,924) 
2,628 1,042 = = = _ _ 3,670 
4,821 107 321 = = = = 5,249 
(14,574) (4,277) (8,829) (2,315) ~—- (10,592) 16,679 (1,630) (25,538) 
2,353 761 1,424 (235) 1,221 751 115 6,390 
(172) _ = = = (809) = (1,981) 
= = = = 6 — = 6 

1,181 761 1,424 (235) 1,227 (58) 115 4,415 
2,590 2,349 (4,205) (286) 3,891 9,672 (822) 13,189 
41,098 15,357 24,180 3,086 22,299 20,775 3,373 130,168 
$43,688 $17,706 $19,975 $2,800 $26,190 $ 30,447 $2,551 $143,357 
$43,688 $17,706 $19,059 $ — $16,138 $ 28,373 $1,811 $126,775 
= — = = 143 = = 143 

= = 151 2,800 105 283 740 4,079 

_ = 765 — 9,804 1,791 = 12,360 
$43,688 $17,706 $19,975 $2,800 $26,190 $ 30,447 $2,551  $ 143,357 


752 Chapter 17 


One of the main differences is that the statement of cash flows shown here for the propri- 
etary funds has four sections rather than just three: 


1. Cash flows from operating activities. 

2. Cash flows from noncapital financing activities. 

3. Cash flows from capital and related financing activities. 
4. Cash flows from investing activities. 


¢ The presentation of cash flows from operating activities (Point X) is very similar to that 
prepared by a for-profit business. However, rather than being an optional method of pre- 
sentation, as with for-profit accounting, the direct method of reporting operating activities 
is required. The indirect method that is so commonly used by businesses is not allowed. 

¢ Cash flows from noncapital financing activities includes (1) proceeds and payments on 
debt not attributable to the acquisition or construction of capital assets and (2) grants and 
subsidies not restricted for capital purposes or operating activities. 

¢ Cash flows from capital and related financing activities focus on the amounts spent on cap- 
ital assets and the source of that funding. Exhibit 17.7 shows typical examples (Point Y): 
proceeds from issuance of debt, acquisition and construction of capital assets, and proceeds 
from disposition of capital assets. 

¢ Cash flows from investing activities disclose amounts paid and received from investments. 


REPORTING PUBLIC COLLEGES AND UNIVERSITIES 


LO8 


Prepare financial statements for 
a public college or university. 


Public colleges and universities such as The Ohio State University and the University of 
Kansas historically have been in a somewhat awkward position in terms of financial account- 
ing. Private schools including Harvard, Duke, and Stanford follow the FASB Accounting 
Standards Codification. Authoritative accounting literature on contributions and the proper 
form of financial statements have provided a significant amount of official reporting guidance 
for these private institutions. As will be discussed extensively in the following chapter, gener- 
ally accepted accounting principles developed for such not-for-profit organizations have 
progressed greatly over the years. 

In contrast, GASB has retained primary authority over the reporting of public colleges and 
universities. Much of the GASB’s work, however, has been directed at improving the accounting 
standards utilized by state and local government units. Consequently, until recently, the evolution 
of financial statements for public schools has lagged behind that for other types of reporting. 

For decades the question of whether the financial statements prepared for public colleges 
and universities should resemble those of private schools has been the subject of much theo- 
retical discussion. Generally, the operations of public colleges and universities differ in at least 
two important ways from private schools. First, the state or other governments directly provide 
a significant amount of funding (at least for qualifying students), lessening the reliance on tu- 
ition and fees. For example, information provided with the 2008 financial statements of Utah 
State University disclosed state grants and appropriations of $176 million and federal grants 
and contracts of approximately $110 million in comparison to revenues of only $67 million 
from tuition and fees (after scholarship allowances). 

Second, because of the ability to generate money each year from the government, public 
schools often raise and accumulate a smaller amount of endowment funds than private 
schools. Private schools usually try to build a large endowment to ensure financial security; 
this is not always necessary at a public school backed by the state or another government. For 
example, at June 30, 2008, Princeton University, a private school, held investments with a fair 
value of approximately $15.9 billion, an amount (roughly equal to $2 million per student) that 
is almost beyond the comprehension of officials at most public colleges. 

Do these and other differences warrant unique financial statements for public colleges and 
universities? In many ways, public and private schools are very much alike. They both educate 
students, charge tuition and other fees, conduct scholarly research, maintain libraries and 
sports teams, operate cafeterias and museums, and the like. What should be the measurement 
basis and what should be the form of the financial statements to reflect the financial activity 
and position of a public college or university? 
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Four alternatives have been suggested for properly constructing the financial statements 
that public colleges and universities prepare and distribute: 


1. Simply adopt FASB’s requirements so that all colleges and universities (public and pri- 
vate) prepare comparable financial statements. As the next chapter discusses, the private re- 
porting model is now relatively well developed. This suggestion presents some potential 
problems, however, because FASB, a group that has not had to deal with the intricacies found 
in governmental entities, might fail to comprehend the unique aspects of public schools. The re- 
porting needs associated with such institutions might go unnoticed. In addition, loss of author- 
ity to FASB could weaken GASB. Politically, reducing the power of this board is not a goal of 
the organizations that provide much of GASB’s support and financing. 


2. Apply a more traditional model focusing on fund-based statements and the wide variety 
of funds that such schools often maintain. However, both private not-for-profit organizations 
and governments (at least in part) have abandoned the reporting of individual funds. For pub- 
lic schools to continue relying on this approach seems somewhat outdated. 

3. Create an entirely new set of financial statements designed specifically to meet the 
unique needs of a public college or university. If FASB’s Accounting Standards Codification is 
not to be followed, the fundamental differences between private and public schools must be 
significant. If those differences can be identified, new statements could be developed to sat- 
isfy the informational needs of users and properly reflect the events and transactions of these 
public institutions. Unfortunately, the creation of a new set of financial statements would re- 
quire an enormous amount of work by GASB. Would the benefit gained from tailor-made fi- 
nancial statements outweigh the cost of producing new standards for reporting public schools? 


4. Adopt the same reporting model for public schools that has been created for state and 
local governments. Because a large amount of funding for public schools comes directly from 
governments, the financial statement format utilized by a city or county could be applied. 


GASB Statement 35, “Basic Financial Statements—and Management’s Discussion and 
Analysis—for Public Colleges and Universities,” issued in November 1999, officially selected 
the fourth option. According to paragraph 25, “the objective of this Statement is to amend 
Statement 34 to include public colleges and universities in the financial reporting model estab- 
lished by that Statement.” This pronouncement creates a standard reporting model for all pub- 
lic colleges and universities such as the University of Florida and Michigan State University. 

However, a review of public college and university financial statements shows that many 
do not prepare both government-wide and fund-based financial statements. Such schools can 
logically be viewed as large enterprise funds: They have a user charge (tuition and fees), and 
they are open to the public. As discussed, accounting for enterprise funds in government-wide 
statements and fund-based statements is very similar. For these proprietary funds, both state- 
ments report all economic resources and use accrual accounting. 

Thus, having two sets of almost identical statements was viewed by the GASB as redun- 
dant. For this reason, most public schools are allowed to prepare a single set of statements. 
Consequently, a note to the financial statements for Middle Tennessee State University for 
June 30, 2008, and the year then ending provides a common rationale for the method by which 
the statements are structured: 


For financial statement purposes, Middle Tennessee State University is considered a special-purpose 
government engaged only in business-type activities. Accordingly, the financial statements have 
been prepared using the economic resources measurement focus and the accrual basis of account- 
ing. Revenues are recorded when earned, and expenses are recorded when a liability is incurred, re- 
gardless of the timing of related cash flows. Grants and similar items are recognized as revenue as 
soon as all eligibility requirements imposed by the provider have been met. [Emphasis added.] 


Exhibit 17.8 presents the financial statements for June 30, 2008, and the year then 
ended for James Madison University (a public school) for illustration purposes, although 
the accompanying notes have been omitted. The component unit that is reported here is 
identified as follows: 


The James Madison University Foundation, Inc. meets the criteria which qualify it as a component 
unit of the University. The Foundation is a legally separate, tax-exempt organization formed to 
promote the achievements and further the aims and purposes of the University. 
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EABIBET 17:8 JAMES MADISON UNIVERSITY 


Statement of Net Assets 
As of June 30, 2008 


2008 
James Madison 
University Component Unit 
Assets 
Current assets: 
Cash and cash equivalents (Note 10.,2) ......... $ 80,934,146 $ 1,564,770 
Securities lending—Cash and cash equivalents (Note 2) 4,283,467 — 
Short-term investments (Note 2) ................ 16,135,861 — 
Accounts receivable (Net of allowance for doubtful 
accounts of $340,931) (Note 3)................ 5,199,574 45,074 
Contributions receivable (Net of allowance for 
doubtful contributions of $40,321) (Note 3)...... - — 1,975,712 
Due from the Commonwealth (Note 10.,4) ...... 8,675,904 —_— 
PrepaldiexOeMmSesian caves nee wee nee asre a rees 5,293,919 30,300 
INVEMTON) eerie ees ue na eacs hare. eareie nr ga eae 717,916 _— 
Notes receivable (Net of allowance for doubtful 
RICCOWIMS OF SOAS) 2c occcccessevconnocnses 524,295 — 
Hlotalkeinentassetsmnea newer cence: 121,765,082 3,615,856 
Non-current assets: 
Restricted cash and cash equivalents (Note 1 O., 2) . . 31,960,868 — 
Endowment investments (Note 2) ............... 236,948 35,549,782 
Other long-term investments (Note 2) ............ 660,616 29,995,637 
Contributions receivable (Net allowance for 
doubtful contributions of $166,792) (Note 3) ..... —_— 8,172,842 
Due from the Commonwealth (Note 10.,4) ...... 8,312,935 — 
Notes receivable (Net of allowance for 
doubtful accounts of $190,109) ............... DaA O05) — 
Capital assets, net: (Note 5) 
Nonzdepreciablawie. mnt eee hee tere eng? 98,704,624 312,391 
Depreciable sare eae eengor re mny ra stan aw 404,250,035 403,805 
GOMER aSSE Sheer ete ene eg ee een oe — 8,141 
Total non-current assets ................... 546,267,731 74,442,598 
Otalkassetsss yes een creer cen ere 668,032,813 78,058,454 
Liabilities 
Current liabilities: 
Accounts payable and accrued expenses (Note 6) ... 36,332,271 177,756 
Deferred revenue ....... 0.000. 10,902,526 — 
Obligations under securities lending ............. 20,419,328 — 
Deposits held in custody for others .............. 3,375,865 _— 
Demandinoteipayabl ears rs ier sen eee _— — 
Long-term liabilities—current portion (Note 7)...... 18,078,562 437,588 
Advance from the Treasurer of Virginia ........... 62,500 _— 
Torall cuit WEMMNES 2.c ce ccc ce cocescdes 89,171,052 615,344 
Non-current liabilities (Note 7) ................... 114,506,770 1,077,779 
otaliliabiiticSeeeenet epee ee nee eres es 203,677,822 1,693,123 
Net Assets 
Invested in capital assets, Net of related debt ........ 402,361,323 716,196 
Restricted for: 
Non-expendable: 
Scholarships and fellowships ................. 317,261 26,421,501 
Research and public service .................. —_ 1,952,393 
(Old n\c\cummeeteyetee ee ear Ors er Hert Raper aeen saetane a ae —_ 10,527,213 


(continued) 
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Expendable: 


Scholarships and fellowships ................. 
Research and public service .................- 
Debiservices sera wee aa rrr nen SN 
Gapitaliprojectseeteae ere tos eee eee 
RO AMS: veiwere trae etne amen ancy re Pats Gr eektnaeaen es 
OMe nay eee ee eran ete Oe ioe raccomnee 


2008 


James Madison 


University Component Unit 
50,743 5,262,695 
2,167,651 879,157 
9,404 596,104 
11,125,011 9,218,916 
344,591 = 
— 13,148,602 
47,979,007 7,642,554 


$464,354,991 


The accompanying notes to financial statements are an integral part of this statement. 


$76,365,331 


Operating gain/(loss) 


JAMES MADISON UNIVERSITY 
Statement of Revenues, Expenses, and 
Changes in Net Assets 
For the Year Ended June 30, 2008 


Operating revenues: 


Student tuition and fees (Net of scholarship 


allowances of $7,148,487) ................... 
GINS Eine] COMMMWMMOUMIONNS occcoceendncoescoesuecuc 
Federal grants and contracts ..................- 
Staterqramtsramdlco mtaGtSmee sets ne 
Non-governmental grants and contracts .......... 


Auxiliary enterprises (Net of scholarship 


allowances of $5,731,404) (Note 10) ........... 
@ihemoperatingineveNnUcsm=a esis tren nee 


Total operating revenues ...............-.--- 


Operating expenses (Note 11): 
Imstnuctionemenwnem cy riereandat: cate rary ar anerae 
RESCalGhita ye nore ie ergs men ne eae eure art eens 
RUbIGISehViGe sears ewer pie ecireer eae nn Arie ate nee 
AGAGEIMIC SUD DONE ence mere eens eee reer nret er rategtes 
StUGEMtSENVIGES arate wariars snare hers enn ene lr srura 
NS UUNTOMEN SUC cs ocecocecneesnegcodecnee 
Operation and maintenance—plant ............. 
Depreciationi tet cane) ere eee aera 
Studentialdieauarewe ye tertnd ee ere eer etch 
Auxiliary activities (Note 10) ................... 


Total operating expenses .................-.- 


Non-operating revenues/(expenses): 
State appropriations (Note 12) ................. 
Grantstamd comtracts:(NOTCm IIIs) ieee nena 


Investment income (Net of investment expense 
of $907,568 for the University and $433,601 for 


thesEOUMGATION ire tn ean roe anes nee ae 
In-Kind support from James Madison University .... 


2008 


James Madison 
University 


Component Unit 


$116,453,199 
12,588,258 
6,848,436 
4,618,784 


115,334,434 
1,472,934 


257,316,045 


111,236,644 
5,922,628 

11 5277, Is} 
27,607,524 
12,527,005 
21,867,048 
28,993,421 
20,376,369 
6,298,269 
90,314,477 


336,665,578 
(79,349,533) 


82,810,149 
4,363,043 
1,524,711 


6,627,327 


$ 


12,143,084 


965,912 
13,108,996 


817,037 
14,437 
88,546 
358,820 
64,339 
3,240,225 
55,437 
118,996 
1,767,595 

828,403 


7,353,835 
5,755,161 


(7,647,864) 
2,265,037 


(continued) 
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EXHIBIT 17.8 


(continued) 


2008 


James Madison 


University Component Unit 
Interest on capital asset—related debt ............. (4,092,175) (212,546) 
Gain(loss) on disposal of plant assets ............. (75,662) — 
Payment to the Commonwealth ................. (711,906) — 
Net non-operating revenues/(expenses) .............. 90,445,487 (5,595,373) 
Income before other revenues, expenses, gains 
OMlOSSCSe Hee mee eee cue Coca rere 11,095,954 159,788 
Capital appropriations and contributions (Note 13) ... 52,459,804 — 
Gapitaltgittseaere sees mee ere tener area ey ena 576,821 — 
Additions/(reductions) to permanent endowments . . . . —_ 3,087,613 
Netrothenirevenlicse rte eee eee aera are 53,036,625 3,087,613 
InecreaserimimeUaSSCtSie es ee ee yea ea cone 64,132,579 3,247,401 
Net assets—beginning of year..................... 400,222,412 73,117,930 
Net:assets—endioliveatinc a nccemees eu lee eon cae $464, 354,991 $76,365,331 
The accompanying notes to financial statements are an integral part of this statement. 
JAMES MADISON UNIVERSITY 
Statement of Cash Flows 
For the Year Ended June 30, 2008 
2008 


Cash flows from operating activities: 


SWC WMO GMGEES ac accneccadeecocncdssooene 
Grants and contracts (Note 1L.) ...................0. 
AUxillanysCMlenpniSeS anes sneer ase ears centre aint A eemearee 
@themreceiotsum wer: ere eee mee ese rene. 
PEW AAnlelnnS 0) GInnOOMEISS. nc pacencouacenaecanaetooen 
RayimentsHonmininge: DCmeritsa sn ear rt ren 
Payments for services and supplies.................. 
PaymentsHon Utlliticsamemeriace mero ites cene re erenes: 
Payments for scholarships and fellowships ............ 


Payments for noncapitalized plant improvements and equipment .......... 


LOFINS ISSUIECIIO SHUCMS so nceascansecsooneonenoes 
Collections of loans from students .................. 


Net cash used by operating activities .............. 


Cash flows from noncapital financing activities: 


Stalerap PrOPnialionismeres teat ee eee ene een 
Nonoperating grants and contracts (Note 1L.)......... 
Payment to the Commonwealth ................... 
Gifts and grants for other than capital purposes ....... 
Loans issued to students and employees ............. 
Collections of loans from students and employees ...... 
AGEN GYiNEGClOtS2 ae eee ete cee etree ete eum 
IAGEMGY; DAVIMEMUS sere terete ena sheet eae: Ra ees leenayenetree 
Reductions to permanent endowment ............... 


Net cash provided by noncapital financing activities 


Cash flows from capital financing activities: 


Capital appropriations and contributions (Note 10.) .... 
Rroceedswiromrcapltalicle bien trae er rarer rete 


$116,116,954 
24,127,243 
115,561,542 
1,376,820 
(142,666,639) 
(45,748,857) 
(87,550,038) 
(12,727,770) 
(6,298,269) 
(18,741,433) 
(590,709) 
408,572 


(56,732,584) 


82,808,646 
4,363,043 
(711,906) 
1,524,711 
(2,100) 
2,100 
14,599,177 
(14,582,073) 


88,001,598 


51,735,150 
34,523,071 


(continued) 
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EXHIBIT 17.8 


2008 
(concluded) 
(See H LOA e cece eae ccreaea ee teen teemypacaeacun cases a aenuaiee emer et eva Gisadhsea cin cat enenarcecinie Sharan — 
Proceeds from sale of capital assets... 00... eee 58,260 
Puirchasezoficapitaltassetsu tua errant Src ean irra ear) etter. (80,793,325) 
Principal paid on capital debt, leases, and installments .................-.. (18,723,060) 
Interest paid on capital debt, leases, and installments ..................-.. (4,927,954) 
Net cash used by capital financing activities ............. 00.0.0... 000s (18,127,858) 
Cash flows from investing activities: 
InterestoniinvestimentSaea ree aetna ares waren eon ph eee reat nen riira 1,425,637 
[[mWereetste Cin) Cztsln IMMINEIOeNMEIM VOUS 20 ceca seaccesgcedcudnssuucscesucue 4,692,471 
NeticashiprovidedibyimvestimafaGtiv ities seyassn yar srns) sys inne ie ennenre nan: 6,118,108 
Netsingreaserinicashive wes nrerenia Qe tea ons ee eats ce cerune er Boece Oey na eee ae 19,259,264 
Cash and cash equivalents—beginning of the year, restated.................. 93,635,750 
Cash and cash equivalents—end of the year (Note 10.) ..............00000 $112,895,014 
Note that these statements are quite similar to the fund-based financial statements presented in 
this chapter for the proprietary funds of the City of Sacramento, California (Exhibits 17.5, 17.6, 
and 17.7). 
Summa ry 1. As with businesses, state and local governments often obtain assets through lease arrangements. 


Government accounting applies the same criteria for identifying a capital lease as a for-profit orga- 
nization. Government-wide financial statements initially report both the resulting asset and liability 
at the present value of the minimum lease payments. This asset is depreciated over the time that the 
government expects to use it. Interest expense on the reported liability is recognized each period. 
Fund-based financial statements recognize an expenditure and an other financing source at this 
same present value when the contract is initiated. Subsequent payments on the debt and interest are 
also recognized as expenditures. 

2. Solid waste landfills create large potential debts for a government because of closure and postclo- 
sure costs. Government-wide statements accrue this liability each period based on the latest cost es- 
timations and the portion of the property that has been filled. Fund-based financial statements report 
no expenditures until a claim to current financial resources is made. 


3. Government employees often have the right to future compensated absences because of holidays, va- 
cations, sick leave, and the like. In creating government-wide statements, the debts for these ab- 
sences are estimated and reported as the employees earn them. Fund-based statements do not 
recognize a liability until the use of current financial resources is expected. 


4. A state or local government that obtains a work of art or historical treasure normally records it as a 
capital asset on the government-wide financial statements. However, if specified guidelines are met, 
an expense can replace recognition of the asset. A state or local government that receives such a 
work of art or historical treasure through donation must still recognize revenue according to the rules 
established for voluntary nonexchange transactions. In contrast, fund-based financial statements for 
the governmental funds report no capital assets and, therefore, do not show these items. 


5. Depreciation must be recorded each period for works of art and historical treasures that are capital- 
ized unless they are viewed as inexhaustible. 


6. Infrastructure assets must be capitalized and depreciated on the government-wide financial 
statements. However, depreciation is not recorded if the modified approach is applied. Under 
this method, if a monitoring system is created to ensure that a network of infrastructure is main- 
tained yearly at a predetermined condition, the cost of this care is expensed in lieu of recording 
depreciation. 

7. A state or local government must include a management’s discussion and analysis (MD&A) as part 
of its general purpose external financial reporting. As with for-profit businesses, this MD&A pro- 
vides a verbal explanation of the government’s operations and financial position. 
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10. 


11. 


. A primary government produces a comprehensive annual financial report (CAFR). Both state and 


local governments as well as any special purpose government that meets certain provisions are 
viewed as primary governments. A component unit is any function that is legally separate from a pri- 
mary government but for which financial accountability still exists. In the government-wide state- 
ments, component units can be discretely presented to the right of the primary government or can be 
blended within the actual funds of the primary government. 


. A statement of net assets and a statement of activities are prepared as government-wide financial 


statements based on the economic resources measurement focus and accrual accounting. These 
statements separate governmental activities from business-type activities. Internal service funds are 
usually included with the governmental funds in the governmental activities. The statement of 
activities reports expenses by function along with related program revenues to determine the net 
expense or revenue resulting from each function. The government then shows the amount of general 
revenues as its way of covering the net expenses of the various functions. 


In fund-based financial statements reported for the governmental funds, the General Fund and any 
other major fund are reported in separate columns. These statements are based on measuring current 
financial resources using modified accrual accounting. Additional statements are presented for pro- 
prietary funds and fiduciary funds. 

Financial statements prepared by public colleges and universities must follow the same reporting 
guidelines as those created for state and local government units. Those statements will differ from 
the statements produced by private schools that follow FASB guidelines. Many public schools 
view themselves as special purpose governments that are engaged only in business-type activities. 
Thus, they only need to present fund-based statements for a proprietary fund. 


Comprehensive 
Illustration 


PROBLEM 


SOLUTION 


(Estimated Time: 40 minutes) The following is a series of transactions for a city. Indicate how the city re- 
ports each transaction within the government-wide financial statements and then on the fund-based fi- 
nancial statements. Assume that the city follows a policy of considering resources as available if they will 
be received within 60 days. Incurred liabilities are assumed to be claims to current resources if they will 
be paid within 60 days. 


1. 


Borrowed money by issuing a 20-year bond for $3 million, its face value. This money is to be used to 
construct a highway around the city. 

Transferred cash of $100,000 from the General Fund to the debt service funds to make the first pay- 
ment of principal and interest on the bond in (1). 


. Paid the cash in (2) on the bond. Of this total, $70,000 represents interest; the remainder reduces the 


principal of the bond payable. 

Completed construction of the highway and paid the entire $3 million. 

The highway is expected to last for 30 years. However, the government qualifies to use the modified 
approach, which it has adopted for this system. A $35,000 cost is incurred during the year to main- 
tain the highway at an appropriate, predetermined condition. Of this amount, $29,000 was paid im- 
mediately but the other $6,000 will not be paid until the sixth month of the subsequent year. 
Received lights for the new highway donated from a local business. The lights are valued at $200,000 
and should last for 20 years. The modified approach is not used for this network of infrastructure, but 
straight-line depreciation is applied using the half-year convention. 


. Leased a truck to maintain the new highway. The lease qualifies as a capital lease. The present value 


of the minimum payments is $70,000. Depreciation for this year is $10,000 and interest is $6,000. A 
single $11,000 payment in cash is made. 

Recorded cash revenues of $2 million from the local subway system and made salary expense pay- 
ments of $300,000 to its employees. 


. Opened a solid waste landfill at the beginning of the year that will be used for 20 years. This year an 


estimated 4 percent of the capacity was filled. The city anticipates closure and postclosure require- 
ments will be $2 million based on current cost figures although no costs have been incurred to date. 


. Government-wide financial statements. On the statement of net assets, under the Governmental 


Activities column, both Cash and Noncurrent Liabilities increase by $3 million. 


Fund-based financial statements. The Cash balance increases on the balance sheet by $3 million 
whereas Other Financing Sources increases by the same amount on the statement of revenues, 
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expenditures, and changes in fund balances. These amounts will be shown in the Other Governmen- 
tal Funds column unless this particular capital projects fund is judged to be major so that a separate 
column is required. 

. Government-wide financial statements. No recording of this transfer is shown because the amount 
was an intra-activity transaction entirely carried out within the governmental activities. 

Fund-based financial statements. The Cash balance of the General Fund on the balance sheet de- 
creases while the cash listed for other governmental funds (or debt service fund) increases. On the 
statement of revenues, expenditures, and other changes in fund balances, the General Fund shows an 
Other Financing Use of $100,000 whereas the other governmental funds report an Other Financing 
Source. These balances will not be offset in arriving at total figures. 

. Government-wide financial statements. On the statement of net assets, Cash for the governmental 
activities decreases by $100,000 and the total reported for Noncurrent Liabilities drops by $30,000 
because of the principal payment. The statement of activities then recognizes $70,000 in interest 
expense as a governmental activity. 

Fund-based financial statements. First, Cash decreases by $100,000 on the balance sheet under the 
Other Governmental Funds (or Debt Service Fund) column. Second, on the statement of revenues, ex- 
penditures, and changes in fund balances, a $30,000 principal expenditure is reported with a $70,000 
interest expenditure. These amounts are shown within other governmental funds (or debt service 
fund). 

. Government-wide financial statements. Under the governmental activities listed on the statement of 
net assets, Cash decreases by $3 million and Capital Assets increases by the same amount. All new 
infrastructure costs are capitalized. 

Fund-based financial statements. On the balance sheet, cash reported for other governmental funds 
decreases. Again, if this particular capital projects fund qualifies as major, the effects are shown in a 
separate column rather than in the Other Governmental funds column. The statement of revenues, ex- 
penditures, and changes in fund balances reports a $3 million expenditure as a capital outlay. 

. Government-wide financial statements. The statement of net assets reports a $29,000 decrease in 
cash under governmental activities and a $6,000 increase in a current liability. The statement of 
activities includes the $35,000 expense within an appropriate function such as public works. 
Because the modified approach is being applied, the maintenance expense is recognized instead of 
depreciation expense. 

Fund-based financial statements. Because the $6,000 liability will not require the use of current fi- 
nancial resources (it will not be paid within 60 days), it is not recorded at this time at the fund level. 
Thus, the balance sheet reports only a $29,000 drop in cash, probably under the General Fund. A 
$29,000 expenditure is recorded on the statement of revenues, expenditures, and changes in fund bal- 
ances for public works. 

. Government-wide financial statements. The lights do not qualify as works of art or historical treasures 
and must therefore be reported as capital assets on the statement of net assets at the $200,000 value. 
Based on a 20-year life and the half-year convention, $5,000 in accumulated depreciation must be 
recognized to reduce the reported net asset to $195,000. For the statement of activities, a $200,000 
revenue is appropriate unless eligibility requirements for the donation have not yet been fulfilled. 
This revenue should be shown as a program revenue (Capital Grants and Contributions) to offset the 
expenses reported for public works. Depreciation of $5,000 should also be included as an expense for 
public works ($200,000/20 years X 0.5 year). 

Fund-based financial statements. No reporting is required because current financial resources were 
not affected. 

. Government-wide financial statements. On the statement of net assets, both the leased truck and the 
lease liability are reported under the governmental activities, at the present value of $70,000. Then 
$10,000 in accumulated depreciation reduces the truck’s book value. The liability is reduced by 
$5,000, the amount of the $11,000 payment less $6,000 attributed to interest. The statement of activ- 
ities reports interest of $6,000 and depreciation of $10,000 as expenses directly related to the public 
works function. 

Fund-based financial statements. The balance sheet, probably under the General Fund, reports an 
$11,000 reduction in cash. The statement of revenues, expenditures, and changes in fund balances 
records a $70,000 expenditure as a capital outlay and recognizes an Other Financing Source of the 
same amount. This statement also shows another $11,000 in expenditures: $6,000 as interest and 
$5,000 for debt reduction. 

. Government-wide financial statements. Cash on the statement of net assets increases under the 
business-type activities by $1.7 million. The statement of activities reports expenses for the 
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subway system as $300,000 while the related program revenues for charges for services ren- 
dered increase by $2 million so that the net revenue resulting from this business-type activity is 
$1.7 million. 

Fund-based financial statements. The statement of net assets for the proprietary funds (see 
Exhibit 17.5) should include a separate column for the subway system, assuming that it qualifies 
as a major fund. Cash in this column increases by $1.7 million. Likewise, the statement of rev- 
enues, expenses, and changes in fund net assets for the proprietary funds (see Exhibit 17.6) re- 
ports operating revenues of $2 million for the subway system. The list of operating expenses will 
include personnel services of $300,000. The statement of cash flows (see Exhibit 17.7) also re- 
ports both the inflow and outflow of cash under Cash Flows from Operating Activities. 


. Government-wide financial statements. Because the landfill is 4 percent filled and this is its first year, 


that portion of the overall $2 million ($80,000) cost must be recognized to date. The statement of net 
assets shows this amount as a noncurrent liability. The balance is presented as either a governmental 
activity or a business-type activity, depending on the landfill’s fund classification. Likewise, the state- 
ment of activities reports the same $80,000 expense figure. 

Fund-based financial statements. This liability does not require the use of current financial resources 
and is not reported if the landfill is considered a governmental fund. However, if the landfill is viewed 
as an enterprise fund, the separate statements prepared for the proprietary funds show both the 
$80,000 expense and liability (see Exhibits 17.5 and 17.6). 


Questions 


13. 


14. 


. What criteria does a state or local government apply to determine whether to capitalize a lease? 
. On January 1, 2010, a city signs a capital lease for new equipment for the police department. How 


does the city report this transaction on government-wide financial statements? On fund-based 
financial statements? 


. On December 31, 2010, the city in question 2 makes its first annual lease payment. How does 


the city report the payment on government-wide financial statements? On fund-based financial 
statements? 


. Why does the operation of a solid waste landfill create reporting concerns for a local government? 
. A landfill is scheduled to be filled to capacity gradually over a 10-year period. However, at the end 


of the first year of operations, the landfill is only 7 percent filled. How much liability for closure and 
postclosure costs should be recognized on government-wide financial statements? How much lia- 
bility should be recognized on fund-based financial statements assuming that the landfill is recorded 
in an enterprise fund? How much liability should be recognized on fund-based financial statements 
assuming that the landfill is recorded in the General Fund? 


. A city operates a solid waste landfill. This facility is 11 percent full after the first year of operation 


and 24 percent after the second year. How much expense should be recognized on the government- 
wide financial statements in the second year for closure costs? Assuming that the landfill is reported 
in the General Fund, what expenditure should be recognized in the second year on the fund-based 
financial statements? 


. A teacher working for the City of Lights earns vacation pay of $2,000 during 2010. However, the 


vacation will not be taken until near the end of 2011. In the government-wide financial statements 
for 2010, how is this compensated absence reported? How is this compensated absence reported in 
the fund-based financial statements for 2010? 


. Assume in question 7 that the teacher takes the vacation late in 2011 and is paid the entire $2,000. 


What journal entry is reported in creating each of the two types of financial statements? 


. The City of Salem is given a painting by Picasso to display in its city hall. Under what condition will 


the city not report this painting as a capital asset on its government-wide financial statements? If it 
does report the painting as a capital asset, must the city report depreciation? 


. Assume in question 9 that the city does not choose to report the painting on the government-wide 


financial statements as a capital asset. Must the city report a revenue for the gift? 


. Under what condition is the modified approach applied? 
. What impact does the use of the modified approach have on reporting within the government-wide 


financial statements? 


What does the management’s discussion and analysis (MD&A) normally include? Where does a 
state or local government present this information? 


What does a comprehensive annual financial report (known as the CAFR) include? 
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15. A primary government can be either a general purpose government or a special purpose government. 
What is the difference in these two? How does an activity qualify as a special purpose government? 

16. The Willingham Museum qualifies as a component unit of the City of Willingham. How does an 
activity or function qualify to be a component unit of a primary government? 

17. What is the difference between a blended component unit and a discretely presented component unit? 

18. What are the two government-wide financial statements? What does each normally present? 

19. What are the two fund-based financial statements for governmental funds? What information does 
each normally present? 

20. What is the difference in program revenues and general revenues? Why is that distinction important? 

21. Why does a government determine the net expenses or revenues for each of the functions within its 
statement of activities? 

22. How are internal service funds reported on government-wide financial statements? 

23. How are fiduciary funds reported on government-wide financial statements? 

24. What are some of the major differences that exist between private colleges and universities and pub- 
lic colleges and universities that affect financial reporting? 

25. What is the most common form for the financial statements of public colleges and universities? 

Problems 1. A city government has obtained an asset through a capital lease. Which of the following is true for 

the government-wide financial statements? 

aul a. The accounting parallels that used in for-profit accounting. 

b. The city must report an other financing source. 
c. The city must report an expenditure. 
d. Recognition of depreciation is optional. 

LO1 2. A city government has a six-year capital lease for property being used within the General Fund. 
Minimum lease payments total $70,000 starting next year but have a current present value of 
$49,000. What is the total amount of expenditures to be recognized on the fund-based financial 
statements over the six-year period? 

a. $-0-. 

b. $49,000. 
c. $70,000. 
d. $119,000. 

LO1 3. A city government holds a six-year capital lease for property being used within the General Fund. 
Minimum lease payments total $70,000 starting next year but have a current present value of 
$49,000. What is the total amount of other financing sources to be recognized on the fund-based 
financial statements over this six-year period? 

a. $-0-. 

b. $49,000. 
c. $70,000. 
d. $119,000. 

LO1 4. A city government has a nine-year capital lease for property being used within the General Fund. 
The lease was signed on January 1, 2010. Minimum lease payments total $90,000 starting at the end 
of the first year but have a current present value of $69,000. Annual payments are $10,000, and the 
interest rate being applied is 10 percent. When the first payment is made on December 31, 2010, 
which of the following recordings is made? 

Government-Wide Statements Fund-Based Statements 
a. Interest Expense $—0— Interest Expense $—0— 
b. Interest Expense $6,900 Expenditures $6,900 
c. Expenditures $10,000 Expenditures $10,000 
d. Interest Expense $6,900 Expenditures $10,000 
LO1 5. A city government has a nine-year capital lease for property being used within the General Fund. 


The lease was signed on January 1, 2010. Minimum lease payments total $90,000 starting at the end 
of the first year but have a current present value of $69,000. Annual payments are $10,000, and the 
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interest rate being applied is 10 percent. What liability is reported on the fund-based financial state- 
ments as of December 31, 2010, after the first payment has been made? 


a. $-0-. 

b. $59,000. 
c. $65,900. 
d. $80,000. 


. A city creates a solid waste landfill. It assesses every person or company that uses the landfill a 


charge based on the amount of materials contributed. In which of the following will the landfill 
probably be recorded? 


a. General Fund. 

b. Special revenues funds. 
c. Internal service funds. 
d. Enterprise funds. 


Use the following information for problems 7, 8, and 9 


A city starts a solid waste landfill that it expects to fill to capacity gradually over a 10-year period. At the 
end of the first year, it is 8 percent filled. At the end of the second year, it is 19 percent filled. Currently, 
the cost of closure and postclosure is estimated at $1 million. None of this amount will be paid until the 
landfill has reached its capacity. 


th 


Which of the following is true for the Year 2 government-wide financial statements? 
a. Both expense and liability will be zero. 

b. Both expense and liability will be $110,000. 

c. Expense will be $110,000 and liability will be $190,000. 

d. Expense will be $100,000 and liability will be $200,000. 


. If this landfill is judged to be a proprietary fund, what liability will be reported at the end of the sec- 


ond year on fund-based financial statements? 
@, 30> 

b. $110,000. 

c. $190,000. 

d. $200,000. 


If this landfill is judged to be a governmental fund, what liability will be reported at the end of the 
second year on fund-based financial statements? 


a. $-0-. 

b. $110,000. 
c. $190,000. 
d. $200,000. 


Use the following information for problems 10 and 11: 


The employees of the City of Jones earn vacation time that totals $1,000 per week during the year. Of 
this amount, $12,000 is actually taken in Year 1 and the remainder is taken in Year 2. 


10. 


11. 


What liability should the city report on government-wide financial statements at the end of 
Year 1? 


a. It depends on whether the employees work at governmental activities or business-type activities. 
b. $-0-. 

c. $40,000. 

d. $52,000. 


What amount of liability should the city recognize on fund-based financial statements at December 31, 
Year 1? Assume that all remaining vacations will be taken in July. 


a. It depends on whether the employees work at governmental activities or business-type 
activities. 


b. $-0-. 
$40,000. 
d. $52,000. 


is) 


LO3 


LO3 


LO3 


LO4 


LO4 


LO5 


LO6 


LO6 


12. 


13. 


14. 


15. 


16. 


17. 


18. 


19. 
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The City of Wilson receives a large sculpture valued at $240,000 as a gift to be placed in front of 
the municipal building. Which of the following is true for reporting the gift on the government- 
wide financial statements? 


a. A capital asset of $240,000 must be reported. 

b. No capital asset will be reported. 

c. Ifconditions are met, recording the sculpture as a capital asset is optional. 

d. The sculpture will be recorded but only for the amount paid by the city. 

In problem 12, which of the following statements is true about reporting a revenue? 

a. A revenue will be reported. 

b. Revenue is reported but only if the asset is reported. 

c. Ifthe asset is not capitalized, no revenue should be recognized. 

d. Asa gift, no revenue would ever be reported. 

Assume in problem 12 that the city reports the work as a capital asset. Which of the following 
is true? 

a. Depreciation is not recorded because the city has no cost. 

b. Depreciation is not required if the asset is viewed as being inexhaustible. 

c. Depreciation must be recognized because the asset is capitalized. 

d. Because the property was received as a gift, recognition of depreciation is optional. 

A city builds sidewalks throughout its various neighborhoods at a cost of $200,000. Which of the 
following is not true? 


a. Because the sidewalks qualify as infrastructure, the asset is viewed in the same way as land so 
that no depreciation is recorded. 


b. Depreciation is required unless the modified approach is utilized. 


The modified approach recognizes maintenance expense in lieu of depreciation expense for 
qualifying infrastructure assets. 


d. The modified approach is allowed only if the city maintains the network of sidewalks at least at 
a predetermined condition. 

Which of the following is true about use of the modified approach? 

a. It can be applied to all capital assets of a state or local government. 

b. It is used to adjust depreciation expense either up or down based on conditions for the 
period. 

c. It is required for infrastructure assets. 

d. For qualified assets, it eliminates the recording of depreciation. 

Which of the following is true about the management’s discussion and analysis (MD&A)? 


a. Itis an optional addition to the comprehensive annual financial report, but the GASB encourages 
its inclusion. 


b. It adds a verbal explanation for the numbers and trends presented in the financial statements. 
It appears at the very end of a government’s comprehensive annual financial report. 
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. It replaces a portion of the fund-based financial statements traditionally presented by a state or 
local government. 


Which of the following is not necessary for a special purpose local government to be viewed as a 
primary government for reporting purposes? 

a. It must have a separately elected governing body. 

b. It must have specifically defined geographic boundaries. 

c. It must be fiscally independent. 

d. It must have corporate powers to prove that it is legally independent. 

An accountant is trying to determine whether the school system of the City of Abraham is 


fiscally independent. Which of the following is not a requirement for being deemed fiscally 
independent? 


a. Holding property in its own name. 

b. Issuing bonded debt without outside approval. 

c. Passing its own budget without outside approval. 
d. Setting taxes or rates without outside approval. 
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LO6 20. An employment agency for individuals with disabilities works closely with the City of Hanover. The 
employment agency is legally separate from the city but still depends on it for financial support. 
How should Hanover report the employment agency in its comprehensive annual financial report? 


a. Not at all because the agency is legally separate. 
b. Asa part of the General Fund. 

c. As acomponent unit. 

d. As arelated organization. 


21. The City of Bacon holds cash of $820,000 that was received from the issuance of a bond and, ac- 
cording to the contract, must be spent for the construction of a new elementary school. The city also 
has $60,000 in supplies. How should the fund balance be reported? 


a. Restricted —$880,000 
b. Nonspendable—$60,000 and restricted—$820,000 
c. Nonspendable—$60,000 and committed—$820,000 
d. Nonspendable—$60,000 and assigned—$820,000 
22. For component units, what is the difference in discrete presentation and blending? 


a. A blended component unit is shown to the left of the statements; a discretely presented compo- 
nent unit is shown to the right. 

b. A blended component unit is shown at the bottom of the statements; a discretely presented com- 
ponent unit is shown within the statements like a fund. 

c. A blended component unit is shown within the statements like a fund; a discretely presented 
component unit is shown to the right. 

d. A blended component unit is shown to the right of the statements; a discretely presented com- 
ponent unit is shown in completely separate statements. 


23. A government reports that its public safety function had expenses of $900,000 last year and program 
revenues of $200,000 so that its net expenses were $700,000. On which financial statement is this 
information presented? 


a. Statement of activities. 

b. Statement of cash flows. 

c. Statement of revenues and expenditures. 
d. Statement of net assets. 


24. Government-wide financial statements make a distinction between program revenues and general 
revenues. How is that difference shown? 


a. Program revenues are offset against the expenses of a specific function; general revenues are as- 
signed to governmental activities and business-type activities in general. 

b. General revenues are shown at the top of the statement of revenues and expenditures; program 
revenues are shown at the bottom. 

c. General revenues are labeled as operating revenues; program revenues are shown as miscella- 
neous income. 

d. General revenues are broken down by type; program revenues are reported as a single figure for 
the government. 


25. Which of the following is true about the statement of cash flows for the proprietary funds of a state 
or local government? 


a. The indirect method of reporting cash flows from operating activities is allowed although the 
direct method is recommended. 


b. The structure of the statement is virtually identical to that of a for-profit business. 
The statement is divided into four separate sections of cash flows. 
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Amounts spent on capital assets are reported in a separate section from amounts raised to 
finance those capital assets. 


26. Which of the following is most likely to be true about the financial reporting of a public college or 

university? 

a. It resembles the financial reporting of private colleges and universities. 

b. It will continue to use its own unique style of financial reporting. 

c. It resembles the financial reporting made by a proprietary fund within the fund-based financial 
statements for a state or local government. 

d. It will soon be reported using a financial statement format unique to the needs of public colleges 
and universities that GASB is scheduled to create. 
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. On January 1, 2010, a city entered into the following leases for equipment items. Each of the leases 
qualifies as a capital lease. Initial payments are on December 31, 2010. An interest rate of 10 per- 
cent is viewed as appropriate. No bargain purchase options exist. 


Annual Total Present Value 
Fund Payments Payments of Total Payments 
General (5-year life) ....... $8,000 $40,000 $33,350 
Enterprise (6-year life) ..... 6,000 36,000 28,750 


a. What balances should be reported on government-wide financial statements for December 31, 
2010, and the year then ended? 
b. What balances should be reported on fund-based financial statements for December 31, 2010, 
and the year then ended? 
. On January 1, 2010, a city entered into the following leases for equipment items. Each of the leases 
qualifies as a capital lease. Initial payments are on December 31, 2010. An interest rate of 12 percent 
is viewed as appropriate. No bargain purchase options exist. 


Annual Total Present Value 
Fund Payments Payments of Total Payments 
General (10-year life) ...... $3,000 $30,000 $19,000 
Enterprise (4-year life) ..... 9,000 36,000 30,600 


29 
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a. Prepare journal entries for the year 2010 for both of these leases for government-wide financial 
statements. 
b. Prepare journal entries for the year 2010 for both of these leases for fund-based financial 
statements. 

. On January 1, 2010, the City of Verga leased a large truck for five years and made the initial annual 

payment of $22,000 immediately. The present value of these payments based on an 8 percent inter- 

est rate is assumed to be $87,800. The truck has an expected useful life of five years. 

a. Assuming that the city’s fire department will use the truck, what journal entries should be made 
for 2010 and 2011 on the government-wide financial statements? 

b. Assuming that city’s fire department will use the the truck, what journal entries should be made 
for 2010 and 2011 on the fund-based financial statements? 

c. Assuming that the airport (an enterprise fund) operated by the city will use the truck, what jour- 
nal entries should be made for 2010 and 2011 on the fund-based financial statements? 

On January 1, 2010, the City of Hastings created a solid waste landfill that it expects to reach ca- 

pacity gradually over the next 20 years. If the landfill were to be closed at the current time, closure 

costs would be approximately $1.2 million plus an additional $700,000 for postclosure work. Of 

these totals, the city must pay $50,000 on December 31 of each year for preliminary closure work. 

At the end of 2010, the landfill reached 3 percent of capacity. At the end of 2011, the landfill 

reached 9 percent of capacity. Also at the end of 2011, a reassessment is made; total closure costs 

are determined to be $1.4 million rather than $1.2 million. 

a. Assuming that the landfill is viewed as an enterprise fund, what journal entries are made in 2010 
and 2011 on the government-wide financial statements? 

b. Assuming that the landfill is reported within the general fund, what journal entries are made in 
2010 and 2011 on the government-wide financial statements? 

c. Assuming that the landfill is viewed as an enterprise fund, what journal entries are made in 2010 
and 2011 on fund-based financial statements? 

d. Assuming that the landfill is reported within the general fund, what journal entries are made in 
2010 and 2011 on fund-based financial statements? 

The City of Lawrence opens a solid waste landfill in 2010 that is at 54 percent of capacity on 

December 31, 2010. The city had initially anticipated closure costs of $2 million but later that year 

decided that closure costs would actually be $2.4 million. None of these costs will be incurred until 

2017 when the landfill is scheduled to be closed. 

a. What will appear on the government-wide financial statements for this landfill for the year 
ended December 31, 2010? 

b. Assuming that the landfill is recorded within the General Fund, what will appear on the fund- 
based financial statements for this landfill for the year ended December 31, 2010? 
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Mary T. Lincoln works for the City of Columbus. She volunteered to work over the 2010 Christmas 

break to earn a short vacation during the first week of January 2011. She earns three vacation days 

and will be paid $400 per day. She takes her vacation in January and is paid for those days. 

a. Prepare the journal entries on the government-wide financial statements for 2010 and 2011 
because of these events. 


b. Assume that Lincoln works in an activity reported within the General Fund. Prepare journal en- 
tries for the fund-based financial statements for 2010 and 2011 because of these events. 


c. Assume that Lincoln works in an activity reported within the General Fund but that she does not 
plan to take her three vacation days until near the end of 2011. What journal entries should be 
made for the fund-based financial statements in 2010 and 2011? 

On January 1, 2010, a rich citizen of the Town of Ristoni donates a painting valued at $300,000 

to be displayed to the public in a government building. Although this painting meets the three 

criteria to qualify as an artwork, town officials choose to record it as an asset. There are no eligi- 
bility requirements for the gift. The asset is judged to be inexhaustible so that depreciation will 
not be reported. 

a. For the year ended December 31, 2010, what will be reported on government-wide financial 
statements in connection with this gift? 

b. How does the answer to requirement (a) change if the government decides to depreciate this as- 
set over a 10-year period using straight-line depreciation? 

c. How does the answer to requirement (a) change if the government decides not to capitalize the 
asset? 

On January 1, 2010, a city pays $60,000 for a work of art to display in the local library. The city will 

take appropriate measures to protect and preserve the piece. However, if the work is ever sold, the 

money received will go into unrestricted funds. The work is viewed as inexhaustible, but the city has 
opted to depreciate this cost over 20 years (using the straight-line method). 

a. How is this work be reported on the government-wide financial statements for the year ended 
December 31, 2010? 

b. How is this work be reported in the fund-based financial statements for the year ended 
December 31, 2010? 

A city government adds street lights within its boundaries at a total cost of $100,000. The lights 

should burn for at least 10 years but can last significantly longer if maintained properly. The city sets 

up a system to monitor these lights with the goal that 97 percent will be working at any one time. 

During the year, the city spends $6,300 to clean and repair the lights so that they are working ac- 

cording to the specified conditions. However, it spends another $9,000 to construct lights for several 

new streets in the city. 
Describe the various ways these costs could be reported on government-wide statements. 


The City of Francois, Texas, has begun the process of producing its current comprehensive annual 
financial report (CAFR). Several organizations that operate within the city are related in some way 
to the primary government. The city’s accountant is attempting to determine how these organizations 
should be included in the reporting process. 


a. What is the major criterion for inclusion in a government’s CAFR? 

How does an activity or function qualify as a special purpose government? 
How is the legal separation of a special purpose government evaluated? 
How is the fiscal independence of a special purpose government evaluated? 
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What is a component unit, and how is it normally reported on government-wide financial 
statements? 

f. How does a primary government prove that it can impose its will on a component unit? 

g. What does the blending of a component unit mean? 

The County of Maxnell decides to create a sanitation department and offer its services to the public 
for a fee. As a result, county officials plan to account for this activity within the enterprise funds. 
Make journal entries for this operation for the following 2010 transactions as well as necessary ad- 
justing entries at the end of the year. Assume that the information is being gathered for fund-based 
financial statements. Only entries for the sanitation department are required here: 

January 1—Received unrestricted funds of $90,000 from the General Fund as permanent financing. 
February 1—Borrowed an additional $130,000 from a local bank at a 12 percent annual 
interest rate. 

March 1—Ordered a truck at an expected cost of $108,000. 
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April 1—Received the truck and made full payment. The actual cost amounted to $110,000. The 
truck has a 10-year life and no salvage value. Straight-line depreciation is to be used. 


May 1—Received a $20,000 cash grant from the state to help supplement the pay of the sanita- 
tion workers. The money must be used for that purpose. 


June 1—Rented a garage for the truck at a cost of $1,000 per month and paid 12 months of rent 
in advance. 


July 1—Charged citizens $13,000 for services. Of this amount, $11,000 has been collected. 


August 1—Made a $10,000 cash payment on the 12 percent note of February 1. This payment 
covers both interest and principal. 


September 1—Paid salaries of $18,000 using the grant received on May 1. 
October 1—Paid truck maintenance costs of $1,000. 
November 1—Paid additional salaries of $10,000, first using the rest of the grant money 
received May 1. 
December 31—Sent invoices totaling $19,000 to customers for services over the past six 
months. Collected $3,000 cash immediately. 
38. The following information pertains to the City of Williamson for 2010, its first year of legal exis- 
tence. For convenience, assume that all transactions are for the General Fund, which has three sepa- 
rate functions: general government, public safety, and health and sanitation. 


Receipts: 
Pro pelty stax: Sa.foae We Ade ter. Waser Weave nearer Mr Peae ys #uew ORS $320,000 
Eran GhiS@itaxGS at part seats seg satire ieee ce eN seee Seung wer ee een aE 42,000 
CINEIGES TOF CAME COWENAIINEIIE SANICES 52 oa boon cco ocesandeusuonsan 5,000 
CIMEIRGIES THOT (OWIollKe SAVE SAIS, cng cab aeapeucanendasoncabauennaa 3,000 
Charges for health and sanitation services ............. 0.000002 e eee 42,000 
Isao] IKOVAVO WEIN INOS ORNS: . oe cvcdeuaceuuacouusouuscuvasnusun 200,000 
Receivables at end of year: 
Property taxes (90 percent estimated to be collectible) ................. 90,000 
Payments: 
Salary: 
GenehaliGOVvenmmnemtareme cere tem wee wean ete cemnrcke ny yaaa eee ewe eee gee 66,000 
Public:satety et a.s eee ee ee Pty dG Aen APO Gre Cen Annee a 39,000 
ealtirandisa mitationmmarewer pcre kc acyeey saree awe Seti ee eee aera twee 22,000 
Rent: 
GINEVEll GOMES caasaneanoonpseocbueaaonddaneacesnaceseg 11,000 
Public: safety myn aee er tease ote arrestee arr unre cao Senne ae 18,000 
Fealthrandssamitationuenis srg a ee ewer cree een teat tra merge 9 ects ree 3,000 
Maintenance: 
GenerallGOvenmmenteresne wos ake em ner eer re ener 21,000 
RubliGiSafeti pea tas mato wrmcatertin Rtas tis foals Wena Mee We CURT NST In et ora Saeeen ds 5,000 
Healthrand:Sanitationin meneame een tent emer ne 9,000 
Insurance: 
Generaligovenmnmen tance wry accra wate Cara ee rete ee CRM aN ea! 8,000 
Public safety ($2,000 still prepaid at end of year).................... 11,000 
Healtitzand:Samlitatio time space te areata net eke amc ere mre dt wre 12,000 
[faiWeIRenie(OlAIMCleleNE, “ataen a eta aenia pea ae Rie ohm Ale an El OD AG RN ated oe ceplomme 16,000 
Bringipalk paymemtOnidebt: Aes eekea cr k ae en eats Miron acai ayneh ae 4,000 
Sillclinle: aweadagegoeRadc BeAr H HOSE oma os end Se awes kay aus 120,000 
[=O [UTT ON GLELI Ge steerer seam ore nto a eyeorotinaant eur eae aes ncapac cate nara cath em eneceetra amas py eee Ue eer 80,000 
Supplies (20 percent still held) (public safety) .....................00. 15,000 
INVESTING IIISterewaternce sec emremn erent rer Wav er ven ner ae Pen anyee Arete eee areas 90,000 
Ordered but not received: 
EQUI Ie Ieee cote rere cries ec ree aR ora norte ane ere Rea ren 12,000 
Due in one month at end of year: 
Salaries: 
GeMeralGOVEnMM eM teem ete tes yet eerce cornea tr eta rr neers geen 4,000 
PWIKCSEMAN? coeea cou mor eee Geecer do aeeseacupae ase cen gaa eoene 7,000 


Healthramdssamitatlonim ese rete a) seer no Sareea rear ue mrs Sune coarse 8,000 
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Compensated absences for general government workers at year-end total $13,000. These amounts 
will not be taken until late in the year 2011. 

The city received a piece of art this year valued at $14,000 that it is using for general government 
purposes. There are no eligibility requirements. The city chose not to capitalize this property. 

The general government uses the building that was acquired and is depreciating it over 10 years 
using the straight-line method with no salvage value. The city uses the equipment for health and san- 
itation and depreciates it using the straight-line method over five years with no salvage value. 

The investments are valued at $103,000 at the end of the year. 

For the equipment that has been ordered but not yet received, the City Council (the highest 
decision-making body in the government) has voted to honor the commitment when the equipment 
is received. 

a. Prepare a statement of activities and a statement of net assets for governmental activities for 
December 31, 2010, and the year then ended. 

b. Prepare a statement of revenues, expenditures, and other changes in fund balances and a balance 
sheet for the General Fund as of December 31, 2010, and the year then ended. Assume that the 
city applies the consumption method. 

39. The City of Bernard starts the year of 2010 with the following unrestricted amounts in its General 
Fund: cash of $20,000 and investments of $70,000. In addition, it holds a building bought on 
January 1, 2009, for general government purposes for $300,000 and related long-term debt of 
$240,000. The building is being depreciated on the straight-line method over 10 years. The interest 
rate is 10 percent. The General Fund has four separate functions: general government, public safety, 
public works, and health and sanitation. Other information includes the following: 


Receipts: 
PhODENLYstAXOS 02 re es SORES ty OAs yal nur OR cele a gen ean ns Mea ne A ae $510,000 
Bye | SSH), ne ie neater EA rapin br bet ate oH enna Renee ices nent a AERA Gee hak ae ete Ba 99,000 
DUN ko Vetate inkeol paves macescaeseceetwes ake cater eiyey at nano ra yen eemren onan nnr suet ain gure ce 20,000 
Charges for general government services ......... 0.0.0.0 cece eee 15,000 
CINENGIES TO (OULAIE SENG) SAIMICES, waka co accoasecoesoasaveboseungsne 8,000 
GhangessfomMOuUblicwarksatewr ecm cre re ncn ere eecumme Dy ean meme: 4,000 
Charges for health and sanitation services ............. 0.00.00 e sue 31,000 
Ghrangessfonlanciillemermc mre sacy re ep ay eter ene nee e ree ncn 8,000 
Grant to be used for salaries for health workers 
(n@ Clie ileniliiy XC UIA) 2 ovo eco cede gudauueodeausecaeessons 25,000 
SAU [=o Mo) aTern=) dan a(O1= 0 OY= (| 0) (= 200,000 
Soldraboveuinvestmemnts: saec: cla ere ea eat Warne a 84,000 
Receivables at year end: 
Property taxes ($10,000 is expected to be uncollectible) ................ 130,000 
Payments: 
Salary: 
GeneraliGOvenmmnenm tern ceswser Sepcece eines teed me ceeaten ea tecet sence ey 90,000 
PAW 0] [KGaSte) Kol 6 Nave er Orel atcn Aad ey ate nesre ts irre ara nck re coetaep a wre oa aerate eth On 94,000 
PUI ES LI GINO ik Seestese eee ere cela ecient he eer ere ne Rie er eee ew ee 69,000 
ella alate! Sevnietitorm (Ell tiwolnn GWEN) 2 .scceaccocscecasvecanosnace 22,000 
Utilities: 
GINeVEll COMES na aah eesadecnsaceodusanienesoueowenes a nad 9,000 
Publigisafetyios are. sneer ne, cases fees Pats Oia MeN a vine Mh Aer kN 16,000 
PULL GAYA TiS Werder reese by ae eg ews 0 CR a re 13,000 
Fealthiram@esamitatlomiprn wees ener eens ener athena werent ar 4,000 
Insurance: 
GEN Sha liG@VEnMMeMn terns eaves era ce arte meta vp ert eer eee ena uae 25,000 
Bub Safety: samy areal rem arn rcuee a menan seem cee att Snr Ga cei ay Sct Remy eater 12,000 
Public works (all prepaid as of the end of the year) .................. 6,000 
FCalitingamassamitatlOmipecscecns emu teat one, Cte ey rd a aes ene ra tien 4,000 
Miscellaneous: 
GeneraliGovennmentescc:s6. cette secs es eae eos. duveae earner 12,000 
AUCHENAI orn acg oA eRe cabs a oehe oe be UR ase a ed eae eowe aera AES 10,000 
PU DIIGO NKSiat eee ea ee eee wt wr Ng Wer ar Os Myra eat eer ee 9,000 
[rikstelidabelnyeltsr lane Wlelnl) aia wa wen oe ara ae een & wench UN ACE Wate Hin Gee ween 7,000 
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[nterestOnipreviOUStdeb tamerr aera ier Cntr ier ari iran tect erere era 24,000 
PI TIMVel| Oe (OWATMEIANE ln) [MEMOS CIO oo ccecscecuaasuncovnudsuascucun 10,000 
lmterestonine Wide ites rere terete eee aren ranean ce coer onan mre ay ew eee 18,000 
UI line) (OMOME WOKS) soncceudoadeeegoudeeugagcnd4enbegenscuene 210,000 
Eo ilorneimt (OU SIE) co tb coed av eeaonessaoodetonesuens aoemas 90,000 
Public works supplies (30 percent still held).......................00. 20,000 
IMESHMIEMNGS: cacacacosneagsenn soe ecaudeebue sous eeaeedgeeadueuae 111,000 
Ordered but not received: 
eM ncaa ne-comeie many nd ma AGMA ou ae ae eae eee 24,000 
SUP IIGS se Pea Vegan eee. eae hese een eg ee tee oe ee re OA | eae 7,000 
Due at end of year: 
Salaries: 
GENelalGOVENMMENG ays imma chee cies ene tern race aust eme ete eamenenceae 14,000 
RUbICESaTe TY gee tea hrere Senter mene Bien erm nat ernn on eM Oat Mn it Re NME wre. 17,000 
PAU ol [ReekYVLo) ) esyeeests heer ccs oo Bat gues fy ete Sere ah Pee he es Sam Pr ROL PURER See Ae 5,000 


The city leased a truck on the last day of the year. The first payment will be made at the end of 
the next year. Total payments will amount to $90,000 but have a present value of $64,000. 

The city started a landfill this year that it is recording within its General Fund. It is included as a 
public works function. Closure costs today would be $260,000 although the landfill is not expected 
to be filled for nine more years. The city has incurred no costs to date although the landfill is now 
15 percent filled. 

For the equipment and supplies that have been ordered but not yet received, the City Council (the 
highest decision-making body in the government) has voted to honor the commitment when the 
items are received. 

The new building is being depreciated over 20 years using the straight-line method and no 
salvage value, whereas depreciation of the equipment is similar except that its life is only 10 years. 
Assume the city records a full year’s depreciation in the year of acquisition. 

The investments are valued at $116,000 at year-end. 

a. Prepare a statement of activities and a statement of net assets for governmental activities for 
December 31, 2010, and the year then ended. 

b. Prepare a statement of revenues, expenditures, and changes in fund balances and a balance sheet 
for the General Fund as of December 31, 2010, and the year then ended. Assume that the pur- 
chases method is being applied. 

The City of Pfeiffer starts the year of 2010 with the General Fund and an enterprise fund. The 

General Fund has two activities: education and parks/recreation. For convenience, assume that the 

General Fund holds $123,000 cash and a new school building costing $1 million. The city utilizes 

straight-line depreciation. The building has a 20-year life and no salvage value. The enterprise fund 

has $62,000 cash and a new $600,000 civic auditorium with a 30-year life and no salvage value. The 
enterprise fund monitors just one activity, the rental of the civic auditorium for entertainment and 
other cultural affairs. 

The following transactions for the city take place during 2010. Assume that the city’s fiscal year 
ends on December 31. 

a. Decides to build a municipal park and transfers $70,000 into a capital projects fund and imme- 
diately expends $20,000 for a piece of land. The creation of this fund and this transfer were made 
by the highest level of government authority. 

b. Borrows $110,000 cash on a long-term bond for use in creating the new municipal park. 
Assesses property taxes on the first day of the year. The assessment, which is immediately en- 
forceable, totals $600,000. Of this amount, $510,000 will be collected during 2010 and another 
$50,000 is expected in the first month of 2011. The remainder is expected about halfway 
through 2011. 

d. Constructs a building in the park in (b) for $80,000 cash for playing basketball and other sports. 
It is put into service on July 1 and should last 10 years with no salvage value. 

e. Builds a sidewalk around the new park for $10,000 cash and puts it into service on July 1. It 
should last for 10 years, but the city plans to keep it up to a predetermined quality level so that 
it will last almost indefinitely. 

f Opens the park and charges an entrance fee of only a token amount so that it records the park, 
therefore, in the General Fund. Collections during this first year total $8,000. 
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Buys a new parking deck for $200,000, paying $20,000 cash and signing a long-term note for the 
rest. The parking deck, which is to go into operation on July 1, is across the street from the civic 
auditorium and is considered part of that activity. It has a 20-year life and no salvage value. 
Receives a $100,000 cash grant for the city school system that must be spent for school lunches 
for the poor. Appropriate spending of these funds is viewed as an eligibility requirement of this 
grant. During the current year, $37,000 of the amount received was properly spent. 

Charges students in the school system a total fee of $6,000 for books and the like. Of this 
amount, 90 percent is collected during 2010 with the remainder expected to be collected in the 
first few weeks of 2011. 

Buys school supplies for $22,000 cash and uses $17,000 of them. The General Fund uses the 
purchases method. 

Receives a painting by a local artist to be displayed in the local school. It qualifies as a work of 
art, and officials have chosen not to capitalize it. The painting has a value of $80,000. It is 
viewed as inexhaustible. 

Transfers $20,000 cash from the General Fund to the Enterprise Fund as a capital contribution. 


. Orders a school bus for $99,000. 


Receives the school bus and pays an actual cost of $102,000. The bus is put into operation on 
October 1 and should last for five years with no salvage value. 

Pays salaries of $240,000 to schoolteachers. In addition, owes and will pay $30,000 during the 
first two weeks of 2011. Vacations worth $23,000 have also been earned but will not be taken 
until July 2011. 

Pays salaries of $42,000 to city auditorium workers. In addition, owes and will pay $3,000 in the 
first two weeks of 2011. Vacations worth $5,000 have also been earned but will not be taken until 
July 2011. 

Charges customers $130,000 for the rental of the civic auditorium. Of this balance, collected 
$110,000 in cash and will collect the remainder in April 2011. 

Pays $9,000 maintenance charges for the building and sidewalk in (d) and (e). 

Pays $14,000 on the bond in (b) on the last day of 2010: $5,000 principal and $9,000 interest. 
Accrues interest of $13,000 on the note in (g) as of the end of 2010, an amount that it will pay in 
June 2011. 

Assumes that a museum that operates within the city is a component unit that will be discretely 
presented. The museum reports to city officials that it had $42,000 of direct expenses this past 
year and $50,000 in revenues from admission charges. The only assets that it had at year-end 
were cash of $24,000, building (net of depreciation) of $300,000, and a long-term liability of 
$210,000. 


Prepare the 2010 government-wide financial statements for this city. Assume the use of the modified 
approach. 


Use the information in problem 40 to prepare the 2010 fund-based financial statements for the gov- 
ernmental funds and the proprietary funds. A statement of cash flows is not required. Assume that 
“available” is defined as within 60 days and that all funds are major. The General Fund is used for 
debt repayment. 


For each of the following, indicate whether the statement is true or false and include a brief expla- 
nation for your answer. 


a. 


A pension trust fund appears in the government-wide financial statements but not in the fund- 
based financial statements. 

Permanent funds are included as one of the governmental funds. 

A fire department placed orders of $20,000 for equipment. The equipment is received but at a 
cost of $20,800. In compliance with requirements for fund-based financial statements, an en- 
cumbrance of $20,000 was recorded when the order was placed, and an expenditure of $20,800 
was recorded when the order was received. 

The government reported a landfill as an enterprise fund. At the end of Year 1, the government 
estimated that the landfill will cost $800,000 to clean up when it is eventually full. Currently, it 
is 12 percent filled. At the end of Year 2, the estimation was changed to $860,000 when it was 
20 percent filled. No payments are due for several years. Fund-based financial statements for 
Year 2 should report a $76,000 expense. 

A city reports a landfill in the General Fund. At the end of Year 1, the government anticipated the 
landfill would cost $900,000 to clean up when it is full and reported that it was 11 percent filled. 


LO3 


LO1 


LO6 
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At the end of Year 2, the estimates were changed to $850,000 and 20 percent filled. No payments 
are due for several years. Government-wide financial statements for Year 2 should report a 
$71,000 expense. 


jf. A lease for a computer (that has a six-year life) is signed on January 1, Year 1, with six annual 


payments of $10,000. The police department will use the computer. The first payment is to be 
made immediately. The present value of the $60,000 in cash flows is $39,000 based on a 10 per- 
cent rate. Fund-based financial statements for Year 1 should report total expenditures of $10,000. 

g. Anagency fund has neither revenues nor expenditures but reports expenses. 

h. A lease for a computer (that has a six-year life) is signed on January 1, Year 1, with six annual 
payments of $10,000. The computer is to be used by the police department. The first payment is 
to be made immediately. The present value of the $60,000 in cash flows is $39,000 based on a 
10 percent rate. Government-wide financial statements for Year 1 should report expenses of $9,400. 


For problems 43 through 48, use the following introductory information: 

The City of Wolfe has issued its financial statements for Year 4 (assume that the city uses a calendar 
year). The city maintains the General Fund made up of two functions: (1) education and (2) parks. The 
city also utilizes capital projects funds for ongoing construction and an enterprise fund to account for its 
art museum. It also has one discretely presented component unit. 


43. 


44. 


45. 


The government-wide financial statements indicated the following Year 4 totals: 


Education had net expenses of $710,000. 

Parks had net expenses of $130,000. 

Art museum had net revenues of $80,000. 

General revenues were $900,000; the overall increase in net assets was $140,000. 


The fund-based financial statements issued for Year 4 indicated the following: 


The General Fund had an increase of $30,000 in its fund balance. 
The Capital Projects Fund had an increase of $40,000 in its fund balance. 
The Enterprise Fund had an increase of $60,000 in its net assets. 


Officials for Wolfe define “available” as current financial resources to be paid or collected within 
60 days. 


On the first day of Year 4, the city receives a painting as a gift that qualifies as a work of art. It has 

a 30-year life, is worth $15,000, and is being displayed at one of the local parks. The accountant ac- 

cidentally capitalized and depreciated it although officials had wanted to use the allowed alternative. 
Respond to the following: 

a. According to the information provided, the General Fund reported a $30,000 increase in its fund 
balance. If city officials had used proper alternatives in this reporting, what would have been the 
correct change in the fund balance for the General Fund for the year? 

b. According to the information provided, the parks reported net expenses of $130,000. If city 
officials had used proper alternatives in this reporting, what was the correct net expense for 
parks for the year? 

c. Assume the same information except that the art was given to the art museum but not recorded 
at all. What should have been the overall change in net assets for Year 4 on government-wide 
financial statements, assuming that officials still preferred the allowed alternative? 


On January 1, Year 4, the government leased a police car for five years at $20,000 per year with the 
first payment being made on December 31, Year 4. This is a capitalized lease. Assume that, at a rea- 
sonable interest rate of 10 percent, the present value of a five-year annuity due is $62,000. In the 
government-wide financial statements, the government recorded a $20,000 increase in expense and 

a $20,000 reduction in cash as its only entry. In the fund-based financial statements, the government 

increased Expenditures by $20,000 and reduced Cash for $20,000 as its only entry. 

a. According to the information provided, the overall increase in net assets reported was 
$140,000. What was the correct overall change in the net assets in the government-wide 
financial statements? 

b. According to the information provided, the General Fund reported an increase of $30,000 in its 
fund balance. What was the correct change in the fund balance for the General Fund? 

Assume that the one component unit had program revenues of $30,000 and expenses of $42,000 

and spent $10,000 for land during Year 4. However, it should have been handled as a blended com- 

ponent unit, not as a discretely presented component unit. According to the information provided, 
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46. 


47. 


48. 


49. 


50. 


the overall increase in net assets reported was $140,000. What was the correct overall change in the 
net assets in the government-wide financial statements? 


At the end of Year 4, the city owed teachers $60,000 in vacation pay that had not been recorded. The 
assumption is that these vacations will be taken evenly over the next year. A 60-day period is used to 
determine available funds. 


a. What is the correct change in the fund balance of the General Fund for the year? 
b. What is the correct overall change in the net assets in the government-wide financial statements? 


The city maintains a landfill that has been recorded within its parks. The landfill generated program 
revenues of $4,000 in Year 4 and cash expenses of $15,000. It also paid $3,000 cash for a piece of 
land. These transactions were recorded as would have been anticipated, but no other recording was 
made this year. The city assumes that it will have to pay $200,000 to clean up the landfill when it is 
closed in several years. The landfill was 18 percent filled at the end of Year 3 and is 26 percent filled 
at the end of Year 4. No payments will be necessary for several more years. For convenience, assume 
that the entries in all previous years were correctly handled regardless of the situation. 


a. The city believes that the landfill was included correctly in all previous years as one of its En- 
terprise Funds. According to the information provided, the overall increase in net assets reported 
was $140,000. What is the correct overall change in the net assets in the government-wide fi- 
nancial statements? 

b. The city believes that the landfill was included correctly in all previous years in one of the En- 
terprise Funds. According to the information provided, the Enterprise Fund reported an increase 
in its net assets of $60,000. What is the correct change in the net assets of the Enterprise Fund in 
the fund-based financial statements? 


c. The city believes that the landfill was included correctly in all previous years within the General 
Fund. What is the correct change in the fund balance of the General Fund? 


On the first day of the year, the City of Wolfe bought $20,000 of equipment with a five-year life and 
no salvage value for its school system. It was capitalized but no other entries were ever made. The 
machine was monitored using the modified approach. 


a. What was the correct overall change in the net assets in the government-wide financial 
statements? 


b. What was the total of correct net expenses for education in the government-wide statements? 


A police department leases a car on July 1, Year 1, with five annual payments of $20,000 each. It 

immediately makes the first payment, and the present value of the annuity due is $78,000 based on 

an assumed rate of 10 percent. The car has a five-year life. Assume that this is a capitalized lease. 

Indicate whether each of the following independent statements is true or false and briefly explain 

each answer. 

a. The fund-based financial statements will show a total liability of $3,900 at the end of Year 1. 

b. The government-wide financial statements will show a total liability of $58,000 at the end of 
Year 1. 

c. The government-wide financial statements will show total interest expense of $2,900 in Year 1. 

d. The fund-based financial statements will show total expenditures of $20,000 in Year 1. 

e. The government-wide financial statements will show a net leased asset of $70,200 at the end of 
Year 1. 

jf If this were an ordinary annuity so that the first payment was made in Year 2, no expenditure 
would be reported in the fund-based financial statements in Year 1. 

g. Ifthe car had an eight-year useful life, this contract could not be a capitalized lease. 

h. Over the entire life of the car, the amount of expense recognized in the government-wide finan- 
cial statements will be the same as the amount of expenditures recognized in the fund-based 
financial statements. 

A city has a solid waste landfill that was filled 12 percent in Year 1 and 26 percent in Year 2. During 

those periods, the government expected that total closure costs would be $2 million. As a result, it 

paid $50,000 to an environmental company on July 1 of each of these two years. Such payments will 
continue for several years to come. Indicate whether each of the following independent statements 
is true or false and briefly explain each answer. 

a. The government-wide financial statements will show a $230,000 expense in Year 2 but only if 
reported in an enterprise fund. 

b. The fund-based financial statements will show a $50,000 liability in Year 2 if this landfill is 
reported in the General Fund. 
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c. The fund-based financial statements will show a $50,000 liability at the end of Year 2 if this 
landfill is reported in an enterprise fund. 

d. If this landfill is reported in an enterprise fund, the government-wide financial statements and 
the fund-based financial statements will basically have the same reporting. 


e. The government-wide financial statements will show a $420,000 liability at the end of Year 2. 


Over the landfill’s entire life, the amount of expense recognized in the government-wide finan- 
cial statements will be the same as the amount of expenditures recognized in the fund-based 
financial statements. 


LO2 51. Use the same information as in problem 50 except that, by the end of Year 3, the landfill is 40 per- 
cent filled. The city realizes that the total closure costs will be $3 million. Indicate whether each of 
the following independent statements is true or false and briefly explain each answer. 

a. Ifthe city had known the costs were going to be $3 million from the beginning, the reporting on 
the fund-based financial statements would have been different in the past years if the landfill had 
been reported in an enterprise fund. 


b. If the landfill is monitored in the General Fund, a liability will be reported for the governmental 
activities in the government-wide financial statements at the end of Year 3. 

c. A $680,000 expense should be recognized in Year 3 in the government-wide financial 
statements. 


d. Because the closure costs reflect a future flow of cash, any liability reported in the government- 
wide financial statements must be reported at present value. 


LO3 52. A city receives a copy of its original charter from the year 1799 as a gift from a citizen. The docu- 
ment will be put under glass and displayed in the city hall for all to see. The fair value is estimated 
at $10,000. Indicate whether each of the following independent statements is true or false and briefly 
explain each answer. 

a. Ifthe city government does not have a policy for handling any proceeds if it ever sells the docu- 
ment, the city must report a $10,000 asset within its government-wide financial statements. 

b. Assume that this gift qualifies for optional handling and that the city chooses to report it as an 
asset. For the government-wide financial statements, depreciation is required. 

c. Assume this gift qualifies for optional handling and the document is deemed to be exhaustible. 
The city must report an immediate expense of $10,000 in the government-wide financial 
statements. 

d. Assume that this gift qualifies for optional handling. The city must make a decision as to 
whether to recognize a revenue of $10,000 in the government-wide financial statements. 

e. Assume that this gift qualifies for optional handling. The city can choose to report the gift in the 
statement of net activities for the government-wide financial statements in a way so that there is 
no overall net effect. 

LO6 53. A city starts a public library that has separate incorporation and gets some of its money from the 
state and some from private donations. Indicate whether each of the following independent state- 
ments is true or false and briefly explain each answer. 


a. Ifthe city appoints 7 of the 10 directors, it must report the library as a component unit. 


b. If the library is a component unit and its financial results are shown as part of the governmental 
activities of the city, it is known as a blended component unit. 


c. Ifthe library appoints its own board but the city must approve its budget, the library must be 
reported as a blended component unit. 


d. The choice of whether a component unit is blended or reported discretely is up to the city’s 


discretion. 
Develop Your 
Skills 
RESEARCH CASE 1 
CPA The City of Abernethy has three large bridges built in the later part of the 1980s that were not capitalized 
skills at the time. In creating government-wide financial statements, the city’s accountant is interested in re- 


ceiving suggestions as to how to determine a valid amount to report currently for these bridges. 
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RESEARCH CASE 2 
Ore 


ANALYSIS CASE 1 
Ore 


ANALYSIS CASE 2 
ore 


Required 


Use a copy of GASB Statement 34 as the basis for writing a report to this accountant to indicate various 
ways to make this calculation. Use examples that will help illustrate the process. 


Officials for the City of Artichoke, West Virginia, have recently formed a transit authority to create a 
public transportation system for the community. These same officials are now preparing the city’s CAFR 
for the most recent year. The transit authority has already lost a considerable amount of money and the 
officials have become interested in its reporting and whether it qualifies as a component unit of the city. 

Following are several articles written about the reporting of component units by a state or local 
government: 


“Financial Reporting for Affiliated Organizations,’ The Journal of Government Financial Manage- 
ment, Winter 2003. 


“How to Implement GASB Statement No. 34,” The Journal of Accountancy, November 2001. 
“Accounting for Affiliated Organizations,” Government Finance Review, December 2002. 
“Component Unit Reporting in the New Reporting Model,” The CPA Journal, October 2001. 


Required 


Read one or more of the above articles and any others that you may discover about component units. 
Write a memo to these city officials providing as much detailed information about component units 
and their reporting as you can to help these individuals understand the challenges and difficulties of this 
reporting. 


Read the following journal article: “25 Years of State and Local Governmental Financial Reporting—An 
Accounting Standards Perspective,” The Government Accountants Journal, Fall 1992. 

Or, as a second possibility, do a search of books in the college library for advanced accounting text- 
books or government accounting textbooks that were published prior to 2000. 


Required 
Accounting for state and local governments has changed considerably in just the last 10—20 years. Write 


a report to highlight some of the differences you noted between the process described before 2000 and 
that which has been presented in Chapters 16 and 17 of this textbook. 


Go to Web site www.portlandonline.com/omf/index.cfm?c=49561 &a=228968 and find the 2008 com- 
prehensive annual financial report for the City of Portland, Oregon. One of the most important additions 
to state and local government accounting is the required inclusion of a management’s discussion and 
analysis. Read this section of the Portland report. 


Required 


Write a report indicating the types of information found in this government’s MD&A that would not have 
previously been available in the city’s financial statements. 


COMMUNICATION CASE 1 


ore. 


Read the following articles and any other papers that are available on setting governmental accounting 
standards: 


“The Governmental Accounting Standards Board: Factors Influencing Its Operation and Initial 
Technical Agenda,” The Government Accountants Journal, Spring 2000. 

“Governmental Accounting Standards Come of Age: Highlights from the First 20 Years,’ Government 
Finance Review, April 2005. 
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“GASB Re-Examines Fund Balance Reporting and Definitions of Fund Types,’ Government Finance 
Review, December 2006. 


“A Century of Governmental Accounting and Financial Reporting Leadership,” Government Finance 
Review, April 2006. 
“The GASB Turns 25: A Retrospective,” Government Finance Review, April 2009. 


Required 


Write a short paper discussing the evolution of governmental accounting. 


COMMUNICATION CASE 2 


OF fe 


EXCEL CASE 
OF 


The City of Larissa recently opened a solid waste landfill to serve the area’s citizens and businesses. The 
city’s accountant has gone to city officials for guidance as to whether to record the landfill within the 
General Fund or as a separate enterprise fund. Officials have asked for guidance on how to make that 
decision and how the answer will impact the government’s financial reporting. 


Required 


Write a memo to the government officials describing the factors that should influence the decision as to 
the fund in which to report the landfill. Describe the impact that this decision will have on the city’s fu- 
ture comprehensive annual financial reports. 


The City of Loveland previously adopted GASB Statement 34. Now city officials are attempting to de- 
termine reported values for major infrastructure assets that it had obtained prior to the implementation 
of the statement. The chief concern is determining a value for the city’s hundreds of miles of roads that 
were built at various times over the past 20 years. Each road is assumed to last for 50 years (depreciation 
is 2 percent per year). 

As of December 31, 2010, city engineers believed that one mile of new road would cost $2.3 million. 
For convenience, each road is assumed to have been acquired as of January 1 of the year in which it was 
put into operation. Officials have done some investigation and believe that the cost of a mile of road has 
increased by 8 percent each year over the past 30 years. 


Required 


Build a spreadsheet to determine what value should now be reported for each mile of road depending on 
the year it was put in operation. For example, what reported value should be disclosed in the government- 
wide financial statements for 10 miles of roads put into operation on January 1, 2003? 
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KAPLAN) Please visit the text Web site for the online CPA Simulation. 


The City of Clarksville (Clarksville) is incorporated and has a December 31 fiscal year-end. The City 
Council (Council) approves the budget annually. For internal reporting purposes, Clarksville uses the 
modified accrual basis of accounting to record its General Fund transactions. For external reporting pur- 
poses, Clarksville prepares a comprehensive annual financial report that includes both government-wide 
and fund-based financial statements. 

The city has a policy that any financial resources to be received within 60 days are viewed as cur- 
rently being available. 

At the beginning of Year 1, the Council authorized the construction of a new recreation center. Its es- 
timated cost is $25 million. Clarksville plans to finance the construction by combining bond proceeds 
with a state grant and making a transfer from the city’s General Fund. 


CPA REVIEW 


Topics to be covered in this simulation: 


e Transfers. 

¢ Infrastructure and modified approach. 
e Statement of cash flows. 

e Property taxes. 

¢ Budgetary entries. 

e Nonexchange transactions. 

e Revenue and expenditure recognition. 
e Encumbrances. 


Accounting 
and Reporting 
for Private 
Not-for-Profit 
Organizations 


America loves nonprofits. They represent what is best about the country: 
generosity, compassion, vision, and the eternal optimism that we can re- 
solve our most serious problems. Unlike the for-profit sector that employs 
most Americans, nonprofits have a higher calling, a more noble purpose. 
Each week millions of people volunteer their time to nonprofits, reading 
to the blind, raising money for the Cancer Society, mentoring adolescents 
from troubled backgrounds, or doing countless other good deeds. Non- 
profits show loving kindness to the most vulnerable and the most 
wretched in society.! 


Not-for-profit organizations operate literally throughout the world. 
Many are well known for their ongoing work to achieve one or more 
stated missions such as the cure for a particular disease, the eradication 
of hunger and poverty, or the cleanup of the environment. However, 
the title of not-for-profit organization does not have to be limited to 
groups with such noble goals; a wide array of entities such as civic 
organizations, political parties, trade associations, and fraternal organi- 
zations also are often formed as not-for-profit organizations. In 2007, 
approximately 2.8 million not-for-profit organizations existed in the 
United States alone.” 

Many of these organizations are huge by any standard. In 2008, 
The Salvation Army held $12.8 billion in net assets while the Shriners’ 
Hospitals for Children reported $7.0 billion. The 200 largest charities 
alone reported receiving $40 billion in single-year donations.? These 


| Jeffrey M. Berry with David F. Arons, A Voice for Nonprofits (Washington, DC: Brookings 
Institution Press, 2003), p. 1. 

2 Dan Kadlec, “Rethinking Nonprofits,” Time, March 5, 2007, p. 74. 

3 William P. Barrett, “America’s 200 Largest Charities,” November 19, 2008, 
http:/Avww.forbes.com/2008/1 1/19/americas-largest-charities-pf-charities08- 
cx_wb_1119charity_land.html. 
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LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand the basic com- 
position of the financial 
statements produced for 
a private not-for-profit 
organization. 


LO2 Determine the proper 
classification for assets 
that are unrestricted, 
temporarily restricted, or 
permanently restricted 
and explain the method of 
reporting these categories. 


LO3 Explain the purpose and 
the construction of a 
statement of functional 
expenses. 


LO4 Report the various types of 
contributions that a private 
not-for-profit organization 
can receive. 


LO5 Understand the impact of 
a tax-exempt status. 


LO6 Account for both mergers 
and acquisitions of not- 
for-profit organizations. 


LO7 Describe the unique aspects 
of accounting for health 
care organizations. 
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were led by the following. As can be seen, these organizations receive significant revenue 
beyond pure donations: 


2007 Revenues Largest Revenue Source 
YMCA of the United States $6,053,285,000 Program services: $4,124,189,000 
Catholic Charities USA 3,884,724 ,373 Government: $2,454,055,491 
The Salvation Army 3,709,839,000 Public support: $1,998,433,000 
Goodwill Industries International 3,168,385,029 Program services: $2,203,842,473 
American Red Cross 3,155,280,471 Program services: $2,277,714,465 ¢ 


Several general characteristics help to define a not-for-profit organization: 


1. They often receive significant amounts of contributed resources from providers who 
do not expect a commensurate return. 


2. They have an operating purpose that is something other than providing goods and 
services for a profit. 


3. They do not have ownership interests like those of a for-profit business enterprise. 


Some not-for-profit organizations are viewed as governmental because they receive tax 
revenues or are controlled by a government. A state-operated hospital, for example, and 
a public university are both governmental not-for-profit organizations. Most not-for- 
profit organizations, however, are nongovernmental (or private). The American Cancer 
Society and Mothers Against Drunk Driving are just two examples of not-for-profit orga- 
nizations that do not qualify as governmental. 

The amount of giving to not-for-profit organizations each year is staggering despite 
the recession. “Total giving for 2008 is estimated to be $307.65 billion. This is a decrease 
of 2.0 percent (—5.7 percent adjusted for inflation) compared with the revised estimate 
of $314.07 billion for 2007.” This generosity comes from a wide sector: 


Individuals ...................0.. $229.28 billion 

Foundations ...............000005 41.21 billion 

B@QUESES aes cae conte ae eed a ve 22.66 billion 

Corporations ..............200005 14.50 billion 

Recipients of such generosity represent an eclectic assortment of missions: 

REN GION pesonitits acoder hee dedeges alloy $106.89 billion 

Education ...........0.00e ee eee 40.94 billion 

Gifts to grant-making foundation .... 32.65 billion 

Human services ..........-.00000 25.88 billion 

Public-society benefit .............. 23.88 billion 

H@althi s.2%5 athim oan athoa a Dib anand we 21.64 billion 

International affairs ............... 13.30 billion 

Arts, culture, and humanities ........ 12.79 billion 

Environment and animals........... 6.58 billion 

OUNER since atekoty cit Zan td a bak adhe andl 55.75 billion? 
FINANCIAL REPORTING 

Lo1 With so much money at stake, the need for not-for-profit organizations to provide adequate 

Unilensiand she banccampar and fairly presented financial information is understandable. Current and potential contribu- 
tion of the financial statements tors and other interested parties want to know how financially stable these organizations are 


produced for a private not-for- 


PrgHt Ofeantasaan 4 Mark Hrywna, “2008 Top 100: An In-Depth Study of America’s Largest Nonprofits,” The Nonprofit Times, 


November 1, 2008, p. 20. 
> Giving USA Foundation, Giving USA 2009, pp. 3-4. 


LO2 


Determine the proper 
classification for assets that 
are unrestricted, temporarily 
restricted, or permanently 
restricted and explain the 
method of reporting these 
categories. 
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and how they use the monies they receive. Future gifts or grants are often based, at least in 
part, on the organization’s ability to convince donors that it uses its resources wisely to ac- 
complish stated goals. Financial statements are vital to this objective because they report both 
the resources generated and the spending decisions that have been made. 

As the previous two chapters discussed, the Governmental Accounting Standards Board 
(GASB) has the authority to establish accounting standards for state and local governments and 
any organization that these governments control, such as governmental not-for-profit organiza- 
tions. In contrast, the Financial Accounting Standards Board (FASB) sets the accounting stan- 
dards used by for-profit business organizations and private not-for-profit organizations. 

Prior to 1993, private not-for-profit organizations utilized a wide array of financial reporting 
practices. Statements often varied significantly, depending on the specific type of organization. A 
fund accounting approach was especially common because of all the restrictions added by donors 
and grantors. In that year, FASB standardized much of the reporting for private not-for-profit 
organizations with the issuance of two official standards. FASB Statement (SFAS) 116, “Account- 
ing for Contributions Received and Contributions Made,” established guidelines for determining 
when and how donations should be recognized and reported. FASB Statement 117, “Financial 
Statements of Not-for-Profit Organizations,” specified the required financial statements and the 
format to be used by these organizations.° These pronouncements have both been included in 
FASB’s Accounting Standards Codification [FASB ASC (Subtopics 958-605 and 958-205)]. 

Several basic goals form the framework for the generally accepted accounting principles 
for private not-for-profit organizations, including: 


1. The financial statements should focus on the entity as a whole. 

2. Reporting requirements for private not-for-profit organizations should be similar to those 
for business entities unless critical differences in the information needs of financial state- 
ment users exist. 


The first of these goals is important because it asserts that the organization’s financial state- 
ments should not be structured around the individual funds that many of these organizations 
often use for internal record keeping. Prior to 1993, the reporting of not-for-profit organiza- 
tions was often patterned after traditional government accounting with a heavy emphasis on 
separate fund types. FASB wanted to emphasize reporting the operations and financial posi- 
tion of the entire entity. 

The second goal is significant because it allows the use of many of the same accrual basis 
techniques utilized by for-profit business entities in recording and reporting transactions. Con- 
sequently, existing authoritative literature for capital leases, pensions, contingent liabilities, 
and similar issues do not have to be rewritten for private not-for-profit organizations. 


Financial Statements for Private Not-for-Profit Organizations 
Although private not-for-profit organizations have much in common with for-profit business 
entities, there are three critical differences. First, the donations that private not-for-profit or- 
ganizations receive create transactions that have no counterparts in commercial accounting. 
Second, these contributions often have donor-imposed restrictions that require their use for a 
specified purpose or not until a specified time. Third, no single reported indicator can describe 
performance as effectively as net income does for commercial entities; thus, other indicators 
are necessary. 

These differences suggest the need for a somewhat different set of financial statements for 
not-for-profit organizations. As a result, three financial statements must be presented: 


1. The statement of financial position reports the assets, liabilities, and net assets of these 
private not-for-profits. The final category, net assets, replaces owners’ equity or fund bal- 
ance. The amount of net assets the organization holds must be classified as unrestricted, 
temporarily restricted, or permanently restricted. This distinction is quite significant be- 
cause it discloses the use that can be made of the assets being held. 


5 The American Institute of Certified Public Accountants (AICPA) issues an audit and accounting guide, 
Not-for-Profit Organizations, to provide additional guidance in preparing and auditing financial statements by 
focusing on procedures that are unique or significant to these organizations. This is not part of the FASB ASC. 
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EXHIBIT 18.1 


2. The statement of activities and changes in net assets reports revenues, expenses, gains, and 
losses for the period. Revenues and expenses are determined using the accrual basis of 
accounting, and includes depreciation of fixed assets. This statement is structured to pre- 
sent the change in each category of net assets for the period. 


3. The statement of cash flows uses the standard classifications of cash flows from operations, 
investing activities, and financing activities. Cash flows from operating activities may be 
presented by either the direct or indirect basis. Because this statement follows the tradi- 
tional format for a for-profit business, it will not be discussed in this coverage. 


In addition to these three statements, voluntary health and welfare organizations are required 
to prepare a statement of functional expenses (see Exhibit 18.3). Other types of not-for-profit 
organizations can provide this statement but are not required to do so. Voluntary health and wel- 
fare organizations are entities that promote humanitarian activities, such as public health clin- 
ics, homeless shelters, the cure of a particular disease, and the like. These organizations might 
receive some revenues from their activities but, in most cases, rely heavily on support from gifts 
made by individuals, foundations, government grants, United Way allocations, and similar 
sources to support their work. These not-for-profit organizations are different from other types 
such as private universities or hospitals that generate a considerable amount of revenue from 
services rendered. Normally, voluntary health and welfare organizations depend more on do- 
nations, so the wise utilization of these resources is of special importance. The statement of 
functional expenses provides a detailed schedule of expenses by function (such as various pro- 
grams and administrative activities) and by object (salaries, supplies, depreciation, etc.). 


Statement of Financial Position 


Exhibit 18.1 presents the 2008 statement of financial position for Christian Children’s Fund, 
Inc. (now ChildFund International). The asset and liability sections resemble those of for-profit 
enterprises. However, unlike such businesses, individuals and organizations often provide 


CHRISTIAN CHILDREN’S FUND, INC. 
Consolidated Statement of Financial Position 
June 30, 2008 


Assets 2008 
Eashranclicashteg tivalemtsy eres eae mewat ern asian erie aes ier a eee eer ete $11,234,398 
IMVESTIMOMILS ee eater res cece sec sere eee eee i teen aea ere ara eae ua ere Se new ane en ore 35,046,331 
EIMIMES KC SINE OS teen one wes Bandas mioenenr dies A ure Eneete BOA eine Maen teem Bue Der ela era a 4,071,665 
Receivablerfronntattiliates ee. sewers asec cies eane ne) gna eres Geese er ene 2,562,973 
Accounts receivable and other assets ........ 0.0.00. c cece ee eee 2,649,381 
Lernve), lowilkelinors intel oN OMNENE WWE soscoddsecscercenceanousoducabaosues 14,609,458 
SOY USHER cs Aiea etn Bia eis ney AsaeeDe Ted ANA tals Bho alee tecncy aemeein tales ats tats, Shs eee $70,174,206 


Liabilities and net assets 


Liabilities: 
Accounts payable and accrued expenses ...........-.0 00 eee cece eee eee ee $17,620,175 
Acciwedibemetitaliabilityeeses ere: reac tener rer or ema es aan ey Nei carp en Urn 3,364,980 
liM@vORIGrECith reeset ee eee ene ee erent comments — 
NOtalilia Biliticcweces ee wept nee cme rcre Oney eet at nsene ity pen Cree car emuena ey aera 20,985,155 
Net assets: A) 
Whirestricted Masern mreaarp ence he tei Mecca epee ne mre ne eccetumauensan 14,218,514 
Tenaponanilysresthicte clit erseaetsmaree baaneee-rs. stant cerer aera ety e-ureey tyes ysye eu eens e 27,028,138© 
Permanently restnictediavmeee cesses trees rnicn cee ee tegrate  e or eunp cece eer 7,942,399 ©) 
RUfeoT=) nveXCeLNS=UIS a ca sca om ox chee aesaeeniy Guat tear ou caweon aucmavs Bader nex ensue on atone 49,189,051 


TOR IMElo hiss ciatel NEES Joe ee ee oes ee ea eoee ease ueeeseneded $70,174,206 


LO2 


Determine the proper 
classification for assets that 

are unrestricted, temporarily 
restricted, or permanently 
restricted and explain the method 
of reporting these categories. 
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resources to not-for-profit organizations without the expectation of earning a return on their 
investment. As a result, the concept of owners’ equity does not apply. In the place of paid- 
in-capital and retained earnings, the final section of this statement presents “total net assets,” 
which is the excess of the organization’s assets over liabilities (see Point A). 

Net assets are presented in three categories: unrestricted, temporarily restricted, and per- 
manently restricted. Specific requirements must be imposed by donors from outside the orga- 
nization before an asset amount is classified as restricted. For that reason, board-designated or 
internally designated assets continue to be classified as unrestricted for financial statement 
purposes. Christian Children’s Fund (Point B) indicates that the organization holds unre- 
stricted net assets of $14,218,514 that can be spent completely at the discretion of the organi- 
zation’s officials. 

Temporarily restricted assets are designated by an external party for a particular purpose or 
for use in a future time period. For example, a private college could receive a grant for med- 
ical research. Amounts received from that grant are reported as temporarily restricted for that 
particular use. Alternatively, the college could be awarded a grant supporting general educa- 
tion programs over the next three years. Thus, amounts received or promised for use in future 
periods also are viewed as temporarily restricted. 

Assets that are temporarily restricted represent resources that are expected to be released 
from restriction based on performance of a specific act or the passage of time. The statement 
of financial position published for Christian Children’s Fund discloses that outside donors had 
restricted $27,028,138 of its net assets as of June 30, 2008, for a particular purpose or until a 
specific point in time (Point C). Likewise, the statement of financial position for the Univer- 
sity of Notre Dame as of June 30, 2008, indicates temporarily restricted net assets of more 
than $2.29 billion. 

In contrast, permanently restricted assets are those that are expected to remain restricted for 
as long as the organization exists, although some or all of the income is available for general or 
specified use. A note to the 2008 financial statements of Yale University explains its perma- 
nently restricted net asset total of $2.36 billion as “net assets that are subject to explicit donor- 
imposed stipulations that they be maintained permanently by the University. Generally, the 
donors of these assets permit the University to use the returns on the related investments over 
time for general or specific purposes.” In the same manner, a footnote to the financial state- 
ments of the Christian Children’s Fund indicates that the $7,942,399 in permanently restricted 
net assets (Point D) are “net assets that generally represent contributions and other inflows of 
assets whose use by CCF is permanently limited by donor-imposed stipulations that neither ex- 
pire by passage of time nor can be fulfilled or otherwise removed by actions of CCF.” 


Statement of Activities and Changes in Net Assets 


Exhibit 18.2 presents the statement of activities and changes in net assets for Christian 
Children’s Fund. Note the format adopted here: A separate column is used to present the 
increases and decreases in each of the three categories of net assets: unrestricted, temporarily 
restricted, and permanently restricted. The final totals agree with the net asset balances pre- 
sented on the statement of financial position. 

As stated earlier, not-for-profit organizations receive a significant portion of their resources 
from contributions. One main purpose of the statement of activities is to provide a clear pic- 
ture of those donations and any restrictions that might have been attached. In Exhibit 18.2, 
public support (sponsorships, contributions, and grants) is reported separately from revenues 
such as service fees and investment income for which an earning process exists. For the year 
ended June 30, 2008, Christian Children’s Fund reports (Point E) that it received $43.2 million 
of public support that was unrestricted, $184.3 million that was temporarily restricted, and only 
$141 thousand that was permanently restricted. 

This organization reports total earned revenues for the year of only $2.2 million (Point F) . 
Clearly, Christian Children’s Fund gets the vast majority of its revenues from donations and 
grants. In comparison, as shown at the beginning of this chapter, the YMCA of the United 
States obtains over $4.1 billion (approximately 68 percent of all revenues) from providing pro- 
gram services. That is one aspect that makes this statement interesting—revenues can be gen- 
erated in a number of ways by a not-for-profit organization. 
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EXHIBIT 18.2 


CHRISTIAN CHILDREN’S FUND, INC. 


Consolidated Statement of Activities and Changes in Net Assets 


Year Ended June 30, 2008 


Temporarily Permanently Total 
Unrestricted Restricted Restricted 2008 
Public support: 

Sponsorships: 

WES SSDOMSO NS Hime peer a anette Deere ace tenet ane rn $ — $ 100,737,010 $ — $100,737,010 

LIMWeTIMENHONAl SHNCWISONS .cassbcncacebnaasueueuaace — 52,411,951 — 52,411,951 

Special gifts from sponsors for children ............. — 19,170,847 — 19,170,847 

TotalESPOMSONSIIDS sweet enor eee eee aon ewe are — 172,319,808 — 172,319,808 

Contributions: 

(GAME COMMIOWKIOINS .sseccnncdencconsoncocnace 13'362)257/, 11,466,637 141,470 24,971,364 

Malonmoiitstancibequestsiemmn sri erica tern neees 2,688,965 478,154 — 3,167,119 

Giese lab Ane Pescara Orewa o aes oeeed antes Sones ena Oreos ea oe 80,022 —_— — 80,022 

Vote ondMWOnS: 2nauessccnaseueanudebqugendsene 16,132,244 11,944,791 141,470 28,218,505 

Grants: 

(GiIMNS GING OIMUEIGIS. sos se teasedeeeedsanudesusepe 27,021,698 — — 27,021,698 
Total pulolie Supt) sccoscetcovcccesedacsdesoseus 43,153,942 184,264,599 141,470 227,560,011 
Revenue: 

Investment and currency transactions ................ 251,894 1,791 —_ 253,685 

Senvicesieeszandrothen a. oe kine a eee ee 1,995,593 —_ — 1,995,593 
lotalirevenUiei(h) yam, eee hon ae re ene vr eee 2,247,487 1,791 = 2,249,278 
Net assets released from restrictions:(4) 

Satisfaction of program and time restrictions ........ 181,111,821 (181,111,821) — — 
Total public support and revenue ....................-. 226,513,250 3,154,569 141,470 229,809,289 
Expenses: G) 

Program:(1) 

Basi@eGucationiasas tae ise cere an ener eka wes ee 53,069,318 — —_— 53,069,318 

ealthranGeSamitatlOnimei ser yee t art nani nnn mene 48,674,687 —_ — 48,674,687 

[NTURWTTMTON AN, cece a evacuate hom mea cos coaunen tenth amench ne phen areonrecn 18,042,085 — —_— 18,042,085 

Early childhood development....................-- 27,480,339 —_ —_ 27,480,339 

MicrosenitenpriSea eres sss mer taa esr ten wea me ee 20,619,523 — — 20,619,523 

EM@NGENnGleS site ce ewencrin ea ea pr eacn es Cc emeeet. 17,541,433 — — 17,541,433 

TOtall PROGKAN eee eee ere on ese reer ere meee er ee ae 185,427,385 —_ — 185,427,385 
Supporting services:(@) 

EU GICUT AISI Gimeeee xmecek ar ten re repre nme gues ann ae ot 21,979,683 — — 21,979,683 

[MEMMEorelamein ancl CaWNeWEll 22 co pee dace nacueeeneene 15,905,100 — — 15,905,100 
Wiel SUyojeroindine) SAMIGES = 5 eogecnsusocgocenoesuce dene 37,884,783 — —_ 37,884,783 
Total expenses from operations ....................0.- 223,312,168 — — 223,312,168 
Change in net assets from operations ...............-..- 3,201,082 3,154,569 141,470 6,497,121 
Nonoperating revenues: 

Realized gain on investments ..................-..-- 1,261,787 5,707 — 1,267,494 

Unrealized (loss) gain on investments ................ (1,355,267) (8,815) — (1,364,082) 
Total nonoperating revenues ...............0.2000000 (93,480) (3,108) —_— (96,588) 
Ghange imimevaSsets ce ce ee ena ete eee eo tes eeeteeere 3,107,602 3,151,461 141,470 6,400,533 
Net assets at beginning of year....................-.. 14,031,196 23,876,677 7,800,929 45,708,802 
Minimum pension liability adjustment .................. (2,920,284) — — (2,920,284) 

NEBERSAISEIGIICHON WEE fu senecaeegouanduscneuouges $ 14,218,514 $ 27,028,138 $7,942,399 $ 49,189,051 
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Expenses and Release of Temporarily Restricted Net Assets 


All expenses are reported in a statement of activities (Point G) solely within the Unrestricted 
Net Assets column. In that way, this first column can be viewed as a reflection of current oper- 
ations for the not-for-profit organization. For Christian Children’s Fund, unrestricted public 
support and revenues totaled $226.5 million while the organization’s expenses amounted to 
$223.3 million. 

Recording all expenses solely within the unrestricted net assets causes a problem in that 
some expenses are incurred in connection with temporarily restricted net assets. A gift, for ex- 
ample, could be made specifically to support the salaries of the organization’s employees. If 
the contribution is reported as temporarily restricted, how can the eventual salary expense be 
presented as unrestricted? Mechanically, that does not match. 

When a temporary restriction (either time or usage) is fulfilled, that amount is immediately re- 
classified as unrestricted. Therefore, if an expense is incurred to meet a donor stipulation, both the 
expense and the contribution appear in the statement of activities in the Unrestricted column in the 
same time period. As in Exhibit 18.2, this reclassification is reflected in the statement of activities 
(Point H) by a line at the bottom of the Public Support and Revenue section that increases unre- 
stricted net assets and decreases temporarily restricted net assets. Christian Children’s Fund shows 
more than $181.1 million reclassified as “net assets released from restrictions.” 

Thus, that amount of temporarily restricted net assets was no longer restricted because of 
one or more of the following: 


1. Money was appropriately expended for an expense as designated by the donor. 
2. Money was appropriately expended for an asset as designated by the donor. 
3. A donor restriction based on time was satisfied. 


To illustrate this important concept, assume that in Year 1, a private not-for-profit organi- 
zation receives three cash gifts of $10,000 each. The donor has specified that the first gift must 
be used for employee salaries. The second gift is for the purchase of equipment. The third gift 
must be held until Year 2 before being expended. In Year 1, the statement of activities will 
show all three gifts as increases in Temporarily Restricted Net Assets. 

Assume that this example is extended into Year 2 when the first two gifts are properly spent 
and the time restriction on the third gift is satisfied. For the first gift, cash is decreased and 
a salary expense is recorded in the Unrestricted Net Asset column. In addition, $10,000 is 
reclassified on the statement of activities from the Temporarily Restricted column to the 
Unrestricted column in the same manner as the $181.1 million in Exhibit 18.2. For the second 
gift, equipment (an asset) is increased and cash is decreased, but the same reclassification is 
made to indicate that this restriction has been met. 

A $10,000 reclassification must also be made for the third gift even though it has not been 
spent. It was restricted only as to time, and the required period has passed. The statement of 
activities will show a total of $30,000 in Net Assets Released from Restriction as an increase 
in unrestricted net assets with an equal decrease in temporarily restricted net assets. 

An alternative in accounting for the equipment bought with the restricted gift does exist. A 
time restriction can be specified by the donor or assumed by the organization for the use of the 
asset. For example, the donor might require the organization to hold the equipment for its en- 
tire expected life or for a specific number of years. In that case, no immediate reclassification 
is made from temporarily restricted net assets to unrestricted net assets because use of the 
asset is not completely at the discretion of the organization. Instead, a gradual reclassification 
equal to the depreciation of the asset is made each year. 


Program Services and Supporting Services 

Detailed information about the expenses incurred by a not-for-profit organization is consid- 
ered important to contributors. One primary concern of contributors is the extent to which a 
not-for-profit is using the resources provided to fulfill the organizational mission. Is money 
used, for example, to cure disease or wasted on bloated fund-raising campaigns or executive 
salaries? For this reason, expenses must be presented in two broad categories: program services 
and supporting services. Program services are the organization’s activities relating to its 
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EXHIBIT 18.3 


CHRISTIAN CHILDREN’S FUND, INC. 
Consolidated Statement of Functional Expenses 
Year Ended June 30, 2008 
Program Services 


Early 
Basic Health and Childhood Micro 
Education Sanitation Nutrition Development Enterprise 
SWlosichy tier CMUCHAM . sce nccneceesoone $38,406,267 $27,249,164 $12,959,128 $20,504,027 $14,127,213 
RiOGKamMGrantSencuseme amma err ee 4,847,370 12,422,674 1,745,900 1,893,559 2,678,533 
SUD DI GSinaeer enema wren cere mre mn ered 232,392 213,148 79,007 120,337 90,294 
OCCUPANCY ESR mee Mice otra rer eae 449,470 412,250 152,807 232,744 174,637 
Professional services.................. 07,429 98,533 36,523 55,629 41,741 
Gomtract/Senvices a. soe ee eee crane 499,319 457,970 169,754 Asie /5)5)7/ 194,005 
TNGN TEM eet a ost cece one are tod Oares onmes ween 608,655 558,252 206,926 Syilisy, (17/83 236,486 
Conferences and meetings ............ 68,218 54,288 57,190 87,107 65,359 
Automobile and truck expense ......... 207,773 90,568 70,637 107,589 80,728 
Advertising and public education........ 18,829 W271 6,402 9,751 UNG 
Equipment purchases and rentals........ 81,092 66,096 61,566 93,773 70,361 
Telephone and cables................. 234,462 215,046 79,710 121,409 91,097 
OSIGE ZIMCl MANCIME .oaccnecceoeueoons 06,362 97/7553 36,160 55,076 Aes 25 
STEM ENMU eee 6 ped come opened omecone 16,320 106,687 39,545 60,233 45,195 
Miscellaneous expenses............... 339,150 311,065 115,302 175,619 13%),773 
Total expenses before 
personnel costs and other 
EXPENSES ae yeereeean es ene arenes 46,523,108 42,670,565 15,816,557 24,090,583 18,076,063 
Rersonmelicosisi-e es aar ee ener eae Seem 5,961,813 5,468,119 2,026,849 3,087,144 2,316,399 
Depreciation & interest ............... 584,397 536,003 198,679 302,612 227,061 
Total expenses from operations ....... $53,069,318 $48,674,687 $18,042,085 $27,480,339 $20,619,523 


mission. Within this category, several programs may be reported or only one. Christian Chil- 
dren’s Fund (Point I) discloses six program categories: basic education, health and sanitation, 
nutrition, early childhood development, micro enterprise, and emergencies. Supporting service 
costs (Point J) consist of administrative costs (management and general costs) and fund-raising 
expenses. These activities are not regarded as directly related to any of the organization’s stated 
missions. Analysts frequently use the ratio of program service expenses to total expenses as one 
way to evaluate the efficiency of not-for-profits. The Better Business Bureau has suggested that 
ratio values of less than 65 percent are not desirable. Christian Children’s Fund reports a ratio 
of 83.0 percent ($185.4 million/$223.3 million) for the year ended June 30, 2008. 

Below the Expenses and Supporting Services sections in Exhibit 18.2, Christian Children’s 
Fund reports “Nonoperating Revenues” dealing with investment income. Investments in equity 
securities with readily determinable market values and all debt investments must be adjusted to 
fair value.’ A not-for-profit entity reports the resulting unrealized gains and losses in the state- 
ment of activities. These entities report gains and losses on investments, along with dividend 
and interest income, as increases or decreases in unrestricted net assets unless the donor ex- 
plicitly restricted this income. Christian Children’s Fund separately reports these gains and 
losses in a nonoperating section. Here, the organization shows a realized gain on the sale of 
investments plus dividends and interest of $1,261,787, along with an unrealized loss on adjust- 
ing investments to fair value of $1,355,267. 


7 The system of classifying marketable securities into portfolios such as trading securities and available-for-sale 
securities that for-profit business entities must utilize is not applied to private not-for-profit organizations. 
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Program and 


Supporting Services Supporting Services 


Total 
Total Program Management Supporting 

Emergencies Services Fund Raising and General Services 2008 
$ 2,404,049 $115,649,848 $ = $ = $ = $115,649,848 
11,892,926 35,480,962 — — — 35,480,962 
76,815 811,993 64,284 568,772 633,056 1,445,049 
148,567 1,570,475 14,807 321,264 336,071 1,906,546 
35,510 375,365 159,419 523,318 682,737 1,058,102 
165,044 1,744,649 1,472,061 1,047,191 2,519,252 4,263,901 
201,184 2,126,676 502,673 376,085 878,758 3,005,434 
55,603 587,765 89,235 129,830 219,065 806,830 
68,677 725,972 7,829 145 7,974 733,946 
6,224 65,793 15,472,797 442,161 15,914,958 15,980,751 
59,858 632,746 41,046 433,733 474,779 1,107,525 
77,498 819,222 97,308 129,554 226,862 1,046,084 
35,156 371,632 162,624 1,179,689 1,342,313 1,713,945 
38,448 406,428 22,841 43,552 66,393 472,821 
112,102 1,185,011 310,902 2,010,173 2321 O75 3,506,086 
15,377,661 162,554,537 18,417,826 7,205,467 25,623,293 188,177,830 
1,970,606 20,830,930 3,422,658 7,972,374 11,395,032 32,225,962 
193,166 2,041,918 139,199 727,259 866,458 2,908,376 
$17,541,433 $185,427,385 $21,979,683 $15,905,100 $37,884,783 $223,312,168 

Lo3 Statement of Functional Expenses 


Explain the purpose and the 
construction of a statement of 


functional expenses. 


Exhibit 18.3 presents the statement of functional expenses for the Christian Children’s 
Fund. Because contributors are concerned with how their gifts are used, this statement pro- 
vides a detailed analysis of expenses by both function and object. The columns represent 
functions and include the six previously identified programs and the supporting services of 
management and general expenses as well as fund-raising. These are the same categories 
reported on the statement of activities, and column totals here agree with operating 
expenses reported on that statement. The rows list expenses according to their nature—for 
example, subsidy for children, program grants, professional services, and advertising and 
public education. 

As a result of the scrutiny placed on the amount that a private not-for-profit organization 
spends on fund-raising, the allocation of costs is quite important. At one time, joint costs 
expended for fund-raising appeals that also contained educational literature were routinely 
divided evenly between fund-raising and program services. Thus, most direct mail solicitations 
for contributions were accompanied by informational pamphlets and the like so that a signifi- 
cant portion of the cost of the mailing could be reflected as a program service expense such as 
educating the public. 

Now, however, a portion of the costs of such fund-raising campaigns can still be assigned 
to program service costs but only if several criteria are met.* The literature that is mailed or 


8 For more information, see “How to Report a Joint Activity,” Journal of Accountancy, August 1998. 
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otherwise distributed must include a specific call for action that would have been made even 
without the fund-raising request. This appeal cannot be directed purely at potential contribu- 
tors, and the desired action must be specific and help accomplish the entity’s overall mission. 
If all of these criteria are met, some or all of the costs associated with this call for action cam- 
paign should be reported under program services rather than fund-raising. 

For this reason, the June 30, 2008, financial statements of the American Heart Association, 
Inc., included the following note: 


The Association conducts joint activities (activities benefiting multiple programs and/or support- 
ing services) that include fund-raising appeals. Those activities primarily included direct mail 
campaigns and special events. The costs of conducting those joint activities were allocated as 
follows in 2008 and 2007 (in thousands): 


2008 2007 

R@S@ANCN ocnnat'4 Rats ies cages antic w celts $ - $ 74 
Public health education ............. 105,134 85,909 
Professional education and training .... 2,376 609 
Community services .............--. 6,619 863 
Management and general ........... 17,983 5,504 
Fund-raising..................000- 63,231 41,421 

Total joint costs .............000. $195,343 $134,380 


The Association allocates joint costs using the physical units methodology. 


ACCOUNTING FOR CONTRIBUTIONS 


LO4 


Report the various types of 
contributions that a private 
not-for-profit organization can 
receive. 


Contributions are obviously a major source of support for many private not-for-profits. Con- 
tributions are unconditional transfers of cash or other resources to an entity in a voluntary 
nonreciprocal transaction and should be recognized as revenue in the period received at their 
fair value. 

Restricted contributions specify how the contributions must be used and are recognized as 
increases in either temporarily restricted net assets or permanently restricted net assets when the 
promise is received. Conditional promises to give are not recognized as revenue until the con- 
ditions are met. Conditions are different from restrictions. Conditional promises require some 
future action on the part of the not-for-profit organization before the asset will be transferred. 

Thus, a $1,000 pledge to be paid in eight months that is restricted for the purchase of 
library books is recorded immediately as follows because it is not conditional. However, a 
$90,000 pledge to be made if a famous biology professor is hired is not recorded until that 
action is taken. 


(raretole evn eve etNealol eles eau cas n, Geauia a tmeaenaen Atkin he it a pianeshen eaeaton comer 1,000 
Temporarily Restricted Net Assets—Contributions ................. 1,000 
Unconditional pledge of gift made to organization to buy library books. 


Because contribution revenue is recognized at fair value, the estimated uncollectible 
portion of pledged amounts should be deducted and an allowance account established to 
present the receivable at its expected net realizable value. Furthermore, promises that are 
not expected to be collected within one year are discounted to present value using an ap- 
propriate interest rate, such as the organization’s incremental borrowing rate or the rate of 
return on its investment portfolio. Over time, the receivable is adjusted toward face value 
of the pledge, and the amortization is classified as contribution revenue rather than inter- 
est revenue. 

For example, as of June 30, 2008, Georgetown University reported gross contributions re- 
ceivable of $175.8 million. The balance being reported was reduced by (1) $6.3 million to ar- 
rive at the present value of the expected cash flows and (2) an allowance for doubtful accounts 
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of $38.4 million. Such allowances are often quite high because not-for-profits have very lim- 
ited ways of forcing a person to fulfill a pledge. Thus, this school reported a net contribution 
receivable balance of $131.1 million as a result of its unconditional pledges. A note to the 
financial statements indicated that the discount rate for determining present value ranged from 
2.46 percent to 8.29 percent as of June 30, 2008. 

Cash is not the only type of support for not-for-profits. Many organizations receive 
donations of materials intended either to be used by the charity itself (such as vehicles, 
office furniture, and computers) or to be distributed to needy groups or individuals (food, 
clothing, and toys). Organizations such as the Salvation Army and Goodwill Industries 
use these types of donations to provide a central resource essential to the charity’s ongoing 
operation of its mission. 

Because donated supplies and other materials provide resources for the organization, these 
contributions are reported as support unless the organization cannot use or sell them. Although a 
value is sometimes apparent (for example, if a new vehicle is given), donations such as used cloth- 
ing, furniture, and toys can be difficult to assess. In such cases, the use of estimates and averages 
is allowed provided that they reasonably approximate the results of detailed measurements. 

Assume as an illustration that a local voluntary health and welfare organization begins 
a drive to gather furniture and clothing for needy families living in the area. It receives the 
following items: 


Bedi ¢2 nets ocak ee eee eee eee $ 800 fair value 

Tables and chairs .................00.. 420 fair value 

New clothing..................000005 960 fair value 

Used clothing .............0.0.000005 190 estimated resale value 
MOtalit-2 saree esate 2, sca tnrcaaent scat Bn Goes $2,370 


In addition, one patron donates $32,000 in marketable securities to the charity with the stip- 
ulation that the investments are held in perpetuity with all income to be used to support local 
needy families. 

Assuming that the charity distributed the furniture and clothing almost immediately, the 
not-for-profit organization records the following journal entries: 


[ImnveeImCoyAy Corr [Drommaliterel (MENEMEIS 54cocceccneccnseunconoooucaueoecpe 2,370 
Unrestricted Net Assets—Contributions ....................000. 227K) 
To record gifts made to organization to be distributed to needy individuals. 


Community Service Expenses—Assistance to Needy..............-.-.. 2,370 
InventonyohDonated|MatejialSir: wa mren me ene n renee penn noes 2,370 
To record distribution of furniture and clothing to needy individuals. 


Investments in Marketable Securities ............. 0.00.00. eee eee 32,000 
Permanently Restricted Net Assets—Contributions ................ 32,000 


To record donation of investments to be held by the organization forever 
with all income to be used to aid needy families in the local area. 


In connection with the donation of marketable securities, the organization will record 
income, when it is eventually earned, as an increase in temporarily restricted net assets. That 
particular money must be used for the purpose designated by the donor. It is reported as tem- 
porarily restricted until the purpose is met; then, it will be released from restriction and 
reclassified on the statement of activities as unrestricted net assets. 


Donations of Works of Art and Historical Treasures 


In 1990, FASB issued an exposure draft that would have required a recipient to record all con- 
tributions, including works of art and museum pieces, as assets with a corresponding increase 
in revenues. Rarely has an accounting proposal created such adverse public reaction. FASB 
was deluged with more than 1,000 letters, virtually all in opposition to the exposure draft. The 
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ARE TWO SETS OF GAAP REALLY NEEDED FOR COLLEGES AND UNIVERSITIES? 


As this and the previous chapter have discussed, public colleges and universities must 
follow GASB standards. For that reason, these schools have been directed to use the same 
reporting model that state and local governments follow, although such schools fre- 
quently view themselves as consisting solely of business-type activities so that they need 
only fund-based statements. 

Private not-for-profit colleges and universities adhere to FASB Accounting Standards 
Codification requirements and prepare financial statements as illustrated in this chapter. 
GAAP for public schools comes from GASB; for private schools, it comes from FASB ASC. 

Readers of college and university financial statements may want to compare the data 
presented by various institutions. The use of this information is especially important to 
potential donors who are attempting to evaluate each school’s efficiency and effective- 
ness in utilizing the funding that it receives. 

Does the division between the financial reporting appropriate for public colleges and 
universities and that utilized by private colleges and universities serve these statement 
users well? Are these two types of schools so different that they require two separate sets 
of generally accepted accounting principles created by two official bodies? Should one set 
of GAAP apply to all schools? Should only one group be in charge of developing GAAP for 
colleges and universities? 


argument against recognizing additions to such collections is that works of art and historical 
pieces do not provide the same types of benefits as contributions of cash or investments. Items 
held for research or public exhibit create little or no direct increase in cash flows. In fact, most 
such items require continual outflows of cash for insurance, maintenance, and other preserva- 
tion expenses. Thus, they are not viewed as assets in the traditional sense. Opponents of the ex- 
posure draft argued that recognizing such donations as revenues would mislead potential 
donors into overrating the organization’s financial strength. 

This opposition apparently influenced FASB because when the new principle was issued in 
1993, gifts of works of art, historical treasures, and similar assets were handled differently. 
No recognition of these contributions is required if they are (1) added to a collection for pub- 
lic exhibition, education, or research; (2) protected and preserved; and (3) covered by an 
organization policy whereby any proceeds generated by a sale will be used to acquire other 
collection items. For this reason, a note to Georgetown University’s 2008 financial statements 
explains that the school has elected not to capitalize the cost or value of its collection of works 
of art, historical treasures, and similar assets. However, a note to Princeton University’s finan- 
cial statements for the year ended June 30, 2008, indicates a different approach: “Art objects 
acquired through June 30, 1973, are carried at insurable values at that date because it is not 
practicable to determine the historical cost or market value at the date of gift. Art objects ac- 
quired subsequent to June 30, 1973, are recorded at cost or fair value at the date of gift.” 

A very subtle difference between private not-for-profit accounting and that utilized for state 
and local government units is evident here. The criteria for qualifying as a work of art or his- 
torical treasure are basically the same. However, the choice for private not-for-profits is be- 
tween recording the revenue and the asset versus no reporting. Governments do not have the 
same option. Under governmental accounting, the contributed revenue must be recorded. The 
reporting entity then has the choice of recording either an asset or an expense when the item 
in question is a work of art or historical treasure. 

If a private not-for-profit organization does record art works or historical treasures as as- 
sets, the question of recording depreciation is again raised. Private not-for-profit organiza- 
tions are not required to record depreciation for such assets if the lives are viewed as 
extraordinarily long. The assumption must be that the organization has the technological and 
financial ability to preserve an item and that the value is such that the organization has com- 
mitted to preserve it. 
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Holding Contributions for Others 

Some not-for-profit organizations, such as the United Way, raise donations that will be dis- 
tributed to other designated charities, or they accept gifts that must be conveyed to other spec- 
ified beneficiaries. A community group might solicit donations by allowing the donor to 
identify the charity to be benefited. An independent organization might raise money solely for 
the use of the athletic programs of a separate college or university. 


Some NFPs act as agents, trustees, or intermediaries helping donors to make a contribution to 
another entity or individual. When acting in that capacity, those NFPs do not receive a contribu- 
tion when they receive the assets, nor do they make a contribution when they disburse the assets 
to the other entity or individual. Instead, they act as go-betweens.? 


Such conveyances raise questions as to the appropriate recording to be made by the donor, the 
initial recipient, and the specified beneficiary. For example, assume that Donor A gives 
$10,000 in cash to Not-for-Profit Organization M (NPO-M) that must then be conveyed to 
Not-for-Profit Organization Z (NPO-Z). This contribution raises several reporting questions: 


¢ Does Donor A record an expense when it conveys the cash to NPO-M, or must there be an 
actual transfer to NPO-Z before Donor A records an expense? 


¢ Does NPO-M report a contribution revenue of $10,000 or only a liability to NPO-Z? 
e At what point should NPO-Z recognize a contribution revenue as a result of this gift? 


For a conveyance of this type, the donor normally records an expense when it conveys the 
property (to NPO-M) because it has relinquished control over the asset. In this case, Donor A 
makes the following entry: 


Donor A—Relinquishes Control 
Expense—Charitable Contribution ..............-0-.00 eee cree eaee 10,000 
aS ieee ence Actin rea pen Sty aren OR Geer pe ater ay ogee ee 10,000 


However, if the donor retains the right to redirect the use of the gift (has a variance power) 
or if the donation can be revoked, Donor A continues to hold power over the asset and should 
not record an expense until it relinquishes control. Until that time, Donor A makes the follow- 
ing entry instead of the previous one: 


Donor A—Retains Variance Power 
REVUE /NCNEINES WOINPOAM) ..cscecseeescosessceeuscocescceces 10,000 
(GRA Ai Rera: sak ete A Are bare Gralatains kn peed Biar hla mean whee a een ereeeN iy EIA eRe 10,000 


The initial recipient usually records a liability to the eventual beneficiary for such gifts 
(rather than a contribution revenue). The money is simply passing through the not-for-profit 
organization and is not creating any direct benefit. Thus, for this example, NPO—M will most 
likely make the following journal entry for the money received: 


NPO-M—Donation Passing through to Beneficiary 
aS eae sey deaneecce ge unre ninyoRA Wark nea Avagrve bas ee RA ce rey ees Carnes PE ce 10,000 
Lia ilityatOIN RO— Zensen pin cebnon Merman tae ee en meer nna sees 10,000 


However, if the donor retains the right to revoke or redirect the gift, NPO-—M will not be 
certain as to whether the money will actually go to the beneficiary or back to the donor. Thus, 
if the donor retains such rights, the preceding entry must be changed to the following: 


NPO-M—Donor Retains Control over Gift 


Le ae coh he ee es ee PU Dee, Ae i he Nett ti enor AA AUR apne tc 10,000 
Refundable Advance from DonorA ...........0 00000 e eee eee 10,000 


SAICPA, Audit & Accounting Guide, Not-for-Profit Entities, March 1, 2009, para. 5.07. 
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In this type of arrangement, NPO-M records a contribution revenue and a contribution ex- 
pense in only one situation. If the donor has not retained the right to revoke or redirect the gift 
and has given the charity the variance powers that allow it to change the beneficiary, NPO-M 
controls the asset. In that case, NPO-—M records the following entry rather than either of the pre- 
vious two. Subsequently, it records an expense when the $10,000 goes to the eventual beneficiary. 


NPO-M—Variance Powers Retained 


Temporarily Restricted Net Assets—Contributions ................. 10,000 


The beneficiary of such a gift must record its own contribution revenue at some point. If 
the donor has retained the right to revoke or redirect the gift or if NPO-M is given variance 
powers to change the beneficiary, the named beneficiary makes no entry until it receives the 
gift. Too much uncertainty exists until then. The beneficiary really has no power to control 
the property’s movement until it possesses the property. However, if the donor has not kept 
the right to revoke or redirect the gift and NPO-M has not received variance powers, the even- 
tual recipient records the revenue as soon as the donor makes the gift to the first not-for-profit 
organization: 


NPO-Z—Gift to Be Received 
Gontribution(Receivableyac ac cere eee ee ee ater ear ce 10,000 
GOntiIbULIONEREVENUCees waensee se eaten eats eae a ene Legere 10,000 


This final entry also needs to indicate whether the donation was unrestricted, temporarily re- 
stricted, or permanently restricted. 


Contributed Services 


Donated services are an especially significant means of support for many not-for-profits. The 
number of volunteers working in some organizations can reach into the thousands. Charities rely 
heavily on these individuals to fill administrative positions and to serve in fund-raising and pro- 
gram activities. For example, for the year ended June 30, 2008, the American Heart Association 
recognized more than $44.1 million in contributed services. The notes to its financial statements 
indicate that nearly 81 percent of this amount related to public health education. 

Not-for-profits recognize contributed services as revenue but only if the service provided 
meets one of two criteria: 


1. Creates or enhances a nonfinancial asset. 


2. Requires a specialized skill possessed by the contributor that would typically need to be 
purchased if not donated. 


Examples of the first type include donated labor by carpenters, electricians, and masons. If 
these services enhance nonfinancial assets, the organization recognizes the fair value of the 
services as an increase in both fixed assets and contribution revenue. 

Examples of the second type of donation include legal or accounting services that are recog- 
nized as both an expense and a revenue when contributed. It is a common practice for profes- 
sionals to bill a not-for-profit entity for the fair value of services rendered and then deduct an 
amount (or, possibly, the entire charge) from the balance as a contribution to the organization. 

Contributed services (such as volunteer servers at a soup kitchen) are not recognized as rev- 
enue if they fail to meet either of these criteria. This is not because the services have no value 
but because of the difficulty in measuring that value. For example, the American Heart Asso- 
ciation’s financial statements explain, 


The Association receives services from a large number of volunteers who give significant 
amounts of their time to the Association’s programs, fund-raising campaigns, and management. 
No amounts have been reflected for these types of donated services, as they do not meet the cri- 
teria for recognition. 
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To illustrate, assume that a certified public accountant provides accounting services that 
would cost a local charity $2,000 if not donated. Assume also that a carpenter donated mate- 
rials ($4,000) and labor ($3,500) to construct an addition to the charity’s facilities. The not-for- 
profit organization records the following journal entries: 


General and Administrative Expenses—Accounting Services ............ 2,000 
Unrestricted Net Assets—Contributed Services .................4. 2,000 
To record contribution of professional services. 
UICHNES inl (TOMES 20 oncocneonnsocdecsasemeocaccsseseac 7,500 
Unrestricted Net Assets—Contributed Services .................4. 3,500 
Unrestricted Net Assets—Contributed Materials .................. 4,000 


To record contribution of professional services and materials. 


Donated services do not have to be limited to work done by individuals. The 2008 financial 
statements for the Girl Scouts of the USA contained the following note: 


The Organization receives considerable in-kind contributions primarily in the form of donated 
advertising on television, radio stations, and in print. The value of such in-kind contributions, 
based upon information provided by a third-party advertising service, approximated $1,089,000 
and $13,988,000 for the years ended September 30, 2008 and 2007, respectively, and is reflected 
in the accompanying consolidated financial statements as contributed advertising revenue and 
communications expense. 


As with the services referred to previously that were provided by the certified public ac- 
countant, this donation is recognized as both a contributed service revenue and an appropriate 
expense. Many charities receive considerable value through such donations. 


Exchange Transactions 


Exchange transactions are reciprocal transfers when both parties give and receive something 
of value. Many not-for-profit organizations have regular charges. The local YMCA might have 
monthly membership dues for exercise classes and locker fees, and Christian Children’s Fund 
has monthly sponsorships. The reminders that arrive in the mail each month look very similar, 
but should the accounting for both be the same? Dues and fees are frequently considered rec- 
iprocal transfers; the member typically receives benefits in the form of newsletters, journals, 
and use of organization facilities and services. Because these transactions do not meet the 
definition of a contribution, they follow normal accrual basis accounting and are recognized 
as revenue when earned. 

However, if the paying person derives little or no benefit (beyond personal satisfaction) from 
the monthly charges, the conveyance is viewed (at least in part) as a contribution. Logically, 
the not-for-profit organization should report the excess amount as a contribution. 

Recording membership dues as either earned revenue or contributed revenue causes no net 
effect on the financial statements but does shift the way in which the organization appears to 
gain support. For example, assume that a not-for-profit organization receives $5,000 in dues 
from its membership. These members receive a journal and several other benefits valued at 
$3,600. The organization reports the receipt of this money as follows: 


[CTS (cts ome trans Ue pun aio aa) minh ant Me aye ima Gao ie Gomme eee as 5,000 
Unrestricted Net Assets—Revenue from Dues ...................- 3,600 
Unrestricted Net Assets—Contributions .......................0. 1,400 


To record receipt of membership dues where members receive benefits 
valued at $3,600. 


LO5 Tax-Exempt Status 


Understand heampact of 6 A note to The Museum of Modern Art’s 2008 financial statements explained that this not-for-profit 
tax-exempt status. organization is “exempt from tax under Section 501(c)(3) of the Internal Revenue Code.” Just 
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as there are many different not-for-profit organizations, there are numerous tax-exempt sta- 
tuses that influence what the entity can and cannot do. Although this is not a taxation textbook, 
no coverage of not-for-profit organizations is complete without a short overview of tax rules. 
The following explains three of a number of tax-exempt statuses. 

Section 501(c)(3) applies to not-for-profit organizations that are charitable, educational, or 
scientific. An organization can apply for this status by completing IRS Form 1023, Applica- 
tion for Recognition of Exemption under Section 501 (c)(3) of Internal Revenue Code. Not sur- 
prising, many of the best-known not-for-profit organizations qualify as Section 501(c)(3) 
entities. They do not pay federal income tax on income (although not-for-profit organizations 
are generally subject to taxation on the unrelated business income they generate). In most 
cases, these organizations are also exempt from paying state income tax. 

One of the primary benefits of Section 501(c)(3) status is that a donor may use a charitable 
donation to these organizations to reduce his or her taxable income. In addition, such entities 
qualify for the benefit of a nonprofit postal permit that can reduce mailing charges consider- 
ably. Although these organizations may participate in a small amount of lobbying, they cannot 
engage in political election campaign activity. 

AARP, Inc., is also a not-for-profit organization, but it is tax exempt based on Section 
501(c)(4) of the Internal Revenue Code, which is a status that is reserved for advocacy groups. 
Again, income earned by the organization is not taxed at the federal level although it often is 
by the states. When individuals or corporations make donations to these organizations, they 
are not entitled to a tax deduction on their federal income tax return. Dues or member fees 
paid to these groups also do not qualify as tax deductible. As could be imagined for advocacy 
groups, they are allowed to lobby and may engage in political election campaign activity 
(although such expenditures may create an income tax effect). They do not qualify for a non- 
profit postal permit unless they are also an educational organization. 

Finally, the Web site for the Internal Revenue Service (www.irs.gov) indicates that 


Section 501(c)(6) of the Internal Revenue Code provides for the exemption of business leagues, 
chambers of commerce, real estate boards, boards of trade, and professional football leagues, 
which are not organized for profit and no part of the net earnings of which inures to the benefit 
of any private shareholder or individual. 


Section 501(c)(6) organizations do not pay federal income taxes but are frequently forced 
to pay state income taxes. Membership dues are tax deductible so long as they are viewed as 
ordinary and necessary business expenses. Within certain limits, such entities can lobby and 
engage in political election campaign activity. Like a Section 501(c)(4), 501(c)(6) entities are 
allowed a nonprofit postal permit but only if they qualify as an educational organization. 
Thus, although private not-for-profits are often viewed as a single group, in reality, as these 
three categories indicate, the tax laws and regulations include numerous distinctions among 
the various types of organizations. 

Most tax-exempt organizations are required to submit a Form 990 (Return of Organization 
Exempt from Income Tax) or Form 990-EZ along with Schedule A to the Internal Revenue 
Service each year in order to maintain their tax-exempt status. The Form 990 requires each or- 
ganization to disclose an extensive amount of information about its operations. Groups that 
study and report on charities and other not-for-profits usually do so by gathering pertinent 
information from these forms.!° 

The 2008-2009 Form 990 filed by the American Heart Association, Inc., can be found on 
the organization’s Web site and contains over 100 pages of material. The information made 
public includes a statement of functional expenses; balance sheet; compensation of the highest- 
paid employees other than officers, directors, and trustees; compensation of the highest-paid 
independent contractors for professional services; and a schedule of special fundraising events 
that took place during the year. 


10 The Form 1023 filed by the YMCA of the United States can be viewed at www.ymca.net/downloads/ 
form_1023.pdf. The Form 990 filed by United Cerebral Palsy can be viewed at www.ucp.org/ucp_generalsub. 
cfm/1/3/11217. 
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Mergers and Acquisitions 


The Edward Charles Institute for Nonprofit Mergers and Acquisitions was created recently to 
focus solely on helping troubled charities and nonprofits find strong partners in order to survive 
the recession and to continue operations. The Institute’s unique service is the first of its kind in 
the country. The troubled economy has made merging with or acquiring another organization the 
most urgent task for senior managers of many struggling nonprofits.!! 


Mergers and acquisitions have become so prevalent for not-for-profits that this institute 
was created purely to help facilitate such transactions. Many reasons exist for two or more 
of these organizations coming together, such as more efficient use of resources to achieve 
common goals, cost cutting through efficiencies of size, attempts to rescue charities that 
are suffering financially because of the recession, and expanding the scope of an organiza- 
tion’s outreach. 

Accounting for such combinations utilizes many of the same techniques demonstrated in 

the early chapters of this textbook in connection with the consolidation of for-profit compa- 
nies. However, several unique situations can be encountered in creating combined statements 
when two or more not-for-profit organizations come together. 
Acquisitions In not-for-profit accounting, an acquisition occurs—as might be suspected— 
when one not-for-profit organization obtains control over another entity. As shown in earlier 
chapters, control that leads to the consolidation of for-profit entities is normally based on gain- 
ing ownership of a majority of voting stock. However, with not-for-profit organizations, the 
official definition of control is broader: “the direct or indirect ability to determine the direc- 
tion of management and policies through ownership, contract, or otherwise.”!* 

In most respects, accounting for an acquisition initially parallels the consolidation process 
demonstrated previously in this textbook. All assets and liabilities of the acquired organization 
are identified and reported by the acquirer at fair value as of the acquisition date (the date on 
which control is achieved). If the total acquisition value of the acquired organization is greater 
than the total of the fair value of all the identifiable assets and liabilities, the excess is reported 
on the balance sheet as goodwill. That part of the process follows the same basic steps estab- 
lished to consolidate for-profit companies. 

However, one important distinction is made at this point. The recognition of goodwill im- 
plies the existence of an otherwise unrecorded ability to generate high revenues and profits in 
the future, higher than should occur based solely on the identifiable assets and liabilities. This 
reporting is appropriate for organizations such as the YMCA and the Girl Scouts that generate 
significant amounts of revenue. However, what about charities that do not earn revenues from 
exchange transactions? Is the excess acquisition value truly an asset providing future eco- 
nomic benefits if little or no revenues are to be generated? 

As a result of such questions, the handling of this excess varies depending on the type of 
revenues that are anticipated. If the future operations of the acquired organization are expected 
to be predominantly supported by contributions and returns on investments (rather than dues 
or other types of earned revenue), any unexplained excess of the acquisition value is reported 
as an immediate reduction in unrestricted net assets on the statement of activities rather than 
being recognized as the intangible asset goodwill." 


Mergers The most unique aspect of reporting combined not-for-profit organizations is 
the availability of a second method of reporting. All consolidated financial statements pro- 
duced by for-profit businesses are created by the same set of rules. However, the acquisi- 
tion method is not the only one found in the reporting of not-for-profit organizations and 
their combinations. If two or more not-for-profit organizations come together to form a 
new not-for-profit organization and control is turned over to a newly created governing 
board, then a merger rather than an acquisition has taken place. The two organizations have 


11 “Newly Formed Edward Charles Institute for Nonprofit Mergers and Acquisitions Focused on Helping 
Charities Hurt by the Recession,” Business Wire, March 9, 2009. 


12 FASB ASC Section 958-810-20. 


13 “Predominantly supported” means that significantly more of the revenues to be generated by the acquired 
company will come from contributions and investment income than from all other sources combined. 
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come together to create a third. An acquirer did not gain control of an acquired organiza- 
tion, but rather two or more of these entities were joined together to form an entirely new 
not-for-profit. 

In a merger, since neither organization is being acquired, identifiable assets and liabili- 
ties are not newly adjusted to fair value. Instead, the carryover method is applied in report- 
ing mergers. The newly formed not-for-profit reports all of the previously recognized assets 
and liabilities at their book values as of the date of the merger. Changes and adjustments are 
not made. 


Example of Acquisition and Merger Assume that the Rather Large NFP is a private not-for- 
profit organization that is to be joined to the Small NFP, another not-for-profit. The Small NFP 
has been struggling financially and this combination has been created to help save the organi- 
zation and the work that it does. 

At the date of acquisition, the Small NFP holds just one asset, a building with a book value 
of $600,000 but a fair value of $700,000. It has no liabilities. The Rather Large NFP has sev- 
eral buildings as well as many other assets. These buildings have a total book value of $3 mil- 
lion and a fair value of $3.9 million. 


e Assume that the Rather Large NFP pays $820,000 to acquire complete control over the 
Small NFP. 


This is an acquisition; control has been gained by one organization over the other. The build- 
ing owned by the Small NFP will be added at fair value to the book value of the Rather Large 
NFP’s building so that this asset will now be reported at $3.7 million ($3 million book value 
plus $700,000 fair value). If the Small NFP’s operations will not be predominately supported 
in the future by contributions and investment income, the remaining excess acquisition value 
of $120,000 is reported as the intangible asset goodwill ($820,000 acquisition value less 
$700,000 fair value of the assets and liabilities recognized). 

However, if the Small NFP will be predominately supported in the future by contributions and 
investment income, then this residual $120,000 figure is reported as a reduction in unrestricted 
net assets in the statement of activities and not shown as the intangible asset goodwill. 


e Assume that, instead of paying money to gain control, the Rather Large NFP and the 
Small NFP are joined together to form the Huge NFP to be operated by an entirely new 
governing board. 


This event qualifies as a merger. The carryover method is used and book value is retained. 
Buildings will now be shown at $3.6 million ($3 million book value from the Rather Large 
NFP plus $600,000 book value from the Small NFP) with no goodwill or reduction reported. 
No acquisition value is determined so no excess can result. All assets and liabilities are 
brought together at book value. 


TRANSACTIONS FOR A PRIVATE NOT-FOR-PROFIT 
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The following transactions demonstrate typical journal entries for a private not-for-profit or- 
ganization. Because financial reporting focuses on the entity as a whole, the organization does 
not need to record transactions in separate funds. However, not-for-profits can choose to use a 
fund format for internal management purposes. Reporting by funds as supplemental informa- 
tion is permitted, provided that all interfund transactions have been eliminated. 

Assume, for example, that Shenandoah Seminary, a private college, began the year 2010 with 
unrestricted net assets of $1,250,000 and a permanently restricted endowment of $700,000. 
During 2010 the seminary received the following contributions from alumni and friends: 


Unrestricted pledges due within 12 months ............. $130,000 
Cash contributions to the endowment ................ 50,000 
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Because the seminary should be able to collect the pledges within 12 months, it need not com- 
pute or record present value. Based on past experience, the seminary estimates that it will re- 
ceive 85 percent of these unrestricted pledges. 


HE S-(CP=1e| pe ete Aer on pu cate wean, oe cna eR H eae es outa, aa re eae 50,000 

PledgesiReceivablevmenccenvrcccm testis once or ea cnnen teat canieene 130,000 
Allowance for Uncollectible Pledges ($130,000 x 15%).......... 19,500 
Unrestricted Net Assets—Contributions ...................0.. 110,500 
Permanently Restricted Net Assets—Contributions .............. 50,000 


To record contributions received. 


Before the end of the fiscal period, the seminary collected $100,000 of the amount pledged 
and wrote off $5,000 of the remaining pledges. 


DIA GAS Mire ersreae een ee eee eR oe ero ese eer eee Con a 100,000 
AllowanceiionUncollectibleiPledgesi- satan eee ener 5,000 
PledgesiReceiVablev zanna acee teen ore i cen ucnarnee ae 105,000 
To record pledges collected and written off. 


Because of the high costs involved in obtaining a college education, many schools distrib- 
ute a significant amount of financial aid to their students. At one time, schools reported schol- 
arships and other financial assistance as operating expenses separately from revenue. Now, 
however, to provide a more accurate picture of the impact that these reductions have on tuition, 
schools report the amount billed which is then reduced by student aid. 

Consequently, for illustration purposes, determination of the impact of such financial assis- 
tance can be easily made for private colleges and universities for fiscal years ending during 2008: 


Student Tuition Scholarships and 
School and Fees Other Assistance Net Amount/Percentage 
Notre Dame $382.1 million $131.7 million $250.4 million (65.5%) 
Wake Forest 211.1 million 58.3 million 152.8 million (72.4) 
Colgate 104.3 million 32.8 million 71.5 million (68.6) 
Georgetown 501.5 million 95.9 million 405.6 million (80.9) 
Vanderbilt 362.8 million 145.2 million 217.6 million (60.0) 


Thus, students at these schools directly paid an average of 60.0 to 80.9 percent of the actual 
tuition and fees that their schools charged. 

Returning to the current example, the seminary later receives a $20,000 cash gift that the 
outside donor has restricted to provide support for a series of lectures by visiting scholars. In 
addition, the seminary charges its students $800,000 in tuition and other fees. Assume, how- 
ever, that the seminary awards $200,000 in scholarships and other financial assistance. 

The journal entries for the restricted gift and for the tuition charges and scholarships follow: 


Sex CAS ieee ee aoe ee ge ee ree gee nena ee a eve eer 20,000 
Temporarily Restricted Net Assets—Contributions ............... 20,000 
Gift restricted for use in a lecture series. 
WUTC ele as eas ek ee eens Meee eee Se oe Soke 800,000 
Unrestricted Net Assets—Tuition Revenue..................... 800,000 
Tuition charged for the current period. 
FimancialAidi yee core ceca years chen oe cl on aes cay eee car ereee 200,000 
NU lOMPRECEIValolemyrwra ewes enenee arena wae hurunen, gra ea wey eer ae 200,000 


To record financial aid awards for the current year, an amount 
that is reported as a reduction in tuition revenue. 
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Assume further that the seminary in this illustration incurred liabilities of $640,000 
($575,000 for operating expenses broken down as the following entry shows and $65,000 for 
equipment). Of this total, the seminary paid $625,000 before year-end: 


Are nstiuetionaliEXOenseS acres reared teacee ar bernee te hese uars cnn curs 265,000 
StudemteSenvicesIEXDeMSCS seen ee ee ate ae ears nn tee ere 2 120,000 
MaintemancesExpemseme scares tena ene on ea eeeaene career: 75,000 
AG mimistrativelEXpemSesiney mest avenue ee nrnt- my Grae eneen we gece ee 115,000 

NEGUS ENE O2) ache ema Ge maton ore Cee can ceo d eats 575,000 
To record expenses for the year. 
Sy ole(o [UT oat etlia enced oceans Sea chen aes ent cok Geen Sen ieee cee rere eee 65,000 
ACCOUNTS) Paya bl Gmemeiane nse eters vay 5 eager enero wee ene en ern 65,000 
To record purchases of equipment. 
GaeAGcoumtssPayables ert erate mentee te ge arene ner eh teeter gare ee 625,000 
(Gai pitta Aces RNS aun mia lee ea ie enna nie ace clea ie ae eee 625,000 


To record partial payment of outstanding accounts payable. 


Depreciation on buildings and equipment amounted to $135,000 for the year, as shown in 
the following journal entry: 


7. Depreciation Expense—Instruction.............-0-0 eee eee eee eee 80,000 
Depreciation Expense—Student Services .............--0+0eeeeeee 20,000 
Depreciation Expense—Administration ................2+0e0e eee 35,000 

Accumulated Depreciation, Buildings, and Equipment ........... 135,000 


To record depreciation on fixed assets. 


Transactions Reported on Statement of Activities 


The year-end reporting will reflect the changes within each of the three categories of net as- 
sets. In preparing the statement of activities, private not-for-profits must report any temporar- 
ily restricted resources that have been released from restriction because the nonprofit 
performed some activity or the passage of time occurred. Assume here that the instructional 
expenses shown in entry (4) include $15,500 of expenses relating to the series of lectures by 
visiting scholars established in entry (3). The following table summarizes the changes in un- 
restricted, temporarily restricted, and permanently restricted net assets for the year: 


Calculation of Change in Net Assets 


Temporarily Permanently 
Unrestricted Restricted Restricted 
Journal Entry Net Assets Net Assets Net Assets 
1 $ 110,500 $50,000 
3 800,000 $ 20,000 
(200,000) 
4 (575,000) 
vi (135,000) 
Net assets released from restriction 15,500 (15,500) 
Increase (decrease) in net assets $ 16,000 $ 4,500 $50,000 


Because all expenses are reflected as decreases in unrestricted net assets, the $15,500 release 
of the temporarily restricted net assets is added to unrestricted net assets so that this increase 
and the related expense appear in the same column. The preceding table does not reflect jour- 
nal entries 2, 5, and 6 because they did not create changes in the seminary’s net assets. 
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ACCOUNTING FOR HEALTH CARE ORGANIZATIONS 


LO7 


Describe the unique aspects 
of accounting for health care 
organizations. 


Each type of not-for-profit organization tends to retain some unique elements of financial 
reporting that have evolved over the years. Voluntary health and welfare organizations, as 
mentioned earlier, must report a statement of functional expenses. Probably the most dis- 
tinctive version of not-for-profit accounting belongs to health care organizations. From a 
quantitative perspective, the providers of health care services have many thousands of insti- 
tutions in operation throughout the United States; virtually every city and town has hospi- 
tals, nursing homes, and medical clinics. The large number of these enterprises is not 
surprising; health care expenditures now make up roughly 16 percent of the gross domestic 
product in this country.'4 Because of society’s focus on health care, a wide array of organi- 
zations including for-profit endeavors, governmental operations, and not-for-profit entities 
have emerged. 

One major factor influencing the financial reporting of health care organizations is the 
presence of third-party payors such as insurance companies, Medicare, and Medicaid. These 
organizations, rather than the individual patient, pay some or all of the cost of medical services 
that the patient receives. Because of the significant monetary amounts involved, third-party 
payors have historically sought reliable financial data, especially concerning the sources of 
revenue and the costs of patient care. 


Accounting for Patient Service Revenues 


The largest source of health care revenues normally is patient services. For example, The 
King’s Daughters’ Hospital and Health Services of Madison, Indiana, reported in 2008 that 
$114.3 million of its total revenue of $115.0 million came from net patient service revenue. 
These amounts include fees for surgery, nursing services, medicine, laboratory work, X-rays, 
blood, housing, food, and so forth. 


Reductions in Patient Service Revenues 


For a variety of reasons, health care entities often receive much less in total payment than the 
amount they normally charge for specific patient services. Bad debts and other fee reductions 
can be significant. However, to provide complete financial data about their operations, these 
organizations initially record revenues at standard rates. Then they report each of the various 
reductions in a specified manner to best reflect these activities. 

Assume, as an illustration, that patient charges for the current month at a local hospital total 
$750,000. Of this amount, $170,000 is due from patients, and the remaining $580,000 was 
billed to third-party payors: Medicare, Medicaid, and various insurance companies. Regard- 
less of expected receipts, the hospital initially should record these revenues through the fol- 
lowing journal entry: 


Accounts Receivable—Third-Party Payors .............-0-0e eee ee cues 580,000 
ANGGOUMISIREGelVable——PatlentSment ene ea an eee ee 170,000 
RatlemeSemvicesREVEMUCS my cree ree oe cep ee amaeeuay rs owen 750,000 


To record accrual of patient charges for current month. 


This hospital reports the entire $750,000 as patient service revenue although complete collec- 
tion is doubtful. This approach is considered the best method of allowing the health care or- 
ganization to monitor activities during the period. 

Assume that the hospital estimates that $20,000 of the patient receivables will be uncol- 
lectible. Furthermore, not-for-profit hospitals and other similar entities often make no serious 
attempt to collect amounts that indigent patients owe. In many cases, these facilities were orig- 
inally created to serve the poor. The King’s Daughters’ Hospital and Health Services explains 
its policy: “The hospital provides care to patients who meet certain criteria under its charity 


14 Catherine Rampell, “U.S. Health Spending Breaks from the Pack,” July 8, 2009, http://economix.blogs. 
nytimes.com/2009/07/08/us-health-spending-breaks-from-the-pack/. 


Discussion Question 


798 


IS THIS REALLY AN ASSET? 


Mercy Hospital is located near Springfield, Missouri. A religious organization created the 
not-for-profit hospital more than 70 years ago to meet the needs of area residents who 
could not otherwise afford adequate health care. Although the hospital is open to the pub- 
lic in general, its primary mission has always been to provide medical services for the poor. 

On December 23, 2010, a gentleman told the hospital’s chief administrative officer the 
following story: “My mother has been in your hospital since October 30. The doctors have 
just told me that she will soon be well and can go home. | cannot tell you how relieved | 
am. The doctors, the nurses, and your entire staff have been just wonderful; my mother 
could not have gotten better care. She owes her life to your hospital.” 

“| am from Idaho. Now that my mother is on the road to recovery, | must return immedi- 
ately to my business. | am in the process of attempting to sell an enormous tract of land. 
When this acreage is sold, | will receive $15 million in cash. Because of the services that Mercy 
Hospital has provided for my mother, | want to donate $5 million of this money.” The gen- 
tleman proceeded to write this promise on a piece of stationery that he dated and signed. 

Obviously, all of the hospital's officials were overwhelmed by this individual's generos- 
ity. This $5 million gift was 50 times larger than any other gift ever received. However, the 
controller was concerned about preparing financial statements for 2010. “I have a lot of 
problems with recording this type of donation as an asset. At present, we are having seri- 
ous cash flow problems; but if we show $5 million in this manner, our normal donors are 
going to think we have become rich and don’t need their support.” 

What problems are involved in accounting for the $5 million pledge? How should 
Mercy Hospital report the amount? 


care policy without charge or at amounts less than its established rates. Amounts determined 
to quality as charity care are reported as deductions from revenue.” Assume, therefore, that an- 
other $18,000 of the accounts receivable will never be collected because several specific pa- 
tients earn incomes at or below the poverty level. 

Thus, to mirror these anticipated reductions, the hospital records two additional entries. 
As the following shows, the handling of the two reductions is not the same. The bad debts 
create an expense as in a for-profit business, but the revenue and receivable for the charity 
care are removed entirely so that no financial reporting is shown. If the work was performed 
with no intention to seek collection, no basis exists for recognizing either a receivable or 
revenue. 


BacliDebtsEXpenses enn ar mrtg creer nen ge epee un nauase lee Runa eau ay ee 20,000 
Allowance for Uncollectible and Reduced Accounts ................ 20,000 
To record estimation of receivables that will prove to be uncollectible. 
PatienttSeniGeiRevenUesey sseysii is see eer a eer en anne eee eae ee 18,000 
Accounts) Recetvalole—_PaticmtSia smn eee nee 18,000 


To remove accounts that will not be collected because patients’ earned 
income is at the poverty level. 


Contractual Agreements with Third-Party Payors 

The adjustments in the preceding entries reflect amounts that the entity will not collect from 
patients. Such organizations make an additional reduction in connection with receivables due 
from third-party payors. Organizations such as insurance companies and Medicare often es- 
tablish contractual arrangements with health care providers stipulating that they will pay set 
rates for specific services. The entity agrees, in effect, to accept as payment in full an amount 
that the third-party payor computes as reasonable (based normally on the average cost within 
the locality in which the service was rendered). 
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For example, a note to the 2009 financial statements for Duke University explains that the 
Duke University Health System (DUHS) 


has agreements with third-party payors that provide for payments to DUHS at amounts that gen- 
erally are less than established rates. Payment arrangements include prospectively determined 
rates per discharge, reimbursed costs, discounted charges and per diem payments. Accordingly, 
net patient service revenue is reported at the estimated net realizable amounts from patients, 
third-party payors, and others. . . . 


Thus, although a health care entity charges a patient $30,000, for example, it might collect 
only $27,000 (or some other total) from a third-party payor if the lower figure is determined 
to be an appropriate cost. The entity must write off the remaining $3,000, which is commonly 
referred to as a contractual adjustment. 

Because of the current cost of health care, contractual adjustments can be huge. For exam- 
ple, a note to the 2008 financial statements for Parkview Health System reports that the patient 
charges for the year amounted to $1.49 billion, but contractual adjustments for the same 
period were $765 million or more than half of the amount charged. 

An alternative method of determining the amount to be paid is known as a prospective 
payment plan. Under this system, reimbursement is based not on the cost of the health services 
being provided but on the diagnosis of the patient’s illness or injury. Thus, if a patient suffers a 
broken leg, for example, the health care entity is entitled to a set reimbursement regardless of 
the actual expense incurred. Such plans were developed in an attempt to encourage a reduc- 
tion in medical costs because the facility collects no additional amount if a patient remains 
longer than necessary or receives more expensive treatment. 

The health care entity should estimate and recognize these reductions in the same period 
that it earns the patient service revenue. In the example previously presented, the hospital 
probably does not anticipate collecting the entire $580,000 billed to third-party payors. As- 
sume, for illustration purposes, that this hospital projects receiving only $420,000 of the 
$580,000 charge. To establish a proper value for the hospital’s revenues, the entity must record 
another $160,000 adjustment: 


GontractualfAd/ustimemtsiewy ee te eer ene ee ee tere ee 160,000 
Allowance for Uncollectible and Reduced Accounts ................ 160,000 


To recognize estimated reduction in patient billings because of contractual 
arrangements made with third-party payors. 


Summary 


1. Financial statements for not-for-profit organizations are designed to provide users, including 
contributors, with an overall view of the organization’s financial position, results of operations, and 
cash flows. 

2. The required financial statements for private not-for-profit organizations include a statement of 
financial position, statement of cash flows, and statement of activity and changes in net assets. 
Voluntary health and welfare organizations also are required to issue a statement of functional 
expenses. 

3. The statements must distinguish among assets, liabilities, revenues, and expenses that are perma- 
nently restricted, temporarily restricted, and unrestricted. Restrictions are donor imposed. Tem- 
porarily restricted assets are expected to be released from restriction after the passage of time or the 
not-for-profit’s performance of some act. That release causes an increase in unrestricted net assets 
and a decrease in temporarily restricted net assets. Permanently restricted net assets are expected to 
be restricted for as long as the organization exists. 


4. Not-for-profit organizations should report expenses as reductions in unrestricted net assets by their 
functional classification such as major classes of program services and supporting services. Pro- 
gram services are goods or services provided to beneficiaries or customers that fulfill the organiza- 
tion’s purpose or mission. Supporting services are general administration and fund-raising. 

5. Reporting requirements have been established for contributions, which are unconditional transfers 
of cash or other resources to an entity in a voluntary nonreciprocal transaction. 
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10. 


Not-for-profit organizations recognize contributions, including unconditional promises to give, as 
revenues in the period received at fair value. Pledges to be received more than one year into the fu- 
ture must be reported at present value. 


These private organizations recognize contributed services as revenues if they either create or en- 
hance nonfinancial assets or require a specialized skill (for example, accounting, architecture, or 
nursing) and would have to be purchased if not provided by donation. 


Not-for-profit organizations can sometimes receive donations that must be given to a different ben- 
eficiary. While such organizations hold the gift, they normally record it as an asset with an accom- 
panying liability. However, if the organization is given variance power to change the beneficiary, 
the not-for-profit records a revenue rather than a liability. 

Not-for-profit organizations can join together by creating either an acquisition or a merger. In an ac- 
quisition, one party gains control of the other, and the accounting is much like that used in the con- 
solidation of for-profit businesses with all identifiable assets and liabilities of acquired organization 
reported at fair value. As one exception, goodwill is charged off immediately (rather than capital- 
ized) if the acquired organization is predominantly supported by gifts and investment income. In a 
merger, the two organizations come together under the control of a newly formed not-for-profit with 
a different governing body. When a merger occurs, the financial information is combined using the 
carryover method, which retains the previous book values. 

Health care organizations frequently receive less than the full amount of patient charges. These en- 
tities show contractual adjustments with third-party payors as deductions from revenue in reporting 
net patient service revenue. These entities estimate bad debts and report them as expenses. Charity 
care charges are not recorded as revenue. 


Comprehensive 
Illustration 


PROBLEM 


(Estimated time: 30 to 45 minutes) Augusta Regional Health Center is a private not-for-profit hospital 
offering medical care to a variety of patients, including some with no ability to pay for the services re- 
ceived. In addition, the hospital sponsors a consortium on childhood diseases with the financial support 
of a private foundation. The hospital also holds an endowment, the principal of which must be main- 
tained. However, the earnings are available to provide charity care. During 2010, the hospital has the 
financial transactions listed here. 


Required: 


a. 


Prepare the journal entries for each of the following: 


1. The hospital rendered $950,000 in services to patients, of which it charged $700,000 to third-party 
payors. The administration estimated that only $800,000 would be collected. Of the $150,000 differ- 
ence, $85,000 represented estimated contractual allowances with insurance and Medicare providers, 
$20,000 is for charity care, and $45,000 is estimated for bad debts. 

2. A local business donated linens with a $3,000 fair value. 

Cafeteria sales to nonpatients and gift shop receipts totaled $76,000. 

4. The hospital incurred expenses of $12,000 in connection with the childhood disease consortium. 
Funding for this consortium had been received as a restricted donation in 2009. 

5. The hospital received unrestricted, unconditional pledges of $12,500. The administration expected 
to collect only 80 percent of them. In addition, it received securities with a fair value of $8,000 
that the donor designated for the endowment. 

6. A computer consultant donated services to upgrade several of the hospital’s computer systems. 
The value of these services was $3,000 and would have been acquired if not donated. 

7. The hospital incurred the following liabilities: 


co) 


$102,000 for purchase of supplies 
$699,000 for salaries 
$50,000 for purchase of equipment 


8. End-of-year adjustment included supplies expense of $99,000 and depreciation expense of 
$72,000. 

Prepare a schedule showing the change in unrestricted, temporarily restricted, and permanently restricted 

net assets. 
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SOLUTION 
a. 1| 
Accounts Receivable—Patients ..... 0.0.00... cee eee ee 250,000 
Accounts Receivable—Third-Party Payors .............+.+-0 eee 700,000 


Patient Service Revenues (Unrestricted) ...................05. 950,000 
To accrue billings for the current period. 


GontractualyAdjustmmentsemae eee cree ae erent 85,000 
Allowance for Contractual Adjustment ...................00. 85,000 
To recognize estimated amounts not expected to be collected from 
third-party payors. 
Patient Service Revenues (Unrestricted) .. 0.0.0.0... 00.0 ce eee eee 20,000 
Accounts Receivable—Patients ............ 0.0.0 e eee eee aee 20,000 


To remove the amount for charity care for which no expectation 
to collect exists. 


BadiDebtsExpensea sey errec. terete uae eran a iarte tew cit ear eu re ee 45,000 
Allowance for Uncollectible Accounts ....................... 45,000 
To recognize estimated amounts not expected to be collected from 
patients. 
2), 
NIateIn CH SWS Seon ed ale aus demendehect eau neues ancun 3,000 
Unrestricted Net Assets—Contribution of Materials ............. 3,000 


To recognize fair value of donated items. 


ashi eee mi ceeecre testa obey oey eo ioute e mre ree choir etn veo nara eto 76,000 
Unrestricted Net Assets—Revenues—Cafeteria and Shops........ 76,000 
To record cafeteria and gift shop revenue. 


GONSORLIUIMIEXP EMSS ees cee aterm he ew eit ei ys ue rane ee teeters 12,000 
(GEIR) macnn & Ae hee ari Sete Oat Pes, ere Seta ene pilin iets citer ines phe ane eye 12,000 
To record expenses in connection with the childhood disease consortium. 


Se 
RledgesiReceivalleaas amr caren: seen an eeu ten Meir case att amen ear 12,500 
[VESTIGES orci reee eat ersee a cues ioe teen cee orn mye ue Wen ROcas crane te 8,000 
Allowance for Uncollectible Pledges ..............0.0000.005 2,500 
Unrestricted Net Assets—Contributions...................... 10,000 
Permanently Restricted Net Assets—Contributions ............. 8,000 


To record pledges and investments received at estimated fair value. 


Expenses for Professional Services ......... 00.00. c eee ee eee eee ee 3,000 
Unrestricted Net Assets—Contributed Services ................ 3,000 
To record donated services. 
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Te 
SUPDIIESHIMVEMtON Viernes woe merece ae yee a caer ere re gear tec teas 102,000 
EQUI DMEM peace caregs ohe earns Cm eee aC ere he ueseoes 50,000 
PNE{CCOVUIALESAP EW (2 0)l2t 2 cxsacn, Gata ovtaven nit era cutis muncncen Saset auch Sia echaren Goce omen 152,000 
To record goods received. 
SalAnlESSEXPEMS Cae cece ewe oe anata ee ere en areca aera asec une eee ana 699,000 
Accrued Salaries: Payableur sua sen errata eer nekraue aetna 699,000 


To record salaries payable. 


8. 
SUPDIIESHEXDE MSGI reyes wert risen res 9 ayes anne a eee et as 99,000 
Supplies: MVENtONVeaee ene exe en tee a crate aie eA eRe 99,000 
To record supplies expense for the period. 
Depreciation: Expense ccmeu ese maerer amen se AeA ce nee eee: 72,000 
/NeeuinnUlentere) IDYIMSCEMOIN) cocoseacdougedereeunucesgnudoon 72,000 


To record depreciation expense for the period. 


Calculation of Change in Net Assets 


Temporarily Permanently 
Unrestricted Restricted Restricted 
Journal Entry Net Assets Net Assets Net Assets 

iar ocean eee ee rR Pee $950,000 
(85,000) 
(20,000) 
(45,000) 
je san ha ein aS ae 3,000 
i ar ee ee ee eR 76,000 
Ue Mea am nats stem Gerd Oo (12,000) 

Dorada Rae ae Mere ener ewes 10,000 $8,000 
GC) See warn aoa e Baw (3,000) 
3,000 
Bs ee react ene See (699,000) 
tS). Radiant tte cncpacieeme noone mebn Hered (99,000) 
(72,000) 

Net assets released from restriction— 
childhood disease consortium ....... 12,000 $(12,000) 
Increase (decrease) in net assets ..... $ 19,000 $(12,000) $8,000 
Questions 1. Which organization is responsible for issuing reporting standards for private not-for-profit colleges 


and universities? 
. What information do financial statement users want to know about a not-for-profit organization? 
. What financial statements are required for private not-for-profit colleges and universities? 
. What are temporarily restricted assets? 
. What are permanently restricted assets? 
What two general types of expenses do private not-for-profit organizations report? 
What ratio is frequently used to assess the efficiency of not-for-profit organizations? 
. Why is a statement of functional expenses required of a voluntary health and welfare organization? 


CON DUAKRWHN 


. Ifa donor gives a charity a gift that the charity must convey to a separate beneficiary, what is the 
normal method of reporting for each party? 


10. 


11. 


12. 
13. 


14. 


15. 
16. 
17. 


18. 


19. 


20. 


Palle 
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If a donor gives a charity a gift that the charity must convey to a separate beneficiary, what is the 
method of reporting for each party if the donor retains the right to revoke or redirect use of the 
gift? 

Ifa donor gives a charity a gift that the charity must convey to a separate beneficiary, what is the method 
of reporting for each party if the charity receives variance powers enabling it to change the identity of 
the beneficiary? 

When does a not-for-profit organization record donated services? 

A private not-for-profit organization sends a direct mail solicitation for donations. However, the 
organization also includes other information with the mailing. Under what conditions can the 
organization report part of the cost of this mailing as a program service cost rather than a fund- 
raising cost? 

A private not-for-profit organization receives numerous pledges of financial support to be conveyed 
at various times over the next few years. Under what condition should it recognize these pledges as 
receivables and contribution revenues? At what amount should it report these pledges? 

What is the difference between an unconditional promise to give and an intention to give? 

When should membership dues be considered revenue rather than contributions? 

What are the two methods that can be used to report the combination of two private not-for-profit 
organizations? 

The Sunshine NFP, a not-for-profit organization, gains control over Dancing Bears NFP, another 
not-for-profit. The acquisition value of Dancing Bears is $2.3 million, but all of its identifiable 
assets and liabilities have a total value of only $2.1 million. What recording is made of the $200,000 
difference? 

The Helping Hand NFP is a not-for-profit organization that has equipment with a book value of 
$1.1 million but a fair value of $1.4 million. Fancy Fingers is a not-for-profit organization that has 
equipment with a book value of $1 million and a fair value of $1.2 million. If these two organiza- 
tions combine, what are the possible amounts that they can report for their equipment? 

What is a third-party payor, and how does the presence of such payors affect the financial account- 
ing of a health care organization? 

What is a contractual adjustment? How does a health care organization account for a contractual 
adjustment? 


Problems 
LO7 


LO1 


. A private not-for-profit health care organization has the following account balances: 


Revenue from newsstand ...................-2.000- $ 50,000 
Amounts charged to patients ...................... 800,000 
INtENEStEIMCONNG: eet ee ete see ees eens Gn ee 30,000 
Selly QOSMSESNWISES cosscuasencesdacaeadesunsan 100,000 
Ba CsCl iS ats ake tae neat Ge beahts lend ne Sedat rah Na 10,000 
Wndlesignatechaitiss ce wwemrty snes en ere arrears 80,000 
(COMME) ZOIMISIINENMNS 2050000 ec uonaéeonneaoosscan 110,000 


What is reported as the hospital’s net patient service revenue? 
a. $880,000. 
b. $800,000. 
c. $690,000. 
d. $680,000. 


A large not-for-profit organization’s statement of activities should report the net change for net as- 
sets that are 


Unrestricted Permanently Restricted 
a Yes Yes 
b. Yes No 
c No No 
d. No Yes 
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. Which of the following statements is true? 


I. Private not-for-profit universities must report depreciation expense. 
II. Public universities must report depreciation expense. 
Neither I nor II is true. 
Both I and II are true. 
Only I is true. 
Only II is true. 
private not-for-profit organization receives three donations: 
One gift of $70,000 is unrestricted. 
One gift of $90,000 is restricted to pay the salary of the organization’s workers. 


One gift of $120,000 is restricted forever with the income to be used to provide food for needy 
families. 


Which of the following statements is not true? 
a. Temporarily restricted net assets have increased by $90,000. 
b. Permanently restricted net assets have increased by $210,000. 


c. When the donated money is spent for salaries, unrestricted net assets increase and decrease by 
the same amount. 


d. When the donated money is spent for salaries, temporarily restricted net assets decrease. 


. A donor gives Charity 1 $50,000 in cash that it must convey to Charity 2. However, the donor can 


revoke the gift at any time prior to its conveyance to Charity 2. Which of the following statements 
is true? 

a. Charity | should report a contribution revenue. 

b. The donor continues to report an asset even after it is given to Charity 1. 

c. As soon as the gift is made to Charity 1, Charity 2 should recognize a contribution revenue. 

d. As soon as the gift is made to Charity 1, Charity 2 should recognize an asset. 


. A private not-for-profit university charges its students tuition of $1 million. However, financial aid 


grants total $220,000. In addition, the school receives a $100,000 grant restricted for faculty salaries. 
Of this amount, it spent $30,000 appropriately this year. On the statement of activities, the school re- 
ports three categories: (1) revenues and support, (2) net assets reclassified, and (3) expenses. Which 
of the following is not true? 


a. Unrestricted net assets should show an increase of $30,000 for net assets reclassified. 

b. Inthe unrestricted net assets, the revenues and support should total $1 million. 

c. Unrestricted net assets should recognize expenses of $30,000. 

d. Unrestricted net assets shows the $220,000 as a direct reduction to the tuition revenue balance. 


. A private not-for-profit organization has the following activities performed by volunteers who work 


at no charge. In which case should it report no amount of contribution? 

a. A carpenter builds a porch on the back of one building so that patients can sit outside. 
b. An accountant does the organization’s financial reporting. 

c. A local librarian comes each day to read to the patients. 

d. A computer expert repairs the organization’s computer. 


. To send a mailing, a private not-for-profit charity spends $100,000. The mailing solicits dona- 


tions and provides educational and other information about the charity. Which of the following 
is true? 


a. No part of the $100,000 can be reported as a program service expense. 

b. Some part of the $100,000 must be reported as a program service expense. 

c. No authoritative guidance exists, so the organization can allocate the cost as it believes best. 
d. 


Under certain specified circumstances, the organization should allocate a portion of the $100,000 
to program service expenses. 


. The financial reporting for private not-for-profit organizations focuses on 


a. Basic information for the organization as a whole. 

b. Standardization of fund information reported. 

c. Inherent differences of not-for-profit organizations that impact reporting presentations. 
d. Distinctions between current fund and noncurrent fund presentations. 


LO2 


LO4 


LO4 


LO2 


LO6 


LO6 


10. 


11. 
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On December 30, 2010, Leigh Museum, a not-for-profit organization, received a $7,000,000 dona- 
tion of Day Co. shares with donor-stipulated requirements as follows: 
The museum is to sell shares valued at $5,000,000 and use the proceeds to erect a public viewing 
building. 
The museum is to retain shares valued at $2,000,000 and use the dividends to support current 
operations. 


As a consequence of its receipt of the Day shares, how much should Leigh report as temporarily 
restricted net assets on its 2010 statement of financial position? 


a. $-0-. 

b. $2,000,000. 
c. $5,000,000. 
d. $7,000,000. 


The Jones family lost its home in a fire. On December 25, 2010, a philanthropist sent money to the 
Amer Benevolent Society, a not-for-profit organization, specifically to purchase furniture for the 
Jones family. During January 2011, Amer purchased furniture for the Jones family. How should 
Amer report the receipt of the money in its 2010 financial statements? 


a. Asan unrestricted contribution. 

b. Asa temporarily restricted contribution. 

c. Asapermanently restricted contribution. 

d. Asa liability. 

Pel Museum is a private not-for-profit organization. If it received a contribution of historical 


artifacts, it need not recognize the contribution if the artifacts are to be sold and it will use the 
proceeds to 


a. Support general museum activities. 

b. Acquire other items for collections. 

c. Repair existing collections. 

d. Purchase buildings to house collections. 


A not-for-profit organization receives two gifts. One is $80,000 and is restricted for paying 
salaries of teachers who help children learn to read. The other is $110,000, which is restricted for 
purchasing playground equipment. The organization spends both amounts properly at the end of 
this year. The organization records no depreciation this period. It has elected to view the equip- 
ment as having a time restriction. On the statement of activities, what is reported for unrestricted 
net assets? 


a. An increase of $80,000 and a decrease of $80,000. 

b. An increase of $190,000 and a decrease of $190,000. 
c. An increase of $190,000 and a decrease of $80,000. 
d. An increase of $80,000 and no decrease. 


AB is a private not-for-profit organization. It acquires YZ, another private not-for-profit organiza- 
tion. The acquisition value is $1 million. YZ has net assets with a book value of $600,000 but a fair 
value of $700,000. Officials for AB expect that YZ will be predominantly supported by contribu- 
tions in the future. After the acquisition, what amount of goodwill will be reported on the combined 
balance sheet? 


a. $-0-. 

b. $100,000. 
c. $300,000. 
d. $400,000. 


BC and OP are both private not-for-profit organizations. They are combined to create MN, a private 
not-for-profit organization with an entirely new board of directors. BC has land with a book value 
of $300,000 and a fair value of $400,000. OP has land with a book value of $500,000 and a fair 
value of $550,000. After MN has been formed, what is reported for land? 


a. $800,000. 
b. $850,000. 
c. $900,000. 
d. $950,000. 
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16. Southwest is a private not-for-profit organization. It acquires Northeast, another private not-for- 


17. 


18. 


19. 


20. 


All, 


22% 


profit organization. The acquisition value is $980,000. Northeast has two assets (and no liabilities): 
equipment with a book value of $120,000 but a fair value of $150,000 and a building with a book 
value of $500,000 but a fair value of $800,000. Northeast is expected to receive a lot of support 
through donations and contributions. However, it is not expected to be predominantly supported by 
contributions and investment income. After the combination, what should be reported for goodwill? 


a. $-0-. 

b. $30,000. 

c. $60,000. 

d. $360,000. 

In the accounting for health care providers, what are third-party payors? 

a. Doctors who reduce fees for indigent patients. 

b. Charities that supply medicines to hospitals and other health care providers. 
c. Friends and relatives who pay the medical costs of a patient. 
d. 


Insurance companies and other groups that pay a significant portion of the medical fees in the 
United States. 


Mercy for America, a private not-for-profit health care facility located in Durham, North Carolina, 
charged a patient $8,600 for services. It actually billed this amount to the patient’s third-party payor. 
The third-party payor submitted a check for $7,900 with a note stating that “the reasonable amount 
is paid in full per contract.” Which of the following statements is true? 


a. The patient is responsible for paying the remaining $700. 

b. The health care facility will rebill the third-party payor for the remaining $700. 

c. The health care facility recorded the $700 as a contractual adjustment that it will not collect. 
d. 


The third-party payor retained the $700 and will convey it to the health care facility at the start 
of the next fiscal period. 


What is a contractual adjustment? 


a. An increase in a patient’s charges caused by revisions in the billing process utilized by a health 
care entity. 


b. A year-end journal entry to recognize all of a health care entity’s remaining receivables. 


A reduction in patient service revenues caused by agreements with third-party payors that allows 
them to pay a health care entity based on their determination of reasonable costs. 


d. The results of a cost allocation system that allows a health care entity to determine a patient’s 
cost by department. 


A private not-for-profit health care entity provides its patients with services that would normally be 
charged at $1 million. However, it estimates a $200,000 reduction because of contractual adjustments. 
It expects another $100,000 reduction because of bad debts. Finally, the organization does not expect to 
collect $400,000 because this amount is deemed to be charity care. Which of the following is correct? 


a. Patient service revenues = $1 million; net patient service revenues = $300,000. 
b. Patient service revenues = $1 million; net patient service revenues = $400,000. 
c. Patient service revenues = $600,000; net patient service revenues = $300,000. 
d. Patient service revenues = $600,000, net patient service revenues = $400,000. 


A local citizen gives a not-for-profit organization a cash donation that is restricted for research 
activities. The money should be recorded in 


a. Unrestricted Net Assets. 

b. Temporarily Restricted Net Assets. 
c. Permanently Restricted Net Assets. 
d. Deferred Revenue. 


Theresa Johnson does volunteer work for a local not-for-profit organization as a community service. 
She replaces without charge an administrator who would have otherwise been paid $31,000. Which 
of the following statements is true? 


a. The organization should recognize a restricted gain of $31,000. 


b. The organization should recognize a contribution of $31,000 as an increase in unrestricted net 
assets as well as salary expense of $31,000. 


c. The organization should recognize a reduction in expenses of $31,000. 
d. The organization should make no entry. 
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Which of these forms must most not-for-profit organizations file annually with the Internal Revenue 
Service? 


a. 990. 

b. 1203. 

c. 501. 

d. 501(c)(3). 

Belwood University is a private not-for-profit school that has tax-exempt status. Which of the fol- 
lowing is most likely to be the type of tax-exempt status that Belwood holds? 

a. 501(c)(3) 

b. 501(c)(4) 

c. 501(c)(5) 

d. 501(c)(6) 

An organization of high school seniors performs volunteer services for patients at a nearby nursing 
home. The nursing home would not otherwise provide these services, such as wheeling patients in 
the park and reading to them. At the minimum wage rate, these services would amount to $21,320, 


but their actual value is estimated to be $27,400. In the nursing home’s statement of revenues and 
expenses, what amount should be reported as public support? 


a. $27,400. 
b. $21,320. 
c. $6,080. 
d. $-0-. 


A voluntary health and welfare organization receives a gift of new furniture having a fair value 
of $2,100. The group then gives the furniture to needy families following a flood. How should the 
organization record receipt and distribution of this donation? 


a. Make no entry. 

b. Record a contribution of $2,100 and community assistance expense of $2,100. 
c. Recognize revenue of $2,100. 

d. Recognize revenue of $2,100 and community expenditures of $2,100. 


George H. Ruth takes a leave of absence from his job to work full-time for a voluntary health and 
welfare organization for six months. Ruth fills the position of finance director, a position that nor- 
mally pays $88,000 per year. Ruth accepts no remuneration for his work. How should these donated 
services be recorded? 


a. As contribution revenue of $44,000 and an expense of $44,000. 
b. As earned revenue of $44,000. 

c. Asan expense of $44,000. 

d. They should not be recorded. 


A voluntary health and welfare organization produces a statement of functional expenses. What is 
the purpose of this statement? 


a. Separates current unrestricted and current restricted funds. 

b. Separates program service expenses from supporting service expenses. 
c. Separates cash expenses from noncash expenses. 

d. Separates fixed expenses from variable expenses. 

A voluntary health and welfare organization has the following expenditures: 


Research to cure disease .................000. $60,000 
FUMCHEISING) GOSS .on0cennenueeaeaneceoaeeon 70,000 
Wowie Wo nelle) CliS2lDeVl ng es os onbskoneneansens 40,000 
/NolanitMiS2WVe SRIEIMDS oc. chu aca deeeaseovanend 90,000 


How should the organization report these items? 

a. Program service expenses of $100,000 and supporting service expenses of $160,000. 
b. Program service expenses of $160,000 and supporting service expenses of $100,000. 
c. Program service expenses of $170,000 and supporting service expenses of $90,000. 
d. Program service expenses of $190,000 and supporting service expenses of $70,000. 
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LO3 30. A voluntary health and welfare organization sends a mailing to all of its members including those 
who have donated in the past and others who have not donated. The mailing, which cost $22,000, 
asks for monetary contributions to help achieve the organization’s mission. In addition, 80 percent 
of the material included in the mailing is educational in nature, providing data about the organiza- 
tion’s goals. Which of the following is true? 


a. Some part of the $22,000 should be reported as a program service cost because of the educa- 
tional materials included. 


b. No part of the $22,000 should be reported as a program service cost because there is no specific 
call to action. 


c. No part of the $22,000 should be reported as a program service cost because the mailing was 
sent to both previous donors and individuals who have not made donations. 


d. Some part of the $22,000 should be reported as a program service cost because more than 
50 percent of the material was educational in nature. 


31. A voluntary health and welfare organization receives $32,000 in cash from solicitations made in the 
local community. The organization receives an additional $1,500 from members in payment of an- 
nual dues. Members are assumed to receive benefits roughly equal in value to the amount of dues 
paid. How should this money be recorded? 


a. Revenues of $33,500. 

b. Public support of $33,500. 

c. Public support of $32,000 and a $1,500 increase in the fund balance. 
d. Public support of $32,000 and revenue of $1,500. 


32. During the year ended December 31, 2010, Anderson Hospital (operated as a private not-for-profit 
organization) received and incurred the following: 


Fair value of donated medicines .................. 0.00. e eee eee eee $ 54,000 
Fair value of donated services (replaced salaried workers) ................0. 38,000 
Fair value of additional donated services 

(Gliel inrot rejolevea SeIeMaCl WOES) occ ccactssccecesevesoeeuseoedououne 11,000 
IMLCKESTIN COMICS hee Batt AA LOR On at nil eR ay i eon ape Ante ten RMS eat 23,000 
Regulanchangessto patients: eee trate er eer eee ee ee 176,000 
ChEMVGe saavabaausungeeeng bon RFE PGE eee G oe haneundamnaeawead 210,000 
Badice ta tsatre a eee erate ae ere Oe eee nc en at ane OREN 66,000 


How should this hospital report each of these items? 


33. The following questions concern the appropriate accounting for a private not-for-profit health care 
entity. Write complete answers for each question. 


a. What is a third-party payor, and how have third-party payors affected the development of account- 
ing principles for health care entities? 


b. What is a contractual adjustment, and how does a health care entity record this figure? 
c. How does a not-for-profit health care entity account for donated materials and services? 


34. Under Lennon Hospital’s rate structure, it earned patient service revenue of $9 million for the year 
ended December 31, 2010. However, Lennon did not expect to collect this entire amount because it 
deemed $1.4 million to be charity care and estimated contractual adjustments to be $800,000. 

During 2010, Lennon purchased medical supplies from Harrison Medical Supply Company at a 
cost of $4,000. Harrison notified Lennon that it was donating the supplies to the hospital. 

At the end of 2010, Lennon had board-designated assets consisting of cash of $60,000 and 
investments of $800,000. 

Lennon is a private not-for-profit organization: How much should Lennon record as patient ser- 
vice revenue and how much as net patient service revenue? How should Lennon record the donation 
of the supplies? How are the board-designated assets shown on the balance sheet? 


35. Wilson Center is a private not-for-profit voluntary health and welfare organization. During 2010, it 
received unrestricted pledges of $600,000, 60 percent of which were payable in 2010, with the re- 
mainder payable in 2011 (for use in 2011). Officials estimate that 15 percent of all pledges will be 
uncollectible. 

a. How much should Wilson Center report as contribution revenue for 2010? 


b. In addition, a local social worker, earning $20 per hour working for the state government, con- 
tributed 600 hours of time to Wilson Center at no charge. Without these donated services, the or- 
ganization would have hired an additional staff person. How should Wilson Center record the 
contributed service? 
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36. A private not-for-profit organization is working to create a cure for a deadly disease. The organiza- 
tion starts the year with cash of $700,000. Of this amount, unrestricted net assets total $400,000, tem- 
porarily restricted net assets total $200,000, and permanently restricted net assets total $100,000. 
Within the temporarily restricted net assets, the organization must use 80 percent for equipment and 
the rest for salaries. No implied time restriction has been designated for the equipment when pur- 
chased. For the permanently restricted net assets, 70 percent of resulting income must be used to 
cover the purchase of advertising for fund-raising purposes and the rest is unrestricted. 


3 


a, 


b. 


During the current year, the organization has the following transactions: 

Received unrestricted cash gifts of $210,000. 

Paid salaries of $80,000 with $20,000 of that amount coming from restricted funds. Of the total 
salaries, 40 percent is for administrative personnel and the remainder is evenly divided among in- 
dividuals working on research to cure the designated disease and individuals employed for fund- 
raising purposes. 

Bought equipment for $300,000 with a long-term note signed for $250,000 and restricted funds 
used for the remainder. Of this equipment, 80 percent is used in research, 10 percent is used in 
administration, and the remainder is used for fund-raising. 

Collected membership dues of $30,000. The members receive a reasonable amount of value in 
exchange for these dues including a monthly newsletter describing research activities. 

Received $10,000 from a donor that must be conveyed to another organization doing work on a 
related disease. 

Received investment income of $13,000 generated by the permanently restricted net assets. The 
donor has stipulated that 70 percent of the income is to be used for advertising, and the remain- 
der may be used at the organization’s discretion. 

Paid advertising of $2,000. 

Received an unrestricted pledge of $100,000 that will be collected in three years. The organiza- 
tion expects to collect the entire amount. The pledge has a present value of $78,000 and related 
interest (additional contribution revenue) of $3,000 in the year. 

Computed depreciation on the equipment acquired as $20,000. 

Spent $93,000 on research supplies that it utilized during the year. 

Owed salaries of $5,000 at the end of the year. Half of this amount is for individuals doing fund- 
raising and half for individuals doing research. 

Received a donated painting that qualifies as a museum piece. It has a value of $800,000. Offi- 
cials do not want to record this gift if possible. 

Prepare a statement of activities for this organization for this year. 

Prepare a statement of financial position for this organization for this year. 


A local private not-for-profit health care entity incurred the following transactions during the current 
year. Record each of these transactions in appropriate journal entry form. Prepare a schedule calcu- 
lating the change in unrestricted, permanently restricted, and temporarily restricted net assets. 


a, 


The organization’s governing board announced that $160,000 in previously unrestricted cash will 
be used in the future to acquire equipment. The funds are invested until the purchase eventually 
occurs. 

Received a donation of $80,000 with the stipulation that all income derived from this money be 
used to supplement nursing salaries. 

Expended $25,000 for medicines. It received the money the previous year as a restricted gift for 
this purpose. 

Charged patients $600,000, 80 percent of which is expected to be covered by third-party payors. 
Calculated depreciation expense of $38,000. 

Received interest income of $15,000 on the investments the board acquired in transaction (a). 
Estimated that $20,000 of current accounts receivable from patients will not be collected and 
that third-party payors will reduce the amounts owed by $30,000 because of contractual 
adjustments. 

Consumed the medicines acquired in (c). 

Sold the investments acquired in (a) for $172,000. Spent all restricted cash and $25,000 that pre- 
viously had been given to the organization (with the stipulation that the money be used to acquire 
plant assets) for new equipment. 

Received pledges for $126,000 in unrestricted donations. Of the pledges, 10 percent are paid im- 
mediately with 90 percent to be received and used in future years. Officials estimate that $9,000 
of this money will never be collected. Present value of the receivable is $98,000. 
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LO1, LO2, LO4 38. The University of Danville is a private not-for-profit university that starts the current year with 
$700,000 in net assets: $400,000 unrestricted, $200,000 temporarily restricted, and $100,000 per- 
eXc el manently restricted. The following transactions occur during the year. 


Make journal entries for each transaction. Then determine the end-of-year balances for unre- 
stricted net assets, temporarily restricted net assets, and permanently restricted net assets by creat- 
ing a statement of activities. 

a. Charged students $1.2 million in tuition. 

b. Received a donation of investments that had cost the owner $100,000 but was worth $300,000 at 
the time of the gift. According to the gift’s terms, the university must hold the investments for- 
ever but can spend the dividends for any purpose. Any changes in the value of these securities 
must be held forever and cannot be spent. 

Received a cash donation of $700,000 that must be used for laboratory equipment. 

Gave scholarships in the amount of $100,000 to students. 

Paid salary expenses of $310,000 in cash. 


AP RH 


Learned that a tenured faculty member is contributing his services in teaching and will not 
accept his $80,000 salary. 


g. Spent $200,000 of the money in (c) on laboratory equipment (no time restriction is assumed on 
this equipment). 

h. Learned that at the end of the year, the investments in (b) are worth $330,000. 

i. Received dividends of $9,000 cash on the investments in (b). 

j. Computed depreciation expense as $32,000. 


k. The school’s board of trustees decides to set aside $100,000 of previously unrestricted cash for 
the future purchase of library books. 


1. Received an unconditional promise of $10,000, which the school fully expects to collect in three 
years although its present value is only $7,000. The school assumes that the money cannot be 
used until the school receives it. 


m. Received an art object as a gift that is worth $70,000 and that qualifies as a work of art. The 
school prefers not to record this gift. 


n. Paid utilities and other general expenses of $212,000. 


o. Received free services from alumni who come to campus each week and put books on the 
shelves in the library. Over the course of the year, the school would have paid $103,000 to have 
this work done. 


LO2, LO3, LO4 39. The following questions concern the accounting principles and procedures applicable to a private 
not-for-profit organization. Write answers to each question. 


a. What is the difference between revenue and public support? 

b. What is the significance of the statement of functional expenses? 

c. What accounting process does the organization use in connection with donated materials? 
d. 


What is the difference in the two types of restricted net assets found in the financial records of a 
private not-for-profit organization? 


is 


Under what conditions should the organization record donated services? 

jf What controversy arose as to the handling of costs associated with direct mail and other solici- 
tations for money that also contain educational materials? 

g. A not-for-profit organization receives a painting. Under what conditions would this painting be 

judged as a work of art? If it meets the criteria for a work of art, how is the financial reporting of 

the organization affected? 


40. The College of Central North (a private school) has the following events and transactions: 

a. On January 1, Year 1, the board of trustees voted to restrict $1.9 million of previously unre- 
stricted investments to construct a new football stadium at some future time. 

b. On April 1, Year 1, Dr. Johnson gives the school $4 million in investments that is to be held for- 
ever, but all subsequent cash income is to be used to help pay for construction (and, later, main- 
tenance) of the football stadium. 

c. On December 31, Year 1, the investments in (b) generate $500,000 in cash interest revenue. In 
addition, the investments went up in value by $44,000. 

d. On January 1, Year 2, the school builds a football stadium with the restricted $2.4 million in 
funds. Cash is paid. The stadium has a 20-year life and no salvage value. 


LO1, LO2, LO4 
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e. On January 2, Year 2, Dr. Johnson buys a lifetime seat on the 50-yard line of the stadium for 
$30,000 in cash when this seat’s fair value is actually $12,000. 


f- On January 3, Year 2, Dr. Johnson provides free medical services to the school. These services 


have a $14,000 value and require a specialized skill that the school needed and would have 
bought otherwise. 


g. On January 4, Year 2, Dr. Johnson donated a painting to be displayed in the school library. It is 
appraised at a value of $30,000. 


Unless otherwise noted, assume that the school does not have a policy that assumes a time restric- 
tion on assets bought with restricted funds. 

For each of the following independent situations, indicate whether the statement is true or false 
and briefly state the reason for your answer. 


(1) On January 1, Year 1, unrestricted net assets reported by the school will be reduced. 


(2) As of December 31, Year 1, temporarily restricted net assets will have increased by $500,000 
during the year. 


(3) On December 31, Year 1, permanently restricted net assets went up by $44,000. 
(4) On January 1, Year 2, unrestricted net assets increased $500,000. 


(5) Unless a time restriction is placed on the use of the football stadium, depreciation expense will 
not be recorded in Year 2. 


(6) Ifa time restriction is placed on the use of the football stadium, depreciation expense will not 
be recorded in Year 2. 


(7) For reporting purposes, unrestricted net assets increased by $30,000 on January 2, Year 2. 
(8) For reporting purposes, contribution revenues increased by $18,000 on January 2, Year 2. 
(9) On January 3, Year 2, unrestricted net assets were reported as going both up and down. 
(10) On January 3, Year 2, unrestricted net assets might be reported as going both up and down. 
(11) On January 3, Year 2, unrestricted net assets will go down and might go up. 
(12) On January 4, Year 2, a contribution revenue of $30,000 must be reported. 
(13) On January 4, Year 2, a contribution revenue of $30,000 must not be reported. 


You are preparing a statement of activities for the University of Richland, a private not-for-profit 
organization. The following questions should be viewed as independent of each other. 


Part 1 


During the current year, a donor gives $400,000 in cash to the school and stipulates that it must hold 
this money forever. However, any investment income earned on this money must be used for faculty 
salaries. During the current year, the investment earned $31,000 and, of that amount, the school has 
expended $22,000 appropriately to date. As a result of these events, what was the overall change in 
each of the following for the current year? 

a. Unrestricted net assets. 

b. Temporarily restricted net assets. 

c. Permanently restricted net assets. 


Part 2 


A donor gives a large machine to the school on January 1 of the current year. It has a value of 
$200,000, no salvage value, and a 10-year life. The donor requires that the school keep the machine 
and use it for all 10 years, and the school agrees. It cannot sell or retire the machine in the interim. As 
a result of these events, what was the overall change in each of the following for the current year? 


a. Unrestricted net assets. 
b. Temporarily restricted net assets. 
c. Operating expenses. 


Part 3 


Several years ago, a donor gave the school $400,000 in cash to help fund its financial aid program. This 
year, the school charged $2 million in tuition but granted $700,000 in financial aid. Collections to date 
from the students have totaled $1.1 million. The donor’s gift has offset $300,000 of the financial aid. As 
a result of these events, what was the overall change in each of the following for the current year? 


a. Unrestricted net assets. 
b. Operating expenses. 
c. Temporarily restricted net assets. 
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eXcel 


42. 


43. 


The Watson Foundation, a private not-for-profit organization, starts the year with cash of $100,000, 

pledges receivable (net) of $200,000, investments of $300,000, and land, buildings, and equipment 

of $200,000. In addition, its unrestricted net assets were $400,000, temporarily restricted net assets 

were $100,000, and permanently restricted net assets were $300,000. Of the temporarily restricted 

net assets, 50 percent must be used for a new building; the remainder is restricted for salaries. No 

implied time restriction was designated for the building when it was purchased. For the permanently 

restricted net assets, all income is unrestricted. 
During the current year, the organization has the following transactions: 

* Computed interest of $20,000 on the pledge receivable. 

* Received cash of $100,000 on the pledges and wrote off another $4,000 as uncollectible. 

° Received unrestricted cash gifts of $180,000. 

° Paid salaries of $90,000 with $15,000 of that amount coming from restricted funds. 

¢ Received a cash gift of $12,000 that the organization must convey to another not-for-profit 
organization. However, Watson has the right to give the money to a different organization if 
it so chooses. 

¢ Bought a building for $500,000 by signing a long-term note for $450,000 and using restricted 
funds for the remainder. 

* Collected membership dues of $30,000. Individuals receive substantial benefits from the 
memberships. 


° Received income of $30,000 generated by the permanently restricted net assets. 

¢ Paid rent of $12,000, advertising of $15,000, and utilities of $16,000. 

¢ Received an unrestricted pledge of $200,000; it will be collected in five years. The organization 
expects to collect the entire amount. Present value is $149,000. It then recognized interest of 
$6,000 for the year. 

° Computed depreciation as $40,000. 

¢ Paid $15,000 in interest on the note signed to acquire the building. 

a. Prepare a statement of activities for this organization for this year. 

b. Prepare a statement of financial position for this organization for this year. 

Help & Save is a private not-for-profit organization that operates in Kansas. Swim For Safety 

is a private not-for-profit organization that operates in Missouri. The leaders of these two orga- 

nizations have decided to combine forces on January 1, 2010, in order to have a bigger im- 

pact from their work. However, they are currently discussing ways by which this combination 

can be brought about. Statements of financial position for both organizations at that date ap- 

pear below. 


HELP & SAVE 
Balance Sheet 
January 1, 2010 


Assets 
Gals Hilts oea eerie enteral pater cal laa intra re eatheuen Ae cary Sars aah yi eR ga $1,600,000 
PISVOIG TES INAGEINEICUS INE) cou eneecsueaodeneoe ese neeneduuedanooae 70,000 
MESIMIEMNUS: sn a desnwesdayauaesenedcseowaen aR ate Se PAU a eee wo d 300,000 
RUINS Gi EGU (NED) 2 coca ceecnceenvensceagneusaanaeuus 700,000 
HO LAIGASS CUS Sater ties ct fog eee ee Sa ee ce ye ane ea $2,670,000 
Liabilities 
Accounts Payable and Accrued Liabilities ......................... $ 110,000 
NotesiPavalolenee arsenate pera Oacennin ta See Oren nene arnt tte. rela 1,100,000 
HOA AD IIIT CS ane neem ee enaes eee eee eee eRe eeeeiras een ee ae ae $1,210,000 
Net Assets 
WW aicekss dal eit’sto a nonet a usnt ant trhe ae cuba aon tan I Henin Inte Hin Ue Nw Bede Pay Rn $1,100,000 
TemporantlyiResthiGtec| ewe esse enipene settee ein a eee era waren 250,000 
Pelle INSIIGHNS pospagesannbdeGeonagabpadetiaedsnacese a 110,000 
sIOTANINGASSELS Here eee ceca ae ear rn erie eure ey ecg ge eager: $1,460,000 


Trouall isloniliis eine! INGEASSEIS noon ascccsacscasaeuseanenennasesoas $2,670,000 


LO2, LO4 


LO1, LO2, LO4 
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SWIM FOR SAFETY 
Balance Sheet 
January 1, 2010 


Assets 
Gas ieee ere hee Mee a area: Mee ng Rhine dearer wn ne Rien Airset omen ac tet aR Cy $ 500,000 
RledgesiReceivablevimet)sisuuesstren acute arr ent arate vay anor ener sene eemew er 210,000 
IMVES UME NIS tee tececmee ser ee acer men tr cer rem ere getty ore er eC ari, te re 170,000 
UNMCHIAOS 2 IECIUISINMSIAE (MEI) oan ocuocacceuaeeesaausdeuecaauaes 590,000 
HO LAIENSSC US eerie sere ce erie etn oo enn seh et eee ap ce ee ete $1,470,000 
Liabilities 
Accounts Payable and Accrued Liabilities ......................... $ 70,000 
NOTES: RayainlCaee ware warnccene petcy i nt Corrie Galar rl vance tee. C- aan ere ary er 620,000 
oie [Melee ate otaratn-drocs, aseenene een Meal ese ar are on Haste A Gani ee Oa $ 690,000 
Net Assets 
LU ialCetsidpleltate lle atretecate ateinstern ohn Citta tis aise OATH Aa teen SEA A a ea $ 420,000 
HeMmporanilWiRestriGlecds meewaau ee nro ee neler lew arene ches ere eearen 190,000 
RerimamemtlyaR@SthlGtecl laws meaner ee) ase a ten tar tani hate kan ee Cen 170,000 
TOtAlINGEEASSEUS es eer een cee ons ae ry ne CoE $ 780,000 
Toiall alates: aime! INGE AGSEIS .noananoanecgeaadgabuuwavadndpnecsne $1,470,000 


The buildings and equipment reported by Help & Save have a fair value of $900,000. The buildings 

and equipment reported by Swim For Safety have a fair value of $730,000. 

a. Assume Help & Save pays $1 million in cash from its unrestricted net assets to gain complete 
control over Swim For Safety. It is not assumed that Swim For Safety will be predominantly sup- 
ported by contributions and investment income in the future. What balances will appear on the 
combined balance sheet immediately after control is gained? 

b. Assume Help & Save pays $990,000 in cash from its unrestricted net assets to gain complete 
control over Swim For Safety. It is assumed that Swim For Safety will be predominantly sup- 
ported by contributions and investment income in the future. What balances will appear on the 
combined balance sheet immediately after control is gained? 

c. Assume that these two organizations are combined into a new private not-for-profit organization 
to be known as Help—Swim-Save. A new governing body will be formed to manage and operate 
this new organization. What balances will appear on the combined balance sheet immediately af- 
ter control is gained? 


The following information relates to problems 44 through 49: 

For a number of years, a private not-for-profit organization has been preparing financial statements that do 
not necessarily follow generally accepted accounting principles. At the end of the most recent year (Year 2), 
those financial statements show total assets of $900,000, total liabilities of $100,000, total unrestricted net 
assets of $400,000, total temporarily restricted net assets of $300,000, and total permanently restricted net 
assets of $100,000. In addition, total expenses for the year were $500,000 (shown in unrestricted net assets). 


44. 


45. 


46. 


Assume that this organization is a private college that charged students $600,000 but then provided 
$140,000 in financial aid. The $600,000 was reported as a revenue; the $140,000 was shown as an 
expense. Both amounts were included in the unrestricted net assets. 

a. What was the correct amount of unrestricted net assets at the end of the year? 

b. What was the correct amount of expenses for the year? 

During Year 1, the organization received a gift of $80,000. The donor specified that this money be 
invested in government bonds with the interest to be used to pay the salaries of the organization’s 
employees. The gift was recorded as an increase in permanently restricted net assets. It earned 
interest income of $5,000 during Year 1 and $7,000 during Year 2. The organization reported this 
interest on the statement of activities as an increase in unrestricted net assets. In both cases, the 
money was immediately expended for salaries, amounts that were recorded as expenses within un- 
restricted net assets. No other entries were made in connection with these funds. 

a. What was the correct amount of unrestricted net assets at the end of Year 2? 

b. What was the correct amount of expenses in unrestricted net assets for Year 2? 

c. What was the correct amount of temporarily restricted net assets at the end of Year 2? 

At the beginning of Year 1, the organization received $50,000 in cash as a gift with the stipulation 
that the money be used to buy a bus for its use. It made the appropriate entry at that time. On the first 
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day of Year 2, the organization spent the $50,000 for the bus, an asset that will last for 10 years and 
will have no salvage value. Because the money came from an outside donor, the organization de- 
cided that a time restriction on the bus should be assumed for 10 years. In Year 2, it reported $5,000 
as depreciation expense in unrestricted net assets. In addition, the organization made a $50,000 re- 
duction in permanently restricted net assets and a $50,000 increase in unrestricted net assets. 

a. What was the correct amount of unrestricted net assets at the end of Year 2? 

b. What was the correct amount of expenses for Year 2? 

c. What was the correct amount of temporarily restricted net assets at the end of Year 2? 


47. Assume that the organization is a charity that charges its “members” monthly dues totaling $100,000 
per year (in both Year 1 and Year 2). However, the members get nothing for their dues. The organi- 
zation has consistently recorded this amount as an increase in Cash along with an increase in rev- 
enues within the unrestricted net assets. 

What was the correct amount of unrestricted net assets at the end of Year 2? 


48. On January 1, Year 2, several supporters of the organization spent their own money to construct a 
garage for its vehicles that is worth $70,000. It should last for 10 years and will have no salvage value 
although no time restriction was assumed. The organization increased its contributions within the un- 
restricted net assets for $70,000 and increased its expenses within unrestricted net assets for $70,000. 


a. What was the correct amount of unrestricted net assets at the end of Year 2? 
b. What was the correct amount of total assets at the end of Year 2? 
c. What was the correct amount of expenses for Year 2? 

49. On December 25 of Year 2, the organization received a $40,000 cash gift. The donor specified that 
the organization hold the money for four months. If, at the end of four months, the donor still wished 
to do so, the money was to be given to the local Kidney Fund (a separate not-for-profit organiza- 
tion). However, during these four months, the donor could use the money for any other purpose. The 
reporting organization recorded the money as an increase in Cash and in contributions within its un- 
restricted net assets. 


a. What was the correct amount of unrestricted net assets at the end of Year 2? 
b. What was the correct amount of total assets at the end of Year 2? 


Develop Your 
Skills 


RESEARCH CASE 1 


CPA The law firm of Hackney and Walton has decided to start supporting a worthy charity. The partners want 
skills to select an organization that makes good use of its resources to meet its stated mission. 
Go to the Web site www.give.org. Click on “Charity Reports and Standards.” Then, click on “List of 
National BBB Wise Giving Reports” and a list of hundreds of not-for-profit organizations will appear. 
Select two or more of these charities and read the information available on this Web site. 


Required 


Write a report to the partners of Hackney and Walton. Describe the charities you selected and recommend 
which of these charities they should support. Give adequate justification for this recommendation. 


RESEARCH CASE 2 


PA Go to the Web site www.guidestar.org and enter the name of a private not-for-profit organization. 

skills Considerable information will be available about the entity. It should be possible to find a link to the 
Form 990 (Return of Organization Exempt from Income Tax) filed with the Internal Revenue Service 
for informational purposes. Scan through this document and answer the following questions. 


Required 

1. On line J at the beginning of the first page, determine the organization’s specific type of Section 501 
(c) designation. 

2. At Part V, there is a list of officers, directors, trustees, and key employees. List the first three individ- 
uals named and their compensation. 


ANALYSIS CASE 1 
cP4 


ANALYSIS CASE 2 
Ore 
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3. At Part I of Schedule A, there is a list of the highest-paid employees other than officers, directors, and 
trustees. List the first three individuals named and their compensation. 


4. Scan the entire Form 990 for information that would not otherwise be available about this organization. 


Go to the Web site of a private not-for-profit organization such as United Cerebral Palsy (www.ucp.org), 
the American Heart Association (www.americanheart.org), or Goodwill Industries (www.goodwill.org). 
Find the charity’s latest financial statements, which usually can be found by clicking on a button such as 
“About Our Charity” and then clicking on “Annual Report” or “Audited Financial Statements.” Some 
financial statements are easy to find while some are quite difficult. Other organizations simply do not 
include financial statements on their Web sites. 


Required 


After examining these financial statements, answer the following questions about the private not-for- 
profit organization: 


How many different program services were listed? Name each. 
What percentage of total expenses went to supporting services? 
Were any contributed services recognized and, if so, for how much? 
What dollar amount was spent on fund-raising? 


NT eo 


What was the year-end total for unrestricted net assets, temporarily restricted net assets, and unre- 
stricted net assets? 


6. What amount of net assets was reclassified from temporarily restricted to unrestricted net assets this 
past year because the external restriction had been satisfied? 


Go to the Web site of a private not-for-profit college or university such as Duke (www.duke.edu), 
Vanderbilt (www.vanderbilt.edu), Notre Dame (www.nd.edu), or Georgetown (www.georgetown.edu) 
and locate the latest set of financial statements for the institution. As an alternative, write to the vice 
president of finance at your institution and request the most recent financial statements. 


Required 


Use this report to answer the following questions and document where in the report you located the rel- 
evant information: 


1. What was the percentage of financial aid to total student tuition and fees? Show your calculation. 


2. Did the school report any pledges receivable and, if so, for how much? What amount is vot to be col- 
lected within one year? 


3. Looking at the school’s expenses, what was the total amount spent on educating the students, and 
what was spent on research during the period? List the items you include for each category. 


4. What was the total amount donated to the school during the previous year? 
5. What was the total amount of temporarily restricted net assets and permanently restricted net assets? 


6. What was the unrealized gain or loss on the school’s investments (caused by changes in fair value) 
and the realized gain or loss (caused by sales of these investments)? 


7. Compare the amount earned in tuition and student fees to the amount of education expenses incurred 
by the school to determine whether it generated a profit or a loss this past year on educating its stu- 
dents. Support your answer with a schedule of items used to calculate your answer. 


COMMUNICATION CASE 


ore 


Go to the Web site www.independentsector.org/issues/accountability/Checklist/index.html. Read the var- 
ious items listed in the checklist for accountability. Write a short report on the types of policies, actions, 
and procedures a private not-for-profit organization should take to help ensure proper financial trans- 
parency and accountability. 
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KAPLAN , Please visit the text Web site for the online CPA Simulation. 


Situation: Jones University starts the current year with net assets of $1.5 million: $800,000 in unre- 
stricted net assets, $500,000 in temporarily restricted net assets, and $200,000 in permanently restricted 
net assets. Unless otherwise stated, assume that Jones University is a private not-for-profit organization. 


CPA REVIEW 


Topics to be covered in simulation: 


° Pledges. 

¢ Public versus private colleges and universities. 
¢ Contributions—testricted. 

¢ Contributions—unrestricted. 

* Contributions—works of art. 

¢ Contributions—services. 

e Financial aid. 

¢ Membership dues. 


Accounting for 
Estates and Trusts 


From 2004 through 2013, some $10 trillion is going to pass from one 
generation to another.' It is a sum equal to the recent value of all the 
companies listed on the stock exchange.? 

Individuals labor throughout their lives in part to accumulate prop- 
erty that they eventually can convey for the benefit of spouses, children, 
relatives, friends, charities, and the like. After amassing such funds, 
donors typically seek to achieve two goals: 


¢ To minimize the amount of these assets that must be surrendered to 
the government. 


¢ To ensure that the ultimate disposition of all property is consistent 
with the donor’s wishes. 


Therefore, accountants (as well as attorneys and financial planners) 
often assist individuals who are developing estate plans or creating trust 
funds to accomplish these goals. At a later date, the accountant may serve 
in the actual administration of the estate or trust. In either estate or trust 
planning, the person’s intentions must be spelled out in clear detail so that 
no misunderstanding arises. All available techniques also should be con- 
sidered to limit the impact of taxes. To carry out these varied responsibili- 
ties properly, it is of paramount importance that the person doing so have 
a knowledge of the legal and reporting aspects of estates and trusts. 

Although many of the complex legal rules and regulations in these 
areas are beyond the scope of an accounting textbook, an overview of 
both estates and trusts can introduce the issues that members of the ac- 
counting profession frequently encounter. 


ACCOUNTING FOR AN ESTATE 


While none of us want to contemplate our death, or that of our spouse, we 
all need an estate plan. If you need motivation to reach this decision, re- 
member that every dollar you keep from the folks in Washington or your 
state capital goes to someone you like a heck of a lot better—such as your 
kids, your younger sister, or your alma mater.* 


1 Experts predict that more than $40 trillion will pass from generation to generation 

by 2044. John Havens and Paul Schervish, “Why the $41 Trillion Wealth Transfer 
Estimate Is Still Valid: A Review of Challenges and Comments,” The Journal of Gift 
Planning, Vol. 7, No. 1 (March 2003). 

? Gregory Bresiger, “Prudence Redefined,” Financial Planning, October 1, 1999, p. 165. 


3 Ellen P. Gunn, “How to Leave the Tax Man Nothing,” Fortune, March 18, 1996, p. 94. 
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LEARNING OBJECTIVES 


After studying this chapter, you 
should be able to: 


LO1 Understand the proper 
methods of accounting 
for and administering an 
estate and the correspond- 
ing legal terminology. 


LO2 Describe the types of 
estate distributions and 
identify the process of 
asset allocations and 
distributions from an 
estate. 


LO3 Understand the federal 
estate tax and state 
inheritance tax systems, 
the corresponding exemp- 
tions, and tax planning 
opportunities. 


LO4 Understand and account 
for the distinction between 
principal and income in 
the context of estate and 
trust accounting. 


LO5 Describe the financial state- 
ments and journal entries 
utilized to account for es- 
tate and trust transactions. 


LO6 Describe various trusts and 
their proper use, and 
accounting for activities. 
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LO1 


Understand the proper methods 
of accounting for and administer- 
ing an estate and the correspond- 
ing legal terminology. 


The term estate simply refers to the property owned by an individual. However, in this chap- 
ter, estate is more specifically defined as a separate legal entity holding title to the real and 
personal assets of a deceased person. Thus, estate accounting refers to the recording and report- 
ing of financial events from the time of a person’s death until the ultimate distribution of all 
property the estate holds. To ensure that this disposition is as intended and to avoid disputes, 
each individual should prepare a will, “a legal declaration of a person’s wishes as to the dis- 
position of his or her property after death.” If an individual dies testate (having written a valid 
will), this document serves as the blueprint for settling the estate, disbursing all remaining assets, 
making various tax elections, and appointing fiduciaries to accomplish these tasks. 

When a person dies intestate (without a legal will), state laws control the administration of 
his or her estate. Although these legal rules vary from state to state, they normally correspond 
with the most common patterns of distribution. When intestacy laws rather than a will apply, 
real property is conveyed based on the /aws of descent whereas personal property transfers are 
made according to the laws of distribution. 

Each individual state establishes laws governing wills and estates known as probate laws. 
The National Conference of Commissioners on Uniform State Laws developed the Uniform 
Probate Code in hope of creating consistent treatment in this area. To date, almost half of the 
states have officially adopted the Uniform Probate Code.° In many of the other states, the rules 
and regulations applied are somewhat similar to those of the Uniform Probate Code. In prac- 
tice, however, an accountant must become familiar with the specific laws of the state having 
jurisdiction over the estate of the specific decedent. 


Administration of the Estate 
Regardless of the locale, probate laws generally are designed to achieve three goals: 


1. Gather, preserve, and account for all of the decedent’s property. 
2. Administer an orderly and fair settlement of all debts. 
3. Discover and implement the decedent’s intent for the remaining property held at death. 


This process usually begins by filing a will with the probate court or indicating that no will 
has been discovered. If a will is presented, the probate court must rule on the document’s valid- 
ity. A will must meet specific legal requirements to be accepted. These requirements may vary 
from state to state. For example, would the following signed and dated statement constitute a 
valid will? 


“T want my children to have my money.” 


Because the writer is dead, the intention of this statement cannot be verified. Was this an idle 
wish made without thought, or did the decedent truly intend for this one sentence to constitute 
a will conveying all money to these specified individuals upon death? Did the decedent mean 
for all noncash assets to be liquidated with the proceeds being split among the children? Or 
did the writer strictly mean that just the cash on hand at the time of death should be transferred 
to them? Obviously, in some cases, a will’s validity (and intention) is not easily proven. 

If deemed to be both authentic and valid, a will is admitted to probate, and the decedent’s 
specific intentions will be carried to conclusion. All of the decedent’s property must be lo- 
cated, debts paid, and distributions appropriately conveyed. Whether a will is present or not, 
an estate administrator must be chosen to serve in a stewardship capacity. This individual 
serves in a fiduciary position and is responsible for (1) satisfying all applicable laws and 
(2) making certain that the decedent’s wishes are achieved (if known and if possible). 

If a specific person is named in the will to hold this position, the individual is referred to as 
the executor (executrix if female; this text will generically use the term executor) of the estate. 
If the will does not designate an executor or if the named person is unwilling or unable to serve 
in this capacity (or if the decedent dies without a will), the courts must select a representative. 


4 The Random House Dictionary of the English Language, 2nd ed. (New York: Random House, 1987), 

p. 2175. 

> To see your state’s version of the Uniform Probate Code, review the following link: www.law.cornell.edu/ 
uniform/probate.html. 
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A court-appointed individual is known legally as the administrator (female: administratrix) of 
the estate. An executor/administrator is not forced to serve in this role for free; that person is 
legally entitled to reasonable compensation for all services rendered.° 

The executor is normally responsible for fulfilling several tasks: 


e Taking possession of all of the decedent’s assets and inventorying this property. 

¢ Discovering all claims against the decedent and settling these obligations. 

¢ Filing estate income tax returns, federal estate tax returns, and state inheritance or estate tax 
returns. 

¢ Distributing property according to the provisions of the will (according to state laws if a 
valid will is not available) or according to court order if necessary. 


e Making a full accounting to the probate court to demonstrate that the executor has properly 
fulfilled the fiduciary responsibility. 


Property Included in the Estate 


The basis for all estate accounting is the property the decedent held at death. These assets are used 
to settle claims and pay taxes. Any property that remains is distributed according to the decedent’s 
will (or applicable state intestacy laws). For estate-reporting purposes, all items are shown at fair 
value; the historical cost paid by the deceased individual is no longer relevant. Fair value is espe- 
cially important because the sale of some or all properties may be required to obtain enough cash 
to satisfy claims against the estate. If valuation problems arise, hiring an appraiser could become 
necessary. 
Normally, an estate includes assets such as these: 


° Cash. 

¢ Investments in stocks and bonds. 

e Interest accrued to the date of death. 

e Dividends declared prior to death. 

e Investments in businesses. 

¢ Unpaid wages. 

¢ Accrued rents and royalties. 

e Valuables such as paintings and jewelry. 


At the time of death, the decedent legally owned a certain amount of assets. The executor’s 
task is to locate and value each item belonging to the estate as of that date. 

Some state laws specify that real property such as land and buildings (and possibly certain 
types of personal property) be conveyed directly to the beneficiary or co-owner at the time of 
death, depending on the type of ownership held. Therefore, in these states, the inventory of the 
estate property that the executor develops for probate purposes does not include these assets. 
However, such items must still be listed in the filing of estate and inheritance tax returns be- 
cause a legal transfer has occurred. 


Discovery of Claims against the Decedent 

An adequate opportunity should be given to the decedent’s creditors to allow them to file claims 
against the estate. Usually, a public notice must be printed in an appropriate newspaper once a week 
for three weeks.’ In many states, all claims must be presented within four months of the first of 
these notices. The executor must verify the validity of these claims and place them in order of pri- 
ority. If insufficient funds are available, this ordering becomes quite important in establishing which 
parties receive payment. Consequently, claims in category 4 of the following list, most of which are 
paid before a beneficiary receives any assets, have the greatest chance of remaining unpaid. 


5 To avoid using convoluted terminology, the term executor is generally used throughout this chapter to indi- 
cate both executors and administrators. 

7 Although many states require three weeks, Ind. Code §29-1-7-7(b) requires publication of notice for 
only two consecutive weeks. The CPA must understand the particular state's requirement(s) because this 
is a typical statutory variance from state to state. 
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LO2 


Describe the types of estate 
distributions and identify the 
process of asset allocations and 
distributions from an estate. 


Typical Order of Priority 


1. Expenses of administering the estate. Without this preferential treatment, the appointment 
of an acceptable executor and the hiring of lawyers, accountants, and/or appraisers could 
become a difficult task in estates with limited funds. 


2. Funeral expenses and the medical expenses of any last illness. 
3. Debts and taxes given preference under federal and state laws. 
4. All other claims, such as unsecured obligations, credit card debts, and the like. 


Protection for Remaining Family Members 

As indicated, a number of states have adopted the Uniform Probate Code. However, other 
states have passed a wide variety of individual probate laws that differ in many distinct ways. 
Thus, no absolute rules about probate laws can be listed. Normally, they provide some amount 
of protection for a surviving spouse and/or the decedent’s minor and dependent children. 
Small monetary allowances are conveyed to these parties prior to the payment of legal claims. 
For example, a homestead allowance is provided to a surviving spouse® and/or minor and 
dependent children. Even an estate heavily in debt would furnish some amount of financial 
relief for the members of the decedent’s immediate family. 

In addition, these same individuals frequently receive a small family allowance during a 
limited period of time while the estate is being administered. Family members are also entitled 
to a limited amount of exempt property such as automobiles, furniture, and jewelry. All other 
property is included in the estate to pay claims and be distributed according to the decedent’s 
will or state inheritance laws. 


Estate Distributions 
If a will has been located and probated, property remaining after all claims are settled is con- 
veyed according to that document’s specifications.’ A gift of real property such as land or a 
building is referred to as a devise; a gift of personal property such as stocks or furniture is a 
legacy or a bequest. A devise is frequently specific: “I leave 3 acres of land in Henrico County 
to my son,” or “I leave the apartment building on Monument Avenue to my niece.” Unless the 
estate is unable to pay all claims, a devise is simply conveyed to the intended party. However, 
if claims cannot be otherwise satisfied, the executor could be forced to sell or otherwise en- 
cumber the property despite the will’s intention. 

In contrast, a legacy may take one of several forms. The identification of the type of legacy 
becomes especially important if the estate has insufficient resources to meet the specifications 
of the will. 


A specific legacy is a gift of personal property that is directly identified. “I leave my col- 
lection of pocket watches to my son” is an example of a specific legacy because the prop- 
erty is named. 

A demonstrative legacy is a cash gift made from a particular source. The statement “TI 
leave $10,000 from my savings account in the First National Bank to my sister” is a 
demonstrative legacy because the source is identified. If the savings account does not 
hold $10,000 at the time of death, the beneficiary will receive the amount available. In 
addition, the decedent may specify alternative sources if sufficient funds are not available. 
Ultimately, any shortfall usually is considered a general legacy. 

A general legacy is a cash gift whose source is undesignated. “I leave $8,000 in cash to 
my nephew” is a gift viewed as a general legacy. 

A residual legacy is a gift of any remaining estate property. Thus, it includes assets left af- 
ter all claims, taxes, and other distributions are conveyed according to the residual provi- 
sions of the will. “The balance of my estate is to be divided evenly between my brother 
and the University of Notre Dame” is an example of a residual legacy. 


8 Many states provide a $25,000 protective allowance for a surviving spouse. See Ind. Code §29-1-4-1. 


° An exception, however, is that property legally held in joint tenancy with one or more individuals will pass 
to the surviving joint tenants at death and not be subject to the provisions of a will or intestate distribution. 
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An obvious problem arises if there are not enough assets in the estate to satisfy all legacies 
the will specified. The necessary reduction of the various gifts is referred to as the process of 
abatement. For illustration purposes, assume that a will lists the following provisions: 


I leave 1,000 shares of AT&T to my brother (a specific legacy). 

I leave my savings account at Chase Bank of $20,000 to my sister (a demonstrative legacy). 
I leave $40,000 cash to my son (a general legacy). 

I leave all remaining property to my daughter (a residual legacy). 


Example 1 

Assume that after paying all claims, the estate holds the shares of AT&T stock, the $20,000 
Chase Bank savings account, and $46,000 in other cash. The first three parties (the brother, 
sister, and son) receive the specific assets stated in the will, and the residual legacy (to the 
daughter) would be the $6,000 cash balance left after the $40,000 general legacy is paid. 


Example 2 

Assume that after paying all claims, the estate holds the shares of AT&T stock, the Chase Bank 
savings account, and only $35,000 in other cash. The first two individuals (the brother and sis- 
ter) receive the specified assets, but the son can claim only the remaining $35,000 cash rather 
than the promised $40,000. Based on the process of abatement, the daughter receives nothing; 
no amount is left after the other legacies have been distributed. 


Example 3 


Assume that after paying all claims, the estate holds the shares of AT&T stock, but the Chase 
Bank savings account has a balance of only $12,000 rather than the promised $20,000. Other 
cash held by the estate totals $51,000. The stock is distributed to the brother, but the sister gets 
just the $12,000 cash in the Chase Bank savings account. In most states, the remaining $8,000 is 
treated as a general legacy. Consequently, the sister receives the additional $8,000 in this manner 
and the son receives the specified $40,000. The daughter is then left with only the $3,000 in cash 
that remains. If the decedent resided in a state that did not treat the $8,000 shortfall as a general 
legacy, then the sister would receive only the $12,000 in the Chase Bank account. 


Example 4 


Assume that the decedent sold the shares of AT&T stock before death and that after paying all 
claims, the Chase Bank savings account holds $22,000. Other cash amounts to $30,000. The 
brother receives nothing from the estate because the specific legacy did not exist at death.'° 
The sister collects the promised $20,000 from the Chase Bank savings account, and the re- 
maining $2,000 is added to the general legacy. Therefore, the son receives a total of $32,000 
from the two cash sources. Because the general legacy was not fulfilled, no remainder exists 
as a residual legacy; thus, the daughter collects nothing from the estate. 


Insufficient Funds 

The debts and expenses of the administration are paid first in settling an estate. If the estate 
has insufficient available resources to satisfy these claims, the process of abatement is again 
utilized. Each of the following categories is exhausted completely to pay all debts and ex- 
penses before money is taken from the next category: 


Residual legacies (first to suffer abatement is the last to receive inheritance). 
General legacies. 

Demonstrative legacies. 

Specific legacies and devises (last to suffer abatement). 


10 The legal term ademption refers to a situation in which a specific bequest or devise fails because the 
property is not available for distribution. As a different possibility, a bequest or devise is said to /apse if the 
beneficiary cannot be located or dies before the decedent. This property then becomes part of the residual 
estate. For instance, if Anna Nicole Smith's will leaves her estate to her son, but her son predeceased her, her 
attempted transfer to her son likely lapses. 
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LO3 


Understand the federal estate tax 


and state inheritance tax systems, 


the corresponding exemptions, 
and tax planning opportunities. 


Estate and Inheritance Taxes 


Taxes incurred after death can be quite costly. For example, Helen Walton received $5.1 bil- 
lion in stock at the death of her husband Sam Walton (founder of Walmart Stores). At this 
value, these shares could eventually cost her heirs as much as $2.8 billion in taxes at her death: 
$2.2 billion to the U.S. government and $640 million to the State of Arkansas.!! 

Historically, estate taxes have been used as a method for redistributing wealth and raising 
revenues. According to tax experts, in 2008, estate taxes raised $29.8 billion in net revenue. !? 
This total amounted to 1.1 percent of all tax money generated by the federal government in 
that year. 

The budget surpluses that appeared in the latter part of the 1990s began to cast doubts on 
the continued need for a federal estate tax. Many arguments can be made both for this tax (to 
some there is a perceived limit to the amount that a beneficiary should receive without work 
or effort) and against it (income that has been taxed once when earned should not be taxed 
again when the resulting assets are conveyed at death). 

In 1999 (and again in 2000), the U.S. Congress voted a phased-in repeal of the estate tax, a 
measure that then President Bill Clinton vetoed as being too costly. However, in 2001, Con- 
gress passed the Economic Growth and Tax Relief Reconciliation Act of 2001, which included 
provisions to gradually reduce and then abolish this tax by 2010. President George W. Bush 
signed the measure into law. 

Estate planning, however, is still very difficult because the estate tax is scheduled to reap- 
pear in 2011 unless Congress moves to make the repeal permanent in the interim. “Because 
fewer than 60 senators voted for the tax bill on May 26, 2001 (58 for to 33 against), the Byrd 
rule applies. The net effect of that rule is that, unless Congress votes to permanently extend the 
estate tax repeal, it applies only in year 2010.”!3 Without being able to anticipate the exact laws 
that will apply at the date of a future death, estate planning becomes uncertain at best. Unless 
the repeal is extended, the financial impact of dying on January 1, 2011, rather than on 
December 31, 2010, could be catastrophic for a large estate. 

Furthermore, the budget deficits that began to appear early in the 21st century and then ex- 
ploded in 2009 brought the entire Economic Growth and Tax Relief Reconciliation Act back 
into the political debate. Some argued that the implementation of its wide-ranging provisions 
should be made permanent or even escalated to stimulate the economy. Others suggested the 
benefits should be deferred or repealed completely to help increase tax revenues and reduce 
budget deficits. Whether the estate tax is permanently abolished or reappears in 2011 is almost 
impossible to predict. As one observer wrote early in 2002, “There will be two presidential 
elections and four congressional elections by 2011. No one can predict accurately the future 
political climate.”'4 

The ongoing debate over the eventual abolition of this tax will have a major impact on estate 
planning. Prior to passage of this legislation, the tax was as high as 55 percent, with an added 
5 percent surcharge on large estates. Consequently, most individuals who were subject to the 
tax were willing to spend significant amounts to reduce the eventual burden. However, during 
the phase-out period, estates of a substantial size were subject to a federal estate tax although 
at a lower rate. Estate planning will undoubtedly continue as an important issue. 

The new law has no impact on the payment of state inheritance taxes because states have 
their own estate tax structures.!5 In the past, the federal government allowed a limited credit 
for such taxes assessed by the state. Within certain parameters, amounts paid to a state could 


1 Warren Midgett, “Mrs. Walton’s Options,” Forbes, October 19, 1992, pp. 22-23. 

12 IRS Data Book, 2008, http://www. irs.gov/pub/irs-soi/O8databk.pdf (accessed August 2009). 

13 William M. Vandenburgh and Philip J. Harmelink, “The Uncertainty of Death and Taxes,” Journal of Ac- 
countancy, October 2001, p. 99. Under the Byrd rule, the Senate may not consider extraneous matters as 
part of a reconciliation bill, resolution, or conference report, unless a majority of 60 senators vote to waive 
the rule. 

14 Paul J. Piergallini, “Going, Going, Gone?” Journal of Accountancy, March 2002, p. 29. 

15 Coverage of the many and varied state inheritance and estate tax laws is beyond the scope of this text- 
book. A comparison of state tax laws, including a summary of each state's inheritance tax laws and links 
to related authorities, is available at www.retirementliving.com/RLtaxes.html. 


Accounting for Estates and Trusts 823 


be used to reduce assessments that were due to the federal government. For 2002 through 
2004, however, this credit was reduced significantly and then changed to a deduction (a de- 
crease in the size of the estate) for future years. 


Federal Estate Taxes 


The federal estate tax is an excise tax assessed on the right to convey property. The computa- 
tion begins by determining the fair value of all property held at death. Therefore, even if real 
property is transferred immediately to the beneficiary and is not subject to probate, the value 
must still be included for federal estate tax purposes.'® In establishing fair value, the executor 
may choose an alternate valuation date if that decision will reduce the amount of estate taxes 
to be paid. This date is six months after death (or the date of disposition for any property dis- 
posed of within six months after death). Thus, the federal estate tax process starts by deter- 
mining all asset values at death or this alternate date. Note that a piecemeal valuation cannot 
be made; one of these dates must be used for all properties. 

Several items then reduce the gross estate figure to arrive at the taxable value of the estate: 


¢ Funeral expenses. 

e Estate administration expenses. 

¢ Liabilities. 

e Casualties and thefts during the administration of estate. 
¢ Charitable bequests. 

e Marital deduction for property conveyed to spouse. 

e State inheritance taxes. 


Individuals are allowed to deduct a specified amount from the value of the estate in arriv- 
ing at the federal estate tax. Recent tax legislation has escalated the portion of an estate that is 
exempted. Any remaining amount is taxed at graduated rates based on the year of death. How- 
ever, the tax legislation that provided escalating exemptions expires at the end of 2010, as 
shown in the following chart. 


Date of Death Estate Tax Exemption at Death Highest Estate Tax Rate 
2009 3.5 million 45 
2010 Tax is repealed N/A 
2011 1.0 million 55 


In the past, individuals have often sought to decrease the size of their estates to reduce es- 
tate taxes by making gifts during their lifetimes. Annual gifts of $13,000 per person (an 
amount that is indexed to change with inflation) can be made tax free to an unlimited number 
of donees.!’ The federal gift tax has not been eliminated by tax legislation, but a $1 million 
lifetime tax-free exclusion has been established over and above the $13,000 exclusion per per- 
son per year. Furthermore, instead of having a separate tax rate schedule as in the past, the 
maximum gift tax rate eventually will be the same as the maximum individual income tax rate. 

What is the impact of all these changes? 


The death of the estate tax is at best premature, and any planner thinking of abandoning an 
estate planning practice is missing a large opportunity. In fact, the estate planning provisions 
within the Economic Growth and Tax Relief Reconciliation Act of 2001 should be a boon for 
most planners, not a death toll.'* 


'6 Life insurance policies with named beneficiaries are also included in the value of the estate as long as 
the decedent had the right to change the beneficiary. This rule often results in decedents of modest means 
having taxable estates. This rule is also one that all estate planning and administration professionals must 
understand and consider. 

17 This amount increased from $11,000 to $12,000 in 2006 and to $13,000 in 2009 due to the indexing; 
Rev. Proc. 2008-66. 


18 Thomas J. Brzezenski, “New Era for Estate Planning,” Financial Planning, July 1, 2001. 
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Federal Estate Taxes—Example 1 The determination of the taxable estate is obviously an 
important step in calculating estate taxes. Assume for illustration purposes that a person dies 
holding assets valued at $10 million and has total debts of $500,000 at death. Funeral expenses 
cost $100,000, and estate administration expenses amount to $200,000. This person’s will left 
$1,200,000 to charitable organizations, and the remaining $8,000,000 (after debts and ex- 
penses) goes to the surviving spouse.!’ Under this set of circumstances, no taxable estate exists: 


Gross estate (fair value) .......... $ 10,000,000 

Funeral expenses ............... $ 100,000 

Administration expenses ......... 200,000 

DéebtSeia.y x0. eee oes ee eis 500,000 

Charity bequests ............... 1,200,000 

Marital deduction ............... 8,000,000 (10,000,000) 
Taxable estate ...........0.... —0- 
EState@ TAX: ici. o: ouse yore aree es Gada Ss —0- 


Federal Estate Taxes—Example 2 Because of the current exemptions, estate property ($3.5 
million in 2009 and an unlimited amount in 2010) can be conveyed tax free to a beneficiary 
other than a spouse. The ability to shelter this amount of assets from tax has an important im- 
pact on estate planning. For example, in the preceding case, if the couple has already identi- 
fied the recipient of the estate at the eventual death of the second spouse (their children, for 
example), a conveyance of the tax-free exclusion amount at the time of the first death is usu- 
ally advantageous. The second estate will then be smaller for subsequent taxation purposes. 
Frequently, individuals establish a trust fund for this purpose as a means of protecting their 
money and ensuring its proper distribution. 

To illustrate, assume that the first spouse died in 2009. Assume also that the will that is 
written is identical to the preceding example except that only $4,500,000 is conveyed to the 
surviving spouse and the remaining $3.5 million is placed in a trust fund for the couple’s chil- 
dren (a nondeductible amount for estate tax purposes). The estate tax return must now be ad- 
justed to appear as follows: 


GrOSs:@State® << stabi ay Be As hn $10,000,000 

Funeral expenses .......... 000.000 eee ee $ 100,000 

Administration expenses ................. 200,000 

DED TS hy cad neh eerste tae e ae aedes akan enamine 500,000 

Charity bequests. .................2.05. 1,200,000 

Marital deduction ...................0.. 4,500,000 (6,500,000) 

Taxable estate (conveyed to trust) .......... $ 3,500,000 

Estate tax on $3,500,000 value in 2009 ..... $ 1,455,000 

Tax-free amount ($3,500,000 exemption) .... (1,455,000) 
Taxes tobe paid ..................... —0- 


Again, the estate pays no taxes, but only $4,500,000 is added to the surviving spouse’s taxable 
estate rather than $8,000,000 as in the previous example. Thus, an eventual decrease in the 
couple’s total estate taxes of $1,455,000 has been established. 

However, this strategy may not work for couples unless the title to their assets is properly 
designated. This illustrates a situation in which the success of estate planning can hinge on a 
proper understanding of how the laws function. This strategy is also, of course, dependent on 
future congressional action. 


The trick is to divide the first $1.2 million?° of your assets between you so that you and your 
spouse have separate estates that can each receive the tax credit. The standard individual credit 


19 Although not applicable in this case, surviving spouses have the right in many states to renounce the pro- 
visions of a will and take an established percentage (normally one-third) of the decedent's estate. Such laws 
protect surviving spouses from being disinherited and are referred to as elective forced share provisions. 

20 The exemption amount has now increased because of changes in the tax laws. In 2007, the trick was to 
divide the first $4.0 million in this manner. In 2009, the trick was to divide the first $7.0 million in this man- 
ner. Unless Congress acts soon, the “trick” will be to divide the first $2.0 million in this manner in 2011. 
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is $192,800, essentially the tax that would be due on an estate of $600,000. If everything is 
jointly owned, you'd get that deduction only once because the tax man considers jointly held 
assets to constitute a single estate that isn’t taxed until the second death.*! 


Legally, if a couple holds property as joint tenants or tenants by the entirety, the property 
passes automatically to the survivor at the death of the other party. Thus, if all property were 
held in one of these ways, the decedent would have no estate and would not be able to experi- 
ence the benefit of the tax-free amount. However, if property is held by the couple as tenants 
in common, the portion the decedent owned is included in that person’s estate and, up to the 
set limit, can be conveyed tax free to a nonspouse beneficiary. 


Other Approaches to Reducing Estate Taxes One technique previously used by families 
with large fortunes to reduce estate taxes was to transfer assets to grandchildren and even 
great-grandchildren. This manner reduced the number of separate conveyances (each of 
which would have been subject to taxation at the top rate) from parent to child to grandchild. 
However, the government effectively eliminated the appeal of this option by establishing a 
generation-skipping transfer tax. Under this law, after an exemption, a flat tax was assessed 
on transfers by gift, bequest, or trust distribution to individuals two or more generations 
younger than the donors or decedents. (However, the exemption was unlimited for a transfer 
to a grandchild when the grandchild’s parent was deceased and she was a lineal descendent 
of the transferor.) 

With its passage of the Economic Growth and Tax Relief Reconciliation Act of 2001, 
Congress began to phase out the generation-skipping transfer tax. Without an estate tax, no 
justification exists for a generation-skipping tax. The exemptions and the highest tax rates 
will follow the same changes shown earlier for the federal estate tax so that complete re- 
peal will occur in 2010. Of course, in the interim, individuals can also take advantage of 
the $1 million lifetime exemption for gifts as well as the annual $13,000 per donee gift tax 
exclusion. 


State Inheritance Taxes 


States assess inheritance taxes on the right to receive property with the levy and all other regula- 
tions varying, as discussed earlier, based on state laws. However, the specifications of a will de- 
termine the actual impact on the individual beneficiaries. Many wills dictate that all inheritance 
tax payments are to be made from any residual cash amounts that the estate holds. Consequently, 
individuals receiving residual legacies are forced to bear the entire burden of this tax. 

If the will makes no provisions for state inheritance taxes (or if the decedent dies intestate), 
the amounts conveyed to each party must be reduced proportionately based on the fair value 
received. Thus, the recipient of land valued at $200,000 would have to contribute twice as 
much for inheritance taxes as a beneficiary collecting cash of $100,000. Decreasing a cash 
legacy to cover the cost of inheritance taxes creates little problem for the executor. However, a 
direct reduction of an estate asset such as land, buildings, or corporate stocks might be virtu- 
ally impossible. Normally, the beneficiary in such cases is required to pay enough cash to sat- 
isfy the applicable inheritance tax. The estate planning process often establishes life insurance 
policies to provide cash for such payments. However, the ownership of such insurance may 
result in the proceeds being subjected to the federal estate tax. 


Estate and Trust Income Taxes 

Although all estates require time to be settled, the period can become quite lengthy if com- 
plex matters arise. From the date of death until ultimate resolution, an estate is viewed 
legally as a taxable entity and must file a federal tax return if gross income is $600 or 
more. The return is due by the 15th day of the fourth month following the close of the estate’s 
taxable year. The calendar year or any other fiscal year may be chosen as the taxable year. 
In 2008, the Internal Revenue Service collected $25.6 billion of income taxes from estates 
and trusts.”? 


21 Gunn, “How to Leave the Tax Man Nothing,” p. 94. 
22 IRS Data Book, 2008, p. 3. 
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LO4 


Understand and account for the 
distinction between principal and 
income in the context of estate 
and trust accounting. 


Applicable income tax rules for estates and trusts are generally the same as for individual 
taxpayers. Therefore, dividend, rental, interest, and other income earned by an estate in the pe- 
riod following death is taxable to the estate unless the income is of a type that is specifically 
nontaxable (such as municipal bond interest). 

A $600 exemption is provided as a decrease to the taxable balance. In addition, a reduction 
is allowed for (1) any taxable income donated to charity and (2) any taxable income for the 
year distributed to a beneficiary. In 2009, federal tax rates were 15 percent on the first $2,300 
of taxable income per year with various rates levied on any excess income earned up to 
$11,150. At a taxable income level more than $11,150, a 35 percent rate was incurred. 

As an illustration, assume that in 2009 an estate earned net rental income of $30,000 and 
dividend income of $10,000. The dividend income was distributed immediately to a benefi- 
ciary and was taxable income for that individual, and $7,400 of the rental income was given to 
charity. Estate income taxes for the year would be computed as follows: 


Refital (MCOMC s...2-2 a5 4b. e dak he eave aye She Haak i ore $30,000 
DIVIdEN INCOME secs coc ead ech ase castes a ahadenen does wae 10,000 
Total revenue ..... 0.0... $40,000 
Personal exemption .............. 0.00000 e eee (600) 
Gift TOiChanitsnc: feedlot Sa pheenon we kale de ae es (7,400) 
Distributed to beneficiary ................ 00.2000. (10,000) 
Taxable income ...... 0.00.00 cee ee $22,000 
Income tax: 
15% of first $2,300 .........00 0... eee $ 345.00 
25% of next $3,050 ($5,350 — $2,300) ........... 762.50 
28% of next $2,850 ($8,200 — $5,350) ........... 798.00 
33% of next $2,950 ($11,150 — $8,200) .......... 973.50 
35% of next $10,500 ($22,000 — $11,500) ........ 3,675.00 
$6,554.0023 


The Distinction between Income and Principal 

In many estates, the executor faces the problem of differentiating between income and princi- 
pal transactions. For example, a will might state “all income earned on my estate for five years 
after death is to go to my sister, with the estate then being conveyed to my children.” The re- 
cipient of the income is known as an income beneficiary whereas the party who ultimately re- 
ceives the principal (also known as the corpus) is called a remainderman. As the fiduciary for 
the estate, the executor must ensure that all parties are treated fairly. Thus, if amounts are dis- 
tributed incorrectly, the court can hold the executor legally liable. 

The definitional difference between principal and income appears to pose little problem. 
The estate principal encompasses all of the decedent’s assets at death; income is the earnings 
on these assets after death. However, some transactions are not easily categorized as either 
principal or income. As examples, consider these: 


e Are funeral expenses charged to principal or income? 

¢ Is the executor’s fee charged to principal or income? 

e Are dividends that are declared before death but received after death viewed as principal or 
income? 

° If stocks are sold for a gain, is this gain viewed as income or an increase in principal? 

e Are repairs to rental property considered a reduction of principal or of income? 


Clearly, the distinction between principal and income is not always obvious. For this rea- 
son, in writing a will, an individual may choose to spell out the procedure by which principal 


23 As fiduciary entities, estates and trusts are taxed at the same income tax rates. Note that their top rate of 
35 percent becomes applicable at a taxable income level of only $11,500. In comparison, for 2009, this same 
top income tax rate of 35 percent was not assessed for a single taxpayer, head of household, or joint return 
until taxable income reached $372,950. 
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and income are to be calculated. If defined in this manner, the executor merely has to follow 
these instructions. 

In certain cases, the decedent will have provided no guidance as to the method by which 
transactions are to be classified. The executor must apply state laws to determine these principal 
and income figures. Many states have adopted the Revised Uniform Principal and Income Act 
as a standard for this purpose. However, some states have adopted modified versions of the 
Revised Uniform Principal and Income Act and still others have created their own distinct 
laws. Generally accepted accounting principles are not applicable; the distinction between 
principal and income is defined solely by the decedent’s intentions or by state laws. 

Although differences exist because of unique state laws or the provisions of a will, the fol- 
lowing transactions are normally viewed as adjustments (either increases or decreases) to the 
principal of the estate: 


e Life insurance proceeds if the estate is named as the beneficiary. 

e Dividends declared prior to death and any other income earned prior to death. 
¢ Liquidating dividends even if declared after death. 

e Debts incurred prior to death. 

e Gains and losses on the sale of corporate securities or rental property. 

e Major repairs (improvements) to rental property. 

¢ Investment commissions and other costs. 

¢ Funeral expenses. 

¢ Homestead and family allowances. 


The income of the estate includes all revenues and expenses recognized after the date of 
death. Within this calculation, the following items are included as reductions to income: 


e Recurring taxes such as real and personal property taxes. 

¢ Ordinary repair expenses. 

e Water and other utility expenses. 

e Insurance expenses. 

e Other ordinary expenses necessary for the management and preservation of the estate. 


Several costs such as the executor’s fee, court costs, and attorneys’ and accountants’ charges 
must be apportioned between principal and interest in some fair manner, if such allocation has 
not been specified in the decedent’s last will and testament. 


Recording of the Transactions of an Estate 


The accounting process that the executor of an estate uses is quite unique. Because the probate 
court has given this individual responsibility over the assets of the estate, the accounting sys- 
tem is designed to demonstrate the proper management and distribution of these properties. 
Thus, several features of estate accounting should be noted: 


e All estate assets are recorded at fair value to indicate the amount and extent of the execu- 
tor’s accountability. Any assets subsequently discovered are disclosed separately so that 
these adjustments to the original estate value can be noted when reporting to the probate 
court. The ultimate disposition of all properties must be recorded to provide evidence that 
the executor’s fiduciary responsibility has been fulfilled. 

¢ Debts, taxes, and other obligations are recorded only at the date of payment. In effect, the 
system is designed to monitor the disposition of assets. Thus, claims are relevant to the ac- 
counting process only at the time that the assets are disbursed. Likewise, distributions of 
legacies are not entered into the records until actually conveyed. As mentioned earlier, de- 
vises of real property are often transferred at death so that no accounting 1s necessary. 


¢ Because of the importance of separately identifying income and principal transactions 
in many estates, the accounting system must always note whether income or principal is 
being affected. Quite frequently, the executor maintains two cash balances to assist in 
this process. 
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To illustrate, assume that James T. Wilson dies on April 1, 2011. The following valid will 
has these provisions: 


I name Bob King as executor of my estate. 

I leave my house, furnishings, and artwork to my aunt, Ann Wilson. 

I leave my investments in stocks to my uncle, Jack E. Wilson. 

I leave my automobile and personal effects to my grandmother, Nancy Wilson. 
I leave $38,000 in cash to my brother, Brian Wilson. 

I leave any income earned on my estate to my niece, Karen Wilson. 

All remaining property is to be placed in trust for my children. 


The executor must (1) perform a search to discover all estate assets and (2) allow an ade- 
quate opportunity for every possible claim to be filed. The assets should be recorded immedi- 
ately at fair value with the creation of the Estate Principal account. This total represents the 
amount of assets for which the executor is initially accountable. The following journal entry 
establishes the values for the assets owned by James T. Wilson at his death that have been 
found to date: 


AS HPN cll terete etree ee rere Pret owe arn UOC OE ree our cea 11,000 
InteresteReceivabbleomiBomedssarseve pare eeee eee rene ener nen 3,000 
DiNiletnels Rreeeiwveloleonn SiOdss:.2 54 6scccesecsoescoresedsapsenessue 4,000 
[Line ISITE ELS WONESIENS co cuaavaeeconobascdceaeaasuaodeer 40,000 
IRUECATG [eta cle Pe ihe ea a i ee As, Dunn ei ge eer a ie dN oe a 90,000 
rewiseliteltel FFuiiatsalinteSelnvel /NAWNECIS onaacaneagoceascaanenaandancaar 24,000 
FAQULOMMOD I GS ate sete Mine hry ee kn Seat eee he MOAN et ery Sea e eeaL nee eee 4,000 
(rxe{ASTOMAVE TINE s etars acces on Sheeete Se meee Alo Die Dlacke wis era pee ae Aine pee ere 2,000 
IVES ERENT ERIMHES CCl Sizes seen we eevee nce ung ers meer wena Prete ameter 240,000 
Laneciinvei eli Sole 3.22 a area a eiela See a Are An ne cl See Aiea wie Gee ee 50,000 
EstaterRrincipaleasws te eee ren era nena nr i we eae ea 468,000 


Following is a list of subsequent transactions incurred by this estate with each appropriate 
journal entry. Because estate income is to be conveyed to one party (Karen Wilson) but the re- 
maining principal is to be placed in trust, careful distinction between these two elements is 
necessary. 


Transaction 1 
The executor paid funeral expenses of $4,000. 


Rumetalkanci Ac ministrative! Expenses ier rise nts nena 4,000 
Gash— Principal Mannan ae cee rene ie recone cur neu tooo 4,000 


Transaction 2 
The life insurance policy payable to the estate (shown in the initial entry) is collected. 


Gash——Primeipalicevee csc eye cane cca. ce cee tee eaee- tar earn a raye re ce Vues wereeieeny 40,000 
[Lines nse Ine PEW Ele WO ESIENE. ogo cgonoeuescandsuesdoouobeuer 40,000 


Transaction 3 


The title to 4.0 acres of land is discovered in a safe deposit box. This asset was not included in 
the original inventory of estate property. An appraiser sets the value of the land at $22,000. 
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IWS A10 asic re 2 Seat Nm Reon ae aero en ORM Ue eet eat att oats ane Neat We Be acre CO ueo 22,000 
Assets SUbSEGUENt|VADISGOVETeG = ert iae ieee eerie yee 22,000 


Transaction 4 

The executor receives claims totaling $24,000 for debts the decedent incurred prior to death. 
This amount includes medical expenses covering the decedent’s last illness ($11,000), prop- 
erty taxes ($4,000), utilities ($1,000), personal income taxes ($5,000), and other miscellaneous 
expenses ($3,000). The executor pays all of these claims. 


DebiscomtheDecedentiere re: eee cy are errno ee ge ee Cnet eee eon ee 24,000 
(Gas in Primel alll eegereyres tn one eget eres ee eee ele tarelaaen ere epee Verena 24,000 


Transaction 5 
Interest of $8,000 is collected on the bonds held by the estate. Of this amount, $3,000 was 
earned prior to the decedent’s death and was included as a receivable in the initial recording of 
the estate assets. 


Gash—PrinGl palletes cece oecaneer eesti Sevemicosnene erate Ane 3,000 

GEES f= [Nol ilek saeevorancentes Ga eco ete eeu ries eee ad Weare, cus tearmcAas dona ements 5,000 
Interest Receivable on Bonds .......... 0.0.00 3,000 
[esas hie [aC eO) Adley Pecuraemrars aber dacernicanee eek ayaueupuemocmiearl Auden saceni ea ceeres eater riceosrcant 5,000 


Transaction 6 

Dividends of $6,000 are collected from the stocks held by the estate. Of this amount, $4,000 
was declared prior to the decedent’s death and was included as a receivable in the initial 
recording of the estate assets. 


as == BhimGl Picllleperreee creer eter ence mes ens ee an er rer uae ee eg 4,000 

GaSM— INCOM ers es cee ee cy epee ey Geren ea eee 2,000 
Dividends Receivable on Stocks ........ 0.00. c cee ee 4,000 
EStatedImGOnmewereeeacie pieces chemin eee Rone TRUM Renee che Hani sec ERIS AG 2,000 


Transaction 7 
The executor now has a problem. The Cash—Principal balance is currently $30,000: 


Beginning balance.................0004. $ 11,000 
Funeral expenses .................00055 (4,000) 
Life insurance .........0....00 00.0000. 40,000 
Payment of debts ..................00. (24,000) 
Interest income ............. 0.002220 ee 3,000 
Dividends ............00..... 00000 eee 4,000 

Current balance. .........0.0 0.00000. $ 30,000 


However, the decedent bequeathed his brother, Brian Wilson, $38,000 in cash. This gen- 
eral legacy cannot be fulfilled without selling some property. Most assets have been promised 
as specific legacies and cannot, therefore, be used to satisfy a general legacy. Two assets, 
though, are residual: the investment in bonds and the land that was discovered. The executor 
must sell enough of these properties to generate the remaining funding needed for the 
$38,000 conveyance. In this illustration, assume that the executor chooses to dispose of the 
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IS THIS REALLY AN ASSET? 


Robert Sweingart died during July 2011 at the age of 101. He had outlived many of 
his relatives, including the person named in his will as executor of his estate. Thus, the 
probate court selected the decedent’s nephew Timothy J. Lee, as administrator. Lee 
promptly began his duties including reading the will and taking an inventory of Swein- 
gart’s properties. Although the will had been written in 1982, Lee could see that most of 
the provisions would be easy to follow. Sweingart had made a number of specific and 
demonstrative legacies that could simply be conveyed to the beneficiaries. The will also 
included a $20,000 general legacy to a local church with a residual legacy to a well-known 
charity. Unfortunately, after all other legacies were distributed, the estate would have 
only about $14,000 cash. 

One item in the will concerned the administrator. Sweingart had made the following 
specific legacy: “I leave my collection of my grandfather's letters which are priceless to 
me, to my cousin, William.” Lee discovered the letters in a wall safe in Sweingart’s home. 
About 40 letters existed, all in excellent condition. They were written by Sweingart’s 
grandfather during the Civil War and described in vivid detail the Second Battle of Bull 
Run and the Battle of Gettysburg. Unfortunately, Lee could find no trace of a cousin 
named William. He apparently had died or vanished during the thirty-five year period 
since the will was written. 

Lee took the letters to two different antique dealers. One stated, “A museum that 
maintains a Civil War collection would love to have these. They do a wonderful job of ex- 
plaining history. But a museum would not pay for them. They have no real value since 
many letters written during this period still exist. | would recommend donating them to a 
museum.” 

The second dealer took a different position: “I think if you can find individuals who 
specialize in collecting Civil War memorabilia they might be willing to pay a handsome 
price especially if these letters help to fill out their collections. A lot of people in this 
country are fascinated by the Civil War. The number seems to grow each day. The letters 
are in great condition. It would take some investigation on your part, but they could be 
worth a small fortune.” 

Lee now has to prepare an inventory of his uncle's property for probate purposes. How 
should he report these letters? What should Lee do next with the letters in order to meet 
his fiduciary obligation(s) to the estate and the beneficiaries? 


land and negotiates a price of $24,000. Because a principal asset is being sold, the extra $2,000 
received above the recorded value is considered an adjustment to principal rather than an in- 
crease in income. Similarly, if the asset sold at an amount below the appraised value of 
$22,000, this transaction would result in a reduction to principal. 


EFS nh Pari Vell OF Il cica eon, rd atte Gert Pee es cold eee cs. Ae aele cee RA ves eee i aeaecu 24,000 
TEVA leuue renee Sse Shae ite ey eee eee a ey aR Enea eee ona eee 22,000 
GainKomiRealizationy meee etree trae ery are unre rea eres 2,000 


Transaction 8 


Fees of $1,000 charged for administering the affairs of the estate are paid. Of this amount, we 
assume that $200 is considered to be applicable to estate income. 


Funeralkand Administrative EXpemSesi sien eines rie eter eee 800 

Expenses —INGOM@s naa neekapiecns rye aetna ewan tamtgeeeim ine artic ae eps 200 
Gash—AninGlDalleesere or esas ecu cae ee Renee CA ney meee ecres 800 
Gas ii MGOMC enna er reses rae nce ee ee ena er reese inter trees Sea Er: 200 
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Transaction 9 

On October 13, 2011, the house, furnishings, and artwork are given to the decedent’s aunt 
(Ann); the stocks are transferred to the uncle (Jack); and the grandmother (Nancy) receives the 
decedent’s automobile and personal effects. 


Legacy—Ann Wilson (residence, furnishings, and artwork) ..............- 114,000 
(eorreylkidk le. Wilson (SIGS) .cgeennaacenéedueponedananaenganes 50,000 
Legacy—Nancy Wilson (automobile and personal effects) ............... 6,000 
IR chettc lac sytney seco antares ure eg cere Ar, eC et apie in nea ene eee 90,000 
Household Furnishings and Artwork ...........-0-02+e eee e cues 24,000 
(ANE UENE Sd aie a ace ates is Seles alae pie easiaie aie ean alee 50,000 
ANUTOMIOL lag yecoy = eer ate ee Aer oa pce Ripe By ee mle sek cee er 4,000 
[Ret astolabellifeintercitshers, ee ae) clneusiet aime Manca lis, Ree Hane, Roerenaie eco ches ace 2,000 


Charge and Discharge Statement 


As necessary, the executor files periodic reports with the probate court to disclose the progress 
being made in settling the estate. This report, which may vary from state to state, is generally 
referred to as a charge and discharge statement. If income and principal must be accounted for 
separately, the statement is prepared in two parts. For both principal and income, the statement 
should indicate the following: 


1. The assets under the executor’s control. 
2. Disbursements made to date. 
3. Any property still remaining. 


Thus, the executor of James T. Wilson’s estate can produce Exhibit 19.1 immediately after 
Transaction 9. (Transaction numbers are included in parentheses for clarification purposes.) 

At this point in the illustration, only three transactions remain: distribution of the $38,000 
cash to the decedent’s brother, conveyance of the $6,800 cash generated as income since death 
to the niece, and establishment of the trust fund with the remaining principal. The trust fund 
will receive the $240,000 in bonds and the $15,200 in cash that is left in principal ($53,200 to- 
tal less $38,000 paid to the brother). 


Legacy —BrianinVilSomse sats re ere eee aoa eeu en eg ay, 38,000 
Gash—Principadlitiarces ac acm emcee tire ane meron ccs anne Ce 38,000 
Distribution to Income Beneficiary—Karen Wilson ...............0.000 6,800 
Gas INGOMe Re ce tees cee es ee een te nace i ae 6,800 
Fldinclorel] /NSSEUES WIMSIEMELC! HO) IMUSIEE 2 ccnocccoseoeoneaseacenecenen 255,200 
Gash PrimGiDadlin cece cree oe tune rae coe ence cereale eee 15,200 
Fares ATetMie Minh [BXOTMVOLS sce cet 5 o.cenvon cuales aus Sma etm en Seanad 9 cuavos Search oug ee maeum ener 240,000 


The executor would then prepare a final charge and discharge statement and then closing 
entries to signal the conclusion of the estate as a reporting entity. 


ACCOUNTING FOR A TRUST 


A trust is created by the conveyance of assets to a fiduciary (or trustee) who manages the 
assets and ultimately disposes of them to one or more beneficiaries. The trustee may be an 
individual or an organization such as a bank or other financial institution. Over the years, trust 
funds have become quite popular in this country for a number of reasons. Often they are estab- 
lished to reduce the size of a person’s taxable estate and, thus, the amount of estate taxes that 
must eventually be paid. As one financial adviser has stated, “Who needs to establish a trust? You 
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EXHIBIT 19.1  Executor’s Charge and Discharge Statement 


ESTATE OF JAMES T. WILSON 
Charge and Discharge Statement 
April 1, 2011-October 13, 2011 
Bob King, Executor 


As to Principal 
| charge myself with: 


/Nsisr eres, (OXIPCOL MO [IMEI MAWEIMMONA ae cannes esedussnesodeoausdousebonmaueode $468,000 
Assets subsequently discovered: land (Trans. 3) .............00000-0 eee 22,000 
Gaintontsalevotlandi(iransw/)ieceewe ee ee ete eee 2,000 
flotalichanG essay wterecesr en cse ete eeo aem ema PERT Ce amr er nee meres $492,000 


| credit myself with: 
Debts of decedent (Trans. 4): 


Medicalkexmensesmmen ena neice enon ome enh tn rata te e nrcemn ee Teri $ 11,000 
PROPe Eby stax eS ieee eer, coetereen trun ie Come ecterer ay Oe) eh ae ete reece eee 4,000 
(Waheed cress Re ett Arh AeA Ree ida. Mae Ate Son Eom ere A con MR Se 1,000 
PersomaliimeOmestaXes sere eecee aren a Gees Oc reer ee ae eee ee a eae 5,000 
OSU el sites Berner Hines SMe, a Ie Er Ales Sta alten a REA Hu ONE ua, Pe ee ORS Rey Ke 3,000 $ 24,000 
Funeral and administrative expenses (Trans. 1 and 8).................-.-.- 4,800 
Legacies distributed (Trans. 9): 
Ann Wilson (house, furnishings, and artwork) .................-.-0-0-: 114,000 
hid ae Aon Gilda aa cna ap au ehhd Hoods Sos Mee We ahaha s ame woe 50,000 
Nancy Wilson (automobile and personal effects) ...............-....0-- 6,000 170,000 
ATO te lGTEC tS Wee eee eet ees ee ee nena see Rae ar a 198,800 
Estate: principal teste eter cence aoc a eer tere ror eae ey Ree eet eee ean e ar $293,200 «+ 
Estate principal: 
(Grapes yh nop gtd aa ON a Reon ye Es eevee mena me A PON Yh BN Pee werte Bra Ay a aN $ 53,200 
IMVESTIMEMEIMEDO MCS ceee crete eater recrtoe geet i Ure cee. Qt meyer ruta iy vues 240,000 
Estate: Onincipdliverswe es eune etn etree ace Wene re ere grant en na) ene eee ene ee $293,200 ~«<— 


| charge myself with: 


(niwetretsielnyto] nalexGIielisn2o)) iv Aa are eid eke ceaieee Sls AU AISIA Ale Gio neha NA Bie SI Ae $ 5,000 
Divi GnahimGOnneeiamSsO) ies ca eect orem ere ee ee eC ene eee gr ce 2,000 
MotaliGharG ese vee sce erry saree eer ere rote ear ae Vr i Peer erage 7,000 
| credit myself with: 
Administrative expenses charged to income (Trans. 8) ............-.+0+-00- 200 
BalancerastorinGOmesen wri carn eee nan eerie ar nce ee ee mene as $ 6,800—<— 


Balance as to income: 
(Greaves hr t viee za hee eesine ie atte oy Alc cl SACOG Pied CEM, DCNet AES A selene ee tC AT Ae $ 6,800 ~«— 


do, and so does your spouse. There may be several good reasons, but start with this: If you don’t 
set up trusts, your heirs may pay hundreds of thousands of dollars in unnecessary estate taxes.”*+ 

Estate taxes are not the only reason for establishing a trust. People form trust funds to pro- 
tect assets and ensure that the eventual use of these assets is as intended. Trusts can also result 
from the provisions of a will, specified by the decedent as a means of guiding the distribution 
of estate property. In legal terms, an inter vivos trust is one started by a living individual, 
whereas a testamentary trust is created by a will. 

Frequently, the ¢rustor or settlor or grantor (the person who funds the trust) will believe 
that a chosen trustee is simply better suited to manage complicated investments than is the 


24 Jeff Burger, “Which Trust Is Best for Your Family?” Medical Economics, August 1, 1988, p. 141. 
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beneficiary. A young child, for example, is not capable of directing the use of a large sum of 
money. The trustor may have the same opinion of an individual who possesses little business 
expertise. Likewise, the creation of a trust for the benefit of a person with a mental or severe 
physical handicap might be considered a wise decision. 

During recent years, one specific type of trust, a revocable living trust, has become espe- 
cially popular and controversial. The trustor usually manages the fund and receives most, if not 
all, of the income until death. After that time, future income and possibly principal payments 
are made to one or more previously named beneficiaries. Because the trust is revocable, the 
trustor can change these beneficiaries or other terms of the trust at any time. 


You want to leave knowing your loved ones have the best financial breaks possible. That’s why 
the idea of a revocable living trust may sound so promising. During your lifetime, you turn over 
all assets to a trust. But you act as your own trustee, so you determine how the assets will be man- 
aged and distributed. Then, happy in the knowledge that you can change the trust at any time, you 
have the joy of knowing you’re setting up a financial plan for your life and after death.*> 


Revocable living trusts offer several significant advantages that appeal to certain individu- 
als. First, this type of trust avoids the delay and expense of probate. At the trustor’s death, the 
trust continues and makes future payments as defined in the trust agreement. In some states, 
this advantage can be quite important, but in others the cost of establishing the trust may be 
more expensive than the potential probate costs. The taxable income of the revocable living 
trust is included in the grantor’s individual income tax return while that person remains alive. 
It is not taxed within a fiduciary income tax return until after the grantor’s death. 

Second, conveyance of assets through a trust can be made without publicity whereas a will 
is a public document. Thus, anyone who values privacy may want to consider the revocable liv- 
ing trust. The entertainer Bing Crosby, for example, set up such a trust so that no outsider 
would know how his estate was distributed.*° 

Although the number of other types of trusts is quite large,’ several of the more common 
include these: 


° Credit shelter trust (also known as a bypass trust or family trust). This trust is designed for 
couples. Each spouse agrees to transfer at death an amount of up to the tax-free exclusion 
($3.5 million in 2009) to a trust fund for the benefit of the other. Thus, the income that 
these funds generate goes to the surviving spouse, but at the time of this second individual’s 
subsequent death, the principal is conveyed to a different beneficiary. As discussed in the 
previous section, this arrangement can be used to reduce the estate of the surviving spouse 
and, therefore, the amount of estate taxes paid by the couple. 


If your estate is large enough to be threatened by the federal estate tax, you can incorporate 
provisions to soften the blow. This year [2003], federal law permits each person to leave 

$1 million in assets tax-free—in addition to the unlimited amount that can go to a surviving 
spouse. But leaving everything to a spouse can be a costly mistake if it inflates the survivor’s 
estate to the level at which it may be hit by the tax. To avoid this, couples should make sure 

each owns enough individually to take advantage of the $1 million tax-free allowance, even if it 
means splitting jointly owned assets. Then, both husband and wife could include in their wills a 
trust (called a bypass or credit shelter trust) to hold $1 million, from which the survivor would 
get all the income and possibly some principal during his or her lifetime, with the balance going 
to the children upon the spouse’s death. That $1 million would go to the kids tax-free, rather than 
being included—and possibly taxed—in the surviving spouse’s estate. (Even if the drive to make 
repeal of the estate tax permanent succeeds, it will still be with us through 2010.)8 


¢ Qualified terminable interest property trust (known as a QTIP trust). Individuals frequently 
create a QTIP trust to serve as a credit shelter trust. They convey property to the trust and 


25 Estelle Jackson, “Living Trust May Sound Promising," Richmond Times-Dispatch, October 13, 1991, p. C1. 
26 Ibid., p. C5. 

27 The cost of establishing and maintaining trusts can be significant. Therefore, use of these trusts may be 
limited to taxpayers of substantial means. 

28 Josephine Rossi, “Your Will Be Done,” Kiplinger’s Personal Finance, January 2003. By 2006, this $1 million 
amount had grown to $2 million and in 2009 increased to $3.5 million. 
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specify that the income, and possibly a portion of the principal, be paid to the surviving 
spouse (or other beneficiary). At a specified time, the trust conveys the remainder to a des- 
ignated party. Such trusts are popular because they provide the spouse a steady income but 
the trustee can guard the principal and then convey it at a later date to the individual’s chil- 
dren or other designated parties. However, no trust exists without some potential problems: 


During the spouse’s lifetime, no one else—not even the children—can benefit from the QTIP 

trust. However, this can mean years of potential conflict as the children wait for their inheritance. 
To minimize this potential problem, it often makes sense to set up another trust for the benefit of 
the children. This is particularly so if a new spouse (stepparent) is close in age to your children.” 


Charitable remainder trust. All income is paid to one or more beneficiaries identified by the 
trustor. After a period of time (or at the death of the beneficiaries), the principal is given to a 
stated charity. Thus, the trustor is guaranteeing a steady income to the intended parties while 
still making a gift to a charitable organization. These trusts are especially popular if a taxpayer 
holds property that has appreciated greatly (such as real estate or stocks) that is to be liquidated. 
By conveying it to the trust prior to liquidation, the sale is viewed as that of the charity and 
is, hence, nontaxable. Thus, tax on the gain is avoided and significantly more money remains 
available to generate future income for the beneficiaries (possibly the original donor). “This 
trust lets you leave assets to your favored charity, get a tax break, but retain income for life.”*° 
Charitable lead trust. This trust is the reverse of a charitable remainder trust. Income from 
the trust fund goes to benefit a charity for a specified time with the remaining principal 
then going to a different beneficiary. For example, a charity might receive the income from 
trust assets until the donor’s children reach their 21st birthdays. 


Jacqueline Kennedy Onassis used this technique and ended up sheltering roughly 90 percent of 
the trust assets from estate taxes. Setup and operating costs, however, preclude the use of this type 
of trust unless the assets involved are substantial. As such this is a vehicle for the very wealthy, 
allowing them to keep an asset in the family but greatly reducing the cost of passing it on.>! 


Grantor retained annuity trusts (known as GRATs). The trustor maintains the right to collect 
fixed payments from the trust fund while giving the principal to a beneficiary after a stated 
time or at the trustor’s death. For example, the trustor might retain the right to receive an 
amount equal to 7 percent of the initial investment annually with any remaining balance of the 
trust fund to go to his or her children at death. Because the beneficiary will not receive the 
residual amount for years, a current value is computed for gift tax purposes. Depending on (1) 
the length of time before final distribution to the beneficiary, (2) the assumed rate of income, 
and (3) the amounts to be distributed periodically to the trustor, this value is often quite small 
so that the gift tax is reduced or eliminated entirely. However, GRATs can have certain risks. 


When setting up a GRAT, remember that the annuity you establish at its outset could drain 
the trust if the expected growth doesn’t materialize. Then you will have paid taxes and legal 
costs .. . and will have left little to your heirs. Equally important, the grantor must outlive the 
trust. If you die before the GRAT ends, the assets will revert to your estate.*” 


Minors Section 2503(c) trust. Established for a minor, this trust fund usually is designed to 
receive a tax-free gift of up to $13,000 each year ($26,000 if the transfer is made by a cou- 
ple). Over a period of time, especially if enough beneficiaries are available, this trust can 
remove a significant amount of assets from a person’s estate. The change in the gift tax laws 
and the gradual repeal of the estate tax will significantly impact this type of trust. 


Spendthrift trust. This trust is established so that the beneficiary cannot transfer or assign any 
unreceived payments. The purpose of such trusts is to prevent the beneficiary from squan- 
dering the assets the trust fund is holding or the beneficiary’s creditors from reaching the 
assets. This type of trust is particularly useful to protect irresponsible beneficiaries, for exam- 
ple, children and beneficiaries whose former spouses maintain legal actions against them. 


29 Philip Maynard, “A QTIP Protects the Family,” CreativeLiving Magazine, Autumn 2001. 

30 Lynn Asinof, “Estate-Planning Techniques for the Rich,” The Wall Street Journal, January 11, 1995, p. C1. 
31 |bid., p. C15. 

32 Pam Black, “A GRAT Can Be Great for Saving Your Kids a Bundle,” BusinessWeek, March 1, 1999, p. 116. 
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¢ Irrevocable life insurance trust. With this trust, the donor contributes money to buy life 
insurance on the donor. If a couple is creating the trust, usually the life insurance policy is 
designed to pay the proceeds only after the second spouse dies. The proceeds are not part 
of the estate and the beneficiary can use the cash to pay estate and inheritance taxes. 


° Qualified personal resident trust (QPRT). The donor gives his or her home to the trust but 
retains the right to live in the house for a period of time rent free. This removes what is of- 
ten an individual’s most valuable asset from the estate. This type of trust has characteristics 
similar to a GRAT. 


The term of the trust can be as short or as long as desired. The longer the term the lower the 
value of the gift. If the grantor dies before the term of the trust expires, however, the property 
will revert back to the estate of the deceased and be subject to estate taxes at its current 
value. Therefore, a term should be picked that the grantor believes he or she will outlive for 
the benefits of the QPRT to be effective.*? 


As these examples indicate, many trust funds generate income for one or more beneficiaries 
(known as life tenants if the income is to be conveyed until the person dies). At death or the end 
of a specified period, the remaining principal is transferred to a different beneficiary (a remain- 
derman). Therefore, as with estates, differentiating between principal and income is ultimately 
important in accounting for trust funds. This distinction is especially significant because trusts 
frequently exist for decades and can control and generate enormous amounts of assets. 

The reporting function is also important because of the trustee’s legal responsibilities. This 
fiduciary is charged with the wise use of all funds and may be sued by the beneficiaries if ac- 
tions are considered to be unnecessarily risky or in contradiction to the terms of the trust 
arrangement. To avoid potential legal problems, the trustee is normally called on to exercise 
reasonable and prudent care in managing the assets of the fund. 


Record Keeping for a Trust Fund 

Trust accounting is quite similar to the procedures demonstrated previously for an estate. 
However, because many different types of trusts can be created and an extended time period 
might be involved, the accounting process may become more complex than that for an estate. 
As an example, an apartment house or a significant portion of a business could be placed in a 
trust for 20 years or longer. Thus, the possible range of transactions to be recorded becomes 
quite broad. In such cases, the fiduciary often establishes two separate sets of accounts, one 
for principal and one for income. As an alternative, the fiduciary could utilize a single set of 
records with the individual accounts identified as to income or principal. 

In the same manner as an estate, the trust agreement should specify the distinction between 
transactions to be recorded as income and those to be recorded as principal. If the agreement 
is silent or if a transaction that is not covered by the agreement is incurred, state laws apply to 
delineate the accounting. Generally accepted accounting principles usually are not considered 
appropriate. For example, trusts utilize the cash method rather than accrual accounting in 
recording most transactions. Although a definitive set of rules is not possible, the following 
list indicates the typical division of principal and income transactions: 


Adjustments to the Trust’s Principal 
Investment costs and commissions. 
Income taxes on gains added to the principal. 
Costs of preparing property for rent or sale. 
Extraordinary repairs (improvements). 


Adjustments to the Trust’s Income 
Rent expense. 
Lease cancellation fees. 
Interest expense. 
Insurance expense. 


33 Michael Mingione, “Trust Your House,” The CPA Journal, September 1996, p. 40. 
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Income taxes on trust income. 
Property taxes. 


Trustee fees and the cost of periodic reporting (accountant and legal fees) must be allocated 
between trust income and principal. This allocation is often based on the value of assets within 
each (principal/income) category. 


Accounting for the Activities of a Trust 
An inter vivos trust reports on an annual basis (or perhaps more frequently) to all income and 
principal beneficiaries. However, testamentary trusts come under the jurisdiction of the courts 
so that additional reporting regularly becomes necessary. Normally, a statement resembling the 
charge and discharge statement of an estate is adequate for these purposes. Two accounts, 
Trust Principal and Trust Income, monitor changes that occur. For a testamentary trust, the 
opening principal balance is the fair value used by the executor for estate tax purposes. 

To illustrate, assume that the following events occur in connection with the creation of a char- 
itable remainder trust. The will of Samuel Statler created a trust with the income earned each year 
to go to his niece for 10 years and the principal then conveyed to a local university (the charity). 


1. Cash of $80,000 and stocks (that originally cost $39,000 but are now worth $47,000) are 
transferred from the estate to the First National Bank of Michigan because this organiza- 
tion has agreed to serve as trustee for these funds. 

2. The trustee invested cash of $76,000 in bonds paying 11 percent annual cash interest. 


3. Dividends of $6,000 on the stocks are collected, and interest of $7,000 is received on the 
bonds. No receivables had been included in the estate for these amounts. 

4. At the end of the year, an additional $3,000 in interest is due on the bonds. 

5. As trustee, the bank charges $2,000 for services rendered for the year. Statler’s will pro- 
vided that such fees should be allocated equally between principal and income. 

6. The niece is paid the appropriate amount of money from the trust fund. 


As the trustee, the bank should record these transactions as follows: 


flat @ ASI stn Gl alll paeeesy paras memo asec ere certs eA means arn re no nae ee ren 80,000 
INVESTIMENEIMSTOCKSi ere ee cee cee en ccc ece hanes eee ee 47,000 
SUSUR Leave OFE| | eek ceraycserat-ecasaiet tenders cts sh nscorgcion oneleteksles ee nvaneha 4k ete ele 127,000 
To record trust assets at the fair value figure used for estate tax 
purposes. 
ZMavestimentsiniBONdS- aces cmyattr ane e e ercea earns een eee ee 76,000 
(@aSi=—RIINCl allurene rare cores ate Sener Wear rnenre eran gree 76,000 
To record acquisition of bonds using cash in trust fund. 


Bis GEIS jee) elroy xp oe es ee ee ees Pec maraenigs eave tee tone en 13,000 
s[gUIy =| alte) qnVase castes vera seater ole o eh ee iA aera eke cache Sn eateries 4 13,000 
To record dividends and interest collected. 
4. No entry is recorded. These earnings cannot be paid to the income 
beneficiary until collected so that accrual provides no benefit. Therefore, 
the trustee uses a cash basis system rather than accrual accounting. 
DI MEXPEMSCS I MGONNC erent secre tres erregie pee otets ten rence eres eee eereee 1,000 
ExpemSes—PrinGipallesomes eee ce ere ee ete er ree trees oon 1,000 
(AS Il INCOM aaa eae ee er) eeu Jeet Oey ccm egy 1,000 
(Gilani pel ||) eeererawstenicien ie gin oer pageant ace areata eet ne etary Gee: 1,000 
To allocate the trustee's fees evenly between principal and income. 


G, [AC UIGy lin INCOME ANSI ocncccnatseosueocne ended enaene se me 12,000 
Gash INCOME ae csc cet sees eee omy tremens eee cee 12,000 
To record yearly payment made to income beneficiary. Amount is 
computed as the total of the dividends and interest of $13,000 less 
expenses of $1,000. 
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Summary 


. An estate is the legal entity that holds title to a decedent’s property until a final settlement and distri- 


bution can be made. State laws, known as probate laws, govern this process. These laws become par- 
ticularly significant if the decedent has died intestate (without a will). 


A decedent’s will should name an executor to oversee the estate. If it does not, the probate court se- 
lects an administrator. The executor or administrator takes possession of all properties, settles valid 
claims, files tax returns, pays taxes due, and distributes any remaining assets according to the provi- 
sions of the decedent’s will or state inheritance laws. The executor must issue a public notice so that 
all creditors have adequate opportunity to file a claim against the estate. Prior to paying these claims, 
a homestead allowance and a family allowance are provided to the members of the decedent’s imme- 
diate family. Claims are then ranked in order of priority to indicate the payment schedule if existing 
funds prove to be insufficient. For example, administrative expenses and funeral expenses are at the 
top of this priority listing. 


. Devises are gifts of real property; legacies (or bequests) are gifts of personal property. Legacies can 


be classified legally as specific, demonstrative, general, or residual, depending on the type of prop- 
erty and the identity of the source. If available funds are insufficient to fulfill all legacies, the process 
of abatement is applied to determine the final allocations. After residual legacies have been reduced 
to zero, general legacies are decreased if necessary. Demonstrative legacies are reduced next, fol- 
lowed by specific legacies. 

Federal estate taxes are assessed on the value of nonexempt estate property. Reductions in the total 
value of an estate are allowed for funeral and administrative expenses as well as for liabilities, chari- 
table gifts, and all property conveyed to a spouse. If made permanent, the Economic Growth and Tax 
Relief Reconciliation Act of 2001 will eventually lead to the complete elimination of the federal 
estate tax in the year 2010. In the interim period, a tax-free exemption amount was allowed in the 
amount of $3.5 million in 2009. The same elimination is made to the generation-skipping tax. Gift 
taxes will remain, but individuals now will be allowed a $1 million lifetime exclusion, in addition to 
a $13,000 per donee annual exclusion. 

The distinction between income and principal for both estates and trusts is frequently an important 
issue. Income may be assigned to one party with the principal eventually going to a different benefi- 
ciary. Such arrangements are especially common in trust funds such as charitable remainder trusts. 
The decedent (for an estate) or the trustor (for a trust) should have identified the method of classifi- 
cation to be used for complicated transactions. If no guidance is provided, state laws apply. For ex- 
ample, major repairs and investment costs usually are considered reductions in principal, whereas 
expenses such as property taxes and ordinary repairs are charged to income. The bookkeeping proce- 
dures for estates and trusts are designed to separate and then reflect the transactions affecting princi- 
pal and income. 

To provide evidence of the proper handling of an estate or trust, the fiduciary produces a charge and 
discharge statement. This statement reports the assets over which the representative has been given 
responsibility. The statement also indicates all disbursements of assets and the property remaining 
at the current time. Separate reports are prepared for income and principal. 


Comprehensive 
Illustration 


PROBLEM 


(Estimated Time: 45 Minutes) 


Part A 


Upon her death, Marie Peterson’s will contained the following provisions: 


ee 


I leave my home, personal effects, and stock investments to my husband, Erik. 

I leave my savings account at State Bank, up to a total of $20,000, to my oldest son, Zach. 

I leave $5,000 to my niece, Nikki. 

I leave all remaining assets, including my valuable coin collection, to be placed in trust and managed 
by Kevin Leahy, if he is willing and able to do so. If not, then I request that a financial institution be 
engaged to manage such assets. The income from these assets shall be utilized for the benefit of my 
husband, Erik. At his death, the principal of this trust shall be distributed to St. Patrick’s Church, 
Elkhorn, Wisconsin. 


In the event that it is necessary for a custodian or guardian to be appointed for any of my children, I 
request that Mary Breese be appointed in this capacity. 


I appoint my sister Jodie to manage my estate. 
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Jodie has now paid all taxes and other claims, and the following assets remain; their fair value(s) 


follow: 

TAROLAIINS zeae ere ee racrt oem aR Rae Gea Sa naa $400,000 

PERSONNEL GHIRCIS oo ana cacencaccunecvane 100,000 

Sitore< WANWESUMMNAMIS sn odaccnsacesoveann 50,000 

EXOMnKe! WAMESWMMEMIS .canaccesuaaosnaavn 75,000 

State Bank savings account ............. 10,000 

LEIS nica aon teers Aer PRA ER alin tA basil OES 60,000 

Goinceollectioniemy.s een ae eee Disposed of prior to death 
Required 


a. Identify the following: 
(1) Testatrix. 
(2) Trustor. 
(3) Life tenant. 
(4) Remainderman. 
(5) Beneficiaries. 
(6) Devise. 
(7) General legacy. 
(8) Demonstrative legacy. 
(9) Trustee. 
(10) Executrix. 
b. Answer the following questions: 
(1) Is this trust an inter vivos trust or a testamentary trust? 
(2) What specific type of trust has been created? 
(3) How will Marie Peterson’s assets be distributed? 


Part B 
Upon his death on July 4, 2011, Brian Ulvog’s will contained the following provisions: 


I leave my home and personal effects to my wife, Linny. 
I leave $20,000 cash to my son, Jake. 
I leave all my investments to Marquette University. 


Bese saghe edt ae 


I leave all income earned on my investments but not collected prior to death, and all income earned 
subsequent to death, to Marquette University. 


5. I leave the remainder of my estate to Jamie O’Brien. 
6. I appoint Jodie Reichel to be the executrix of my estate. 


The executrix, Jodie Reichel, prepares an inventory and identifies the assets. Each asset’s fair value, as 
determined by a qualified appraiser, follows: 


GAS ieee ootare Cet a ee mee gee ere SAE Ore aeree, $400,000 
ICUS seadeacheo dase bnoteadeaaeeaeaad 500,000 
PSOE SIGS oorsocccsucnosvenasceoane 75,000 
SUCG<MMWOSTMMNAMS oacckacesuvesouscescgas 50,000 
SXOVAC! MMSE nero onanceunoasuncane 70,000 
REMMI ISWINGHMNG) concn conseesundeotoonces 200,000 
Goinkcollectioninwteseievee ie wc iene aren a 90,000 
IDIWICEMNCIS WACENEINE . 2 ccc bees uceouseseade 1,000 
AWS ICENGEINS naa onnnacnngseneqanaue 2,000 


RVelMe XCEINGIONS cn rake nadardonaonduanade 4,000 
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The executrix paid the following claims against the estate: 


PUNE OWENNES oo nkaesascondguoocomon ad $ 20,000 
Appraisal expenses .............-.000000- 15,000 
EXEClILO mies ee ag eee eee ene ee 25,000 
Mictelicall O(OENSES goon cb bondeondaounngose 10,000 
DVS ORES satan niet paste key tet ne rahe ine ac es te 125,000 


The estate received the following cash payments: 


DIVIGGM Sanit ee na eees conan ae eee n ee $ 2,000 
I TORES Cire wee eee ere oer naa ne re 3,000 
REM cree in etna energy mena eae 7,000 
Salle OF Collin: Golllactioin .esdaacanndnnnnaene 92,000 


Assume that today is December 31, 2011, and that the executrix has completed the distributions to Linny 
and Jake but not to any other beneficiary. 


Required 


Prepare a charge and discharge statement for Brian’s estate. 


SOLUTIONS 


Part A 


a. (1) The testatrix, a female dying with a valid will, is Marie Peterson. 
(2) The trustor is also Marie Peterson, the person creating the trust. 
(3) The life tenant is Erik, the person possessing an interest in assets, or their income, during a mea- 
suring life. 
(4) The remainderman is St. Patrick’s Church, the legal person receiving the remainder of assets 
after the life tenant’s interest terminates. 


(5) The beneficiaries include all persons receiving benefits from the testatrix via her testamentary 
documents: Erik, Zach, Nikki, and St. Patrick’s Church. 


(6) The devise includes Ms. Peterson’s home, which the executrix will transfer to her husband, Erik. 

(7) The general legacy, the transfer not originating from a designated fund, includes the transfer of 
$5,000 to Nikki. 

(8) The demonstrative legacy, the testamentary transfer derived from a specific source, includes 
Zach’s interest in his mother’s savings account. 

(9) The trustee, Kevin Leahy, is the person or entity managing trust assets for the benefit of the trust 
beneficiaries. If Kevin is unable or unwilling to serve as the trustee, a court may appoint a fi- 
nancial institution as an alternate or successor trustee. 


(10) The executrix is Jodie, the female handling the testatrix’s estate. 


b. (1) Because she created the trust through the provisions of her will, Marie Peterson’s trust is a 
testamentary trust. 

(2) Marie Peterson’s trust is an example of a charitable remainder trust. This type of trust provides 
earnings for a specific period of time to a specific income beneficiary, the life tenant (Erik). After 
the specific time, the remainder is transferred to a charitable organization (St. Patrick’s Church). 

(3) Jodie, the executrix, should distribute the estate assets as follows: 
¢ Erik—Home ($400,000); personal effects ($100,000); and stock investments ($50,000). 

* Zach—State Bank savings account ($10,000). Note that because the account is not large 
enough to satisfy the upper limit of this demonstrative legacy, Zach will not receive the max- 
imum amount specified by his mother. 

° Nikki—Cash ($5,000). 

¢ Trustee—Bond Investments ($75,000); and balance of cash ($55,000). 
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Part B 


ESTATE OF BRIAN ULVOG 
Charge and Discharge Statement 
July 4, 2011-December 31, 2011 

Jodie Reichel, Executrix 


As to Principal 
| charge myself with: 


/NSSEUS [OE CHIG)ME)! MWEMMOINs oe oo ne oenoocnceunscanaoncoe $1,392,000 
Gainronisaleon.coincollectionianr eee tier en eee 2,000 
Ufone] (el ake ets ex techs cncac ances ai ayeeacaecunen bl auc Sta ear nenece mia unes cumeeete 1,394,000 
| credit myself with: 
Decedent's debts: 
MedicallexpenseSiue mn ccr rareueeaiat ceria tunic carergeeare $ 10,000 
(Ohad nY=e(C (S19) korres ctr cued occas oaiehounie er aun arsenate ee ee 125,000 $135,000 
Funeral and administrative expenses 
OOOO +> 15000 4b ZOO). oc ncccusccnceadceecoonces 60,000 
Devises and legacies distributed: 
Linny (home and personal effects).................0005. 575,000 
YAK Ce ree yer ee URC Pe Re aI oe rey ACR es eR ncaa 20,000 595,000 
llotalicrediiss se steep ropa ed een ence ee ane Ronan an __790,000 
EStateypnincipalimeasmecst yer ecek cote meena rar eters enero 604,000 
Estate principal: 
CEPTS MV nace ncn em eee Serato Sak aN MO cere en real rts cena cee ee nie men oe 284,000 
Investments 
STOCKS Sey ere ee eee nae ae ee 50,000 
BONnCSaiteevae ho cue Cae prc ear ae sare Ie UAIER Ran eae cemenieneeere 70,000 
Rental Wilding pwerswe cesar earnestness een pine antnrea 200,000 
EStatey primi palles seus sence tantra cayenne eet a eet ge he epee 604,000 
Cash balance analysis: 
Beginmingicash prvareycer mere puesto exc carer eyes eae 400,000 
Sal eiofrcoinicollectiomaey sen sete ee oe ee ei eee 92,000 
Gollectiontoninterest: ery eye te hese een er eee 2,000 
(Colllercittorn on CiWicleIniel nk eee ccc cote dcsaseaadoeessonse 1,000 
(olla tolaOU Mean neste ai aunt om Seeoeha shes cas Meee am ae 4,000 
PEN nreline OW TUIMEVEIOMSENBE so os coco e coco ousvcucsuderes (20,000) 
Payment of appraisal expense.................02-00-0 eee (15,000) 
PENNE Ol QXGUIOIMIEES ec Succes ceocdussuusvueucucebes (25,000) 
PEWINMEIE OH (MMEOlICall OMNIS: ona ec oncnsanaaucesbecoeus (10,000) 
PENNE CON CUMING OS yo seh o renee ndo eee eoucanie (125,000) 
[lexoeray Clismmlowniton WIE. oo cs ao eooneuaepaandouendsedd (20,000) 
(GashiniDalanceeecs mec cre eee etre het ee rR ea er ceee $ 284,000 
As to Income 
| charge myself with: 
Dividend income (gross less receivable amount at date of death) $ 1,000 
Interest income (gross less receivable amount at date of death) . 1,000 
Rent income (gross less receivable amount at date of death) ... 3,000 
Balanceras tO nGOMe sa anne ey ee me ae $ 5,000 


Balance as to income 
(Cras AV Sate rare ty i ret av ein oa reac an cach ean Bey charar Gaca tuamarsieenean each $ 5,000 
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Questions 


NYDN BP wWN 


. Distinguish between festate and intestate. 

. Ifa person dies without leaving a valid will, how is the distribution of property regulated? 

. What are probate laws? 

. What are the objectives of probate laws? 

. What are the responsibilities of the executor of an estate? 

. At what value are the assets within an estate reported? 

. If.an asset of an estate has no readily ascertainable fair value, how should it be presented/valued on 


the charge/discharge statement? 


. How does an executor discover the claims against an estate? 

. What claims against an estate have priority? 

. What are homestead and family allowances? 

. What are the differences among a devise, a legacy, and a bequest? 

. Describe the four types of legacies, and give examples of each. 

. What is the purpose of the process of abatement? How does the executor of an estate utilize this process? 
. How is the federal estate tax computed? 

. What was the impact of the Economic Growth and Tax Relief Reconciliation Act of 2001 on the 


conveyance of property? 


. What is a taxable gift? 

. Why is the establishment of a credit shelter trust fund considered a good estate planning technique? 
. What deductions are allowed in computing estate income taxes? 

. Other than financial considerations, why should individuals consider preparing a valid will? 

. In accounting for an estate or trust, how is the distinction between principal and income determined? 
. What transactions are normally viewed as changes in the principal of an estate? What transactions 


are normally viewed as changes in the income of an estate? 


. What is the alternate date for valuing the assets of an estate? When should this alternate date be used? 
. In the initial accounting for an estate, why does the executor record only the assets? 

. What is the purpose of the charge and discharge statement that the executor of an estate issues? 

. What is a trust fund? 

. Why have trust funds become especially popular in recent years? 

. What is an inter vivos trust? 

. What is a testamentary trust? 

. What are QTIP trusts, GRATs, and charitable remainder trusts? 

. Why is the distinction between principal and income so important in accounting for most trusts? 


Problems 
LO1 


LO1 


. Which of the following is not a true statement? 


a. Testate refers to a person having a valid will. 

b. The laws of descent convey personal property if an individual dies without a valid will. 
c. Intestate refers to a person having no valid will. 

d. A specific legacy is a gift of personal property that is specifically identified. 


. Why might real estate be omitted from an inventory of estate property? 


a. Real estate is subject to a separate inheritance tax. 

b. State laws prohibit real property from being conveyed by an estate. 
c. State laws require a separate listing of all real estate. 
d. 


In some states, depending on the ownership, real estate is considered to be conveyed directly to 
a beneficiary at the time of death. 


. What is the purpose of the laws of distribution? 


a. To guide the distribution of personal property when an individual dies without a will. 
b. To verify the legality of a will, especially an oral will. 

c. To guide the distribution of real property when an individual dies without a will. 

d. To outline the functions of the executor of an estate. 
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LO4 


10. 


11. 


12. 


. A deceased individual owned a bond. Which of the following is included in the estate principal? 


a. All interest collected prior to distributing the bonds to a beneficiary is considered part of the 
estate principal. 


b. Only the first cash payment after death is included in the estate principal. 
Interest that was not collected prior to death is excluded from the estate principal. 


A9 


. Interest earned prior to death is considered part of the estate principal even if received after 
death. 


. Which of the following is not a goal of probate laws? 


a. To gather and preserve all of the decedent’s property. 

b. To ensure that each individual produces a valid will. 

c. To discover the decedent’s intent for property held at death and then to follow those wishes. 
d. To carry out an orderly and fair settlement of all debts and distribution of property. 


. How are claims against a decedent’s estate discovered by an executor? 


a. Public notice must be printed in an appropriate newspaper to alert all possible claimants. 
b. The executor waits for nine months until all possible bills have been received. 

c. The executor directly contacts all companies that the decedent did business with. 
d. 


Claims the estate is to pay are limited to all of the bills received but not paid prior to the date 
of death. 


. Why are claims against an estate put into an order of priority? 


a. To help the executor determine the due date for each claim. 

b. To determine which claims are to be paid if funds are insufficient to pay all claims. 
c. To assist in determining which specific assets are to be used to satisfy these claims. 
d. To list the claims in order of age so that the oldest can be paid first. 


. Which of the following claims against an estate does not have priority? 


a. Funeral expenses because the amounts incurred are usually at the discretion of family members. 
b. Medical expenses associated with the decedent’s last illness. 

c. The costs of administering the estate. 

d. Unpaid rent on the decedent’s home if not paid for the three months immediately prior to death. 


How does a devise differ from a legacy? 

a. A devise is a gift of money and a legacy is a nonmonetary gift. 

b. A devise is a gift to an individual and a legacy is a gift to a charity or other organization. 
c. A devise is a gift of real property and a legacy is a gift of personal property. 

d. A devise is a gift made prior to death and a legacy is a gift made at death. 


What is the homestead allowance? 
a. A reduction of $20,000 in estate assets prior to computing the amount of federal estate taxes. 
b. The amount of property conveyed in a will to a surviving spouse. 


c. An allotment from an estate to a surviving spouse and/or minor and dependent children before 
any claims are paid. 


d. A decrease in the value of property on which state inheritance taxes are assessed. The reduction 
is equal to the value of property conveyed to a surviving spouse. 

Which of the following is a specific legacy? 

a. The gift of all remaining estate property to a charity. 

b. The gift of $44,000 cash from a specified source. 

c. The gift of $44,000 cash. 

d. The gift of 1,000 shares of stock in IBM. 

A will has the following statement: “TI leave $20,000 cash from my savings account in the Central 

Fidelity Bank to my sister, Angela.” This gift is an example of 

a. A residual legacy. 

b. A general legacy. 

c. A demonstrative legacy. 

d. A specific legacy. 
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LO2 13. What is the objective of the process of abatement? 


a. To give legal structure to the reductions that must be made if an estate has insufficient assets to 
satisfy all legacies. 


b. To ensure that all property distributions take place in a timely manner. 


To provide adequate compensation for the estate executor and any appraisers or other experts 
that must be hired. 


d. To ensure that all legacies are distributed to the appropriate party as specified by the decedent’s 
will or state laws. 
LO3 14. For estate tax purposes, what date is used for valuation purposes? 
a. Property is always valued at the date of death. 
b. Property is always valued at the date of distribution. 


c. Property is valued at the date of death unless the alternate date, which is the date of distribution 
or six months after death, whichever comes first, is selected. 


d. Property is valued at the date of death although a reduction is allowed if the value declines within 
one year of death. 


LO3 15. Which of the following is true concerning the Economic Growth and Tax Relief Reconciliation Act 
of 2001? 


a. This tax law leads to the immediate elimination of the federal estate tax. 
b. This tax law leads to the immediate elimination of the federal gift tax. 
c. This tax law provides for a $3.5 million tax-free exemption for estates created in 2009. 
d. This tax law leads to the immediate elimination of the generation-skipping tax. 
Ke} 16. In computing federal estate taxes, deductions from an estate’s value are allowed for all of the 
following except 
a. Charitable bequests. 
b. Losses on the disposal of investments. 
c. Funeral expenses. 
d. Debts of the decedent. 
LO3 17. The following individuals died in 2009. The estate of John Lexington has a taxable value of 
$2,590,000. The estate of Dorothy Alexander has a taxable value of $2.9 million. The estate of 


Scotty Fitzgerald has a taxable value of $4.6 million. None of these individuals made any taxable 
gifts during their lifetimes. Which of the following statements is true? 


a. Only Fitzgerald’s estate will have to pay federal estate taxes. 

b. All three of the estates will have to pay federal estate taxes. 

c. None of these estates is large enough to necessitate the payment of estate taxes. 
d. 


Only the estates of Alexander and Fitzgerald are large enough to necessitate the payment of 
estate taxes. 


LO3 18. Sally Anne Williams died on January 1, 2009. All of her property was conveyed to several relatives 
on April 1, 2009. For federal estate tax purposes, the executor chose the alternate valuation date. On 
what date was the value of the property determined? 


a. January 1, 2009. 

b. April 1, 2009. 

c. July 1, 2009. 

d. December 31, 2009. 


LO3 19. M. Wilson Waltman died on January 1, 2009. All of his property was conveyed to beneficiaries on 
October 1, 2009. For federal estate tax purposes, the executor chose the alternate valuation date. On 
what date was the value of the property determined? 


a. January 1, 2009. 
b. July 1, 2009. 
c. October 1, 2009. 
d. December 31, 2009. 
LO3 20. Which of the following is not true concerning gift taxes? 
a. Gift taxes will not be abolished but a lifetime exclusion of $1 million is created. 


b. The Economic Growth and Tax Relief Reconciliation Act of 2001 will eventually eliminate the 
federal gift tax. 
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c. Historically, gift taxes and estate taxes have been linked through a unified transfer credit. 
d. Gift taxes are different from generation-skipping taxes. 


21. Acouple has written a will that leaves part of their money to a trust fund. The income from this trust 
will benefit the surviving spouse until death, with the principal then going to their children. Why 
was the trust fund created? 


a. To reduce the estate of the surviving spouse and, thus, decrease the total amount of estate taxes 
to be paid by the couple. 


b. To ensure that the surviving spouse is protected from lawsuits filed by the couple’s children. 
To give the surviving spouse discretion over the ultimate use of these funds. 


X98 


To maximize the earning potential of the money because trust funds generate more income than 
other investments. 


22. The executor of an estate is filing an income tax return for the current period. Revenues of $12,000 
have been earned. Which of the following is not a deduction allowed in computing taxable income? 


a. Income distributed to a beneficiary. 
b. Funeral expenses. 
c. A personal exemption. 
d. Charitable donations. 
23. What is a remainderman? 


A beneficiary that receives the principal left in an estate or trust after a specified time. 
The beneficiary of the decedent’s life insurance policy. 
An executor or administrator after an estate has been completely settled. 


Uae 


If a legacy is given to a group of people, the remainderman is the last of the individuals to die. 


24. In an estate, which of the following is charged to income rather than to principal? 
a. Funeral expenses. 
b. Investment costs. 
c. Property taxes. 
d. Losses on the sale of investments. 
25. In recording the transactions of an estate, when are liabilities recorded? 


a. When incurred. 
b. At the date of death. 
c. When the executor takes responsibility for the estate. 
d. When paid. 
26. What is the difference between a testamentary trust and an inter vivos trust? 


a. A testamentary trust conveys money to a charity; an inter vivos trust conveys money to individuals. 

b. A testamentary trust is created by a will; an inter vivos trust is created by a living individual. 
A testamentary trust conveys income to one party and the principal to another; an inter vivos 
trust conveys all monies to the same party. 

d. A testamentary trust ceases after a specified period of time; an inter vivos trust is assumed to be 
permanent. 

27. Which of the following is a charitable lead trust? 

a. The income of the trust fund goes to an individual until death, at which time the principal is con- 

veyed to a charitable organization. 


b. Charitable gifts are placed into the trust until a certain dollar amount is achieved and is then 
transferred to a specified charitable organization. 


c. The income ofa trust fund goes to a charitable organization for a specified time with the princi- 
pal then being conveyed to a different beneficiary. 


d. Acharity conveys money to a trust that generates income for the charity’s use in its various projects. 


28. The estate of Nancy Hanks reports the following information: 


Valleotrestaterassetsa aan an nie mernare wnnren $ 1,400,000 
GONVEVEC TOS MOUSCane nr ecru r eae eta na te rene 700,000 
CoOnMmecel WO CaillelfE ccuaccosascreonunnsoonecae 100,000 
(COMMEVEC! WOCNEMNMES cco cecckuadsenscossbuuotce 420,000 
PULL VISES os ahead doowndu shee ouneearades 50,000 
PNOMMIMISWEWNE CMOENSES oa nes boudeoucdoucnsaaues 20,000 


ICES Pesce ce ets ies Bem Toe ee perce ie Og Even 110,000 
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What is the taxable estate value? 


a. $70,000. 

b. $100,000. 

c. $180,000. 

d. $420,000. 

An estate has the following income: 
RemtallincOmet ssc: 6 etre eee ones en $5,000 
IMtGRES WINGOMCws rece ec mas eee ea ere ran re 3,000 
DIVidemdlinconne semen eee ecm een cau 1,000 


The interest income was immediately conveyed to the appropriate beneficiary. The dividends were 
given to charity as per the decedent’s will. What is the taxable income of the estate? 


a. $4,400. 

b. $5,000. 

c. $8,000. 

d. $8,400. 

Define each of the following terms: 
Will. 

Estate. 

Intestate. 

Probate laws. 

Trust. 

Inter vivos trust. 
Charitable remainder trust. 


Remainderman. 


Po TA 8 ROH Ss 


i. Executor. 

j. Homestead allowance. 

Answer each of the following questions: 

a. What are the objectives of probate laws? 

b. What tasks does the executor of an estate perform? 

c. What assets are normally included as estate properties? 

d. What claims have priority to the distributions made by an estate? 

The will of Josh O’Brien has the following stipulations: 
Antique collection goes to Ilsa Lunn. 
All money in the First Savings Bank goes to Richard Blaine. 
Cash of $9,000 goes to Nelson Tucker. 


All remaining assets are put into a trust fund with the income going to Lucy Van Jones. At her 
death, the principal is to be conveyed to Howard Amadeus. 


Identify the following: 
Remainderman. 
Trustor. 
Demonstrative legacy. 
General legacy. 
Specific legacy. 

Life tenant. 


me mA fF RH Ss 


Testator. 
Marie Hardy’s will has the following provisions: 

“T leave the cash balance deposited in the First National Bank (up to a total of $50,000) to Jack 

Abrams. I leave $18,000 cash to Suzanne Benton. I leave 1,000 shares of Coca-Cola Company stock 
to Cindy Cheng. I leave my house to Dennis Davis. I leave all of my other assets and properties to 
Wilbur N. Ed.” 
a. Assume that the estate has the following assets: $41,000 cash in the First National Bank, $16,000 
cash in the New Hampshire Savings and Loan, 800 shares of Coca-Cola stock, 1,100 shares of 
Xerox stock, a house, and other property valued at $13,000. What distributions will be made 
from this estate? 
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b. Assume that the estate has the following assets: $55,000 cash in the First National Bank, $6,000 
cash in the New Hampshire Savings and Loan, 1,200 shares of Coca-Cola stock, 600 shares of 
Xerox stock, and other property valued at $22,000. What distributions will be made from this 
estate? 


34. Zac Peterson’s estate reports the following information: 


Value of estate assets ..............000..000 00 ee $2,300,000 
(@ONVEV.ECRtOsS OUSC Rye aeearaetnrtn eer arr nemr ee rear 1,000,000 
COnMEVeCl WO CNIGKEN acoccvoeassbuacensadobanue 230,000 
Conveyed to trust fund for benefit of cousin ......... 500,000 
(COMMEVECHWO GNEMUES coo acuencsunncceosranoegue 260,000 
Rlumenali@xpGmse@s: rang sence erent y are eran se meres 23,000 
PANo Vaal TESA Hir=) MN =>,4 ©] =) 01-1 41,000 
Dab tsames sets te) a eee 2h Sees eat ee wee hee ee, 246,000 


What is the taxable estate value? 


35. Donna Stober’s estate has the following assets (all figures approximate fair value): 


Investments in stocks and bonds .................. $1,400,000 
FI OUSC aoe eee fore meres eRe Asem ct sere bes meee or yen eee eee 700,000 
Gas igre haMy Mehent hie aan RAT See OM tang ee en One 70,000 
ImVEStIMeMElaCle Vececetes ce ae atest een areata Ween, 60,000 
/NUIOMMCIMIES UNS) oa cco acannanascanasvauacebue 51,000 
LM EMASSC Siero meres ep teeseeey es  ee aterss Cot rea a ye ah 100,000 


The house, cash, and other assets are left to the decedent’s spouse. The investment land is con- 
tributed to a charitable organization. The automobiles are to be given to the decedent’s brother. The 
investments in stocks and bonds are to be put into a trust fund. The income generated by this trust 
will go to the decedent’s spouse annually until all of the couple’s children have reached the age of 25. 
At that time, the trust will be divided evenly among the children. 

The following amounts are paid prior to distribution and settlement of the estate: funeral 
expenses of $20,000 and estate administration expenses of $10,000. 

a. What value is to be reported as the taxable estate for federal estate tax purposes? 

b. How does the year in which an individual dies affect the estate tax computation? For example, 
what is the impact of dying on December 30, 2008, versus January 2, 2009, or December 30, 
2009, versus January 2, 2010? 

36. During 2010, an estate generated income of $20,000: 


RemtallimGOMCseama cre ae aer eaten omme iterate tee arenes $9,000 
IAMLERES TEI NGO NC mente eer are ewer eke ius oor Sas Beale 6,000 
DIVICEIMGMINGONMM Genrer ts cece ao neem tate: ere 5,000 


The interest income is conveyed immediately to the beneficiary stated in the decedent’s will. 
Dividends of $1,200 are given to the decedent’s church. 
What amount of federal income tax must this estate pay? 


37. The executor of Rose Shield’s estate listed the following properties (at fair value): 
ashe sere 6 eat ee aie ce tats Coes han eer eee enantio $300,000 
Life insurance receivable ........................ 200,000 
Investments in stocks and bonds .................. 100,000 
IR@Mitalls POD ILY erent tee sateen cater ser catiny ra oncaraneee 90,000 
RErSOmalNONODANty aks vaewee eestor orate suerte ear 130,000 


a. Prepare journal entries to record the property held by Ms. Shield’s estate and then each of the 
following transactions that occur in the months following the decedent’s death: 


(1) Claims of $80,000 are made against the estate for various debts incurred before the dece- 
dent’s death. 


(2) Interest of $12,000 is received from bonds held by the estate. Of this amount, $5,000 had 
been earned prior to death. 


(3) Ordinary repairs costing $6,000 are made to the rental property. 
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(4) All debts ($80,000) are paid. 

(5) Stocks recorded in the estate at $16,000 are sold for $19,000 cash. 

(6) Rental income of $14,000 is collected. Of this amount, $2,000 had been earned prior to the 
decedent’s death. 

(7) Cash of $6,000 is distributed to Jim Arness, an income beneficiary. 

(8) The proceeds from the life insurance policy are collected and the money is immediately dis- 
tributed to Amanda Blake as specified in the decedent’s will. 

(9) Funeral expenses of $10,000 are paid. 

b. Prepare in proper form a charge and discharge statement. 


38. The executor of Gina Purcell’s estate has recorded the following information: 
Assets discovered at death (at fair value): 
Gasp ee ee Petr ae IRON SER PE M EWS Le ENR ENS Ree ae I $600,000 
hifexinsUfanGesreceiVa bles. cnae aces es at as oy ee NEN or es Bate acne tn ac Ni 200,000 
Investments: 
WaltiDismeviG@Onn Dal Verececseept co npe econ tae ee eereerer Ohne Erne o res 11,000 
RolaroidiGorporationing ss-ceure artery toe ewe eee ee eee 27,000 
LRowtol Me Wor CECISEMIN 4 aceattace chee Behe etd Wen cepho es mueeeruas woes dienes 34,000 
Delk€omputernG@orporationipeyens run res ee ee ree eee 32,000 
IRSVAE | YO) (0) OTSA IY re teers ecceestetere dete ca cs Cara cy hace che ech Perec enyesoeee Neate on cieee es 300,000 
Cash outflows: 
Fume nalkexPOnS@Sa re. csra tec: mare heron eng ers omhs cancer rata cela ine enor er inane $ 21,000 
EXECUILOTHTC RSs «Aor tarry tee Aer tor RMR tras cutie AVENE IS a Me NCEE 12,000 
(OVC IMEIAY) REJOIN Ohi (ELAN! (OMOEA goo so panes oaudavodaouendnavaed 2,000 
[DYSloR i aera ener ra estat ech tr Aree att reg lar cmt Mulan tS on, Red Saar ee AU or eR 81,000 
Distribution of income to income beneficiary .....................-. 4,000 
DistiOUtlOmmtosehahitaolesrenmeallin Gelatin ene eran aan, 300,000 
Cash inflows: 
SalevofeROlanrOiG stocks seamen eieeecta ecm et ert nan pay omens ante $ 30,000 
Rental income ($4,000 earned prior to death) ....................005 11,000 
Dividend income ($2,000 declared prior to death).................... 12,000 
Lite MAUI Soltoresete cing ee nedoeee are econ saben auodbera ene se 200,000 


Debts of $17,000 still remain to be paid. The Dell shares have been conveyed to the appropriate ben- 

eficiary. Assume that Ms. Purcell’s will stated that all executor fees are to be paid from principal. 
Prepare an interim charge and discharge statement for this estate. 

39. Jerry Tasch’s will has the following provisions: 

¢ $150,000 in cash goes to Thomas Thorne. 

e All shares of Coca-Cola go to Cindy Phillips. 

e Residence goes to Kevin Simmons. 

e All other estate assets are to be liquidated with the resulting cash going to the First Church of 
Freedom, Missouri. 

Prepare journal entries for the following transactions: 

a. Discovered the following assets (at fair value): 


aS MeN eee aoe te ea eg tte Oa Wee gt $ 80,000 
InterestireceiVa bles cae ena: fecearec cucu tecet att tee 6,000 
UNE THSUNEINES SONG soccceucoseuonaoupuaedaeae 300,000 
RESICCMGCm arene oreo mere etoile ken Merrett rata even cate 200,000 
Shares of Coca-Cola Company ..............-... 50,000 
Shares of Polaroid Corporation .................. 110,000 
SMANeSIOisRONC arte ea Meee eerie tate ted aoe de yee 140,000 


Collected interest of $7,000. 

Paid funeral expenses of $20,000. 

Discovered debts of $40,000. 

Located an additional savings account of $12,000. 
Conveyed title to the residence to Kevin Simmons. 


QA PF RO & 


Collected life insurance policy. 
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h. Discovered additional debts of $60,000. Paid debts totaling $100,000. 
i. Conveyed cash of $150,000 to appropriate beneficiary. 
j. Sold the shares of Polaroid for $112,000. 
k. Paid administrative expenses of $10,000. 
40. After the death of Lennie Pope, his will was read. It contained the following provisions: 
¢ $110,000 in cash goes to decedent’s brother, Ned Pope. 
¢ Residence and other personal property go to his sister, Sue Pope. 
¢ Proceeds from the sale of Ford stock go to uncle, Harwood Pope. 
* $300,000 goes into a charitable remainder trust. 
e All other estate assets are to be liquidated with the cash going to Victoria Jones. 
a. Prepare journal entries for the following transactions that subsequently occur: 
(1) Discovered the following assets (at fair value): 


GAS lier ee Mere Rcece ean eure aC hack etn UNCE nay wean $ 19,000 
(CMIIGEWES OH CHOOSE ccc coconccensdanncucuouns 90,000 
DIAGENIC WACSNAIDIS «tac heseusoeepadeuuduagsed 3,000 
ifekinsUramnce:pOliGVa nce erie eer een ere eer 450,000 
Residence and personal effects ................... 470,000 
Shares of Ford Motor Company................-.- 72,000 
Shares of Xerox Corporation .................005. 97,000 


(2) Collected life insurance policy. 
(3) Collected dividends of $4,000. 
(4) Discovered debts of $71,000. 
(5) Conveyed title to the residence to Sue Pope along with the decedent’s personal effects. 
(6) Discovered title to land valued at $15,000. 
(7) Discovered additional debts of $37,000. Paid all of the debts totaling $108,000. 
(8) Paid funeral expenses of $31,000. 
(9) Conveyed cash of $110,000 to Ned Pope. 

(10) Sold the shares of Ford for $81,000. 

(11) Paid administrative expenses of $16,000. 

(12) Made the appropriate payment to Harwood Pope. 

b. Prepare a charge and discharge statement. 
41. James Albemarle created a trust fund at the beginning of 2010. The income from this fund will go to 
his son Edward. When Edward reaches the age of 25, the principal of the fund will be conveyed to 
United Charities of Cleveland. Mr. Albemarle specified that 75 percent of trustee fees are to be paid 
from principal. Terry Jones, CPA, is the trustee. 
Prepare all necessary journal entries for the trust to record the following transactions: 

a. James Albemarle transferred cash of $300,000, stocks worth $200,000, and rental property val- 
ued at $150,000 to the trustee of this fund. 

b. Immediately invested cash of $260,000 in bonds issued by the U.S. government. Commissions 
of $3,000 are paid on this transaction. 

c. Incurred permanent repairs of $7,000 so that the property can be rented. Payment is made 
immediately. 

d. Received dividends of $4,000. Of this amount, $1,000 had been declared prior to the creation of 

the trust fund. 

Paid insurance expense of $2,000 on the rental property. 

Received rental income of $8,000. 

Paid $4,000 from the trust for trustee services rendered. 

. Conveyed cash of $5,000 to Edward Albemarle. 

42. Henry O’Donnell created an inter vivos trust fund. He owns a large department store in Higgins, 
Utah. He also owns a tract of land adjacent to the store used as an extra parking lot when the store is 
having a sale and during the Christmas season. O’Donnell expects the land to appreciate in value 
and eventually be sold for an office complex or additional stores. 

O’Donnell places this land into a charitable lead trust, which will hold the land for 10 years until 
O’Donnell’s son is 21. At that time, title will transfer to the son. The store will pay rent to use the 
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land during the interim. The income generated each year from this usage will be given to a local 
church. The land is currently valued at $320,000. 
During the first year of this arrangement, the trustee records the following cash transactions: 


Cash inflows: 
RemtalliinGorne: eee re aa re rns $60,000 
Cash outflows: 
ISU Tala Guten: teow etnies Moe oe SR hare aM nem, 2a $ 4,000 
RIOPERLYAtAXES So eetee ee eee re ceeetere ets cenniet eee ae eee es 6,000 
Paving (considered an extraordinary repair) ........ 4,000 
Malinte mam Gena eae eater nce en eemrase ade ariorecuerie: 8,000 
Distribution to income beneficiary ............... 30,000 


Prepare all journal entries for this trust fund including the entry to create the trust. 


The CPA firm of Simon, Winslow, and Tate has been approached by a client who is interested in infor- 
mation about the possibility of establishing a minor’s Section 2503(c) trust. 

Go to the Web site http://www.finaid.org/savings/2503ctrust.phtml. Alternatively, use an Internet 
search engine to find other analyses of a Section 2503(c) trust. 


Required 


Based on the results of this search, write a memo for the client outlining the requirements, design, 
advantages, and disadvantages of a minor’s Section 2503(c) trust so the client can make an informed 
decision. 


A staff employee for the CPA firm of O’Brien, Leahy, and Sweeney is currently preparing Form 1041 as 
an income tax return for an estate. The staff employee knows that the estate is allowed a deduction for 
income distributions to beneficiaries up to the amount of the estate’s distributable net income (DNI) for 
the period. However, the employee is not certain how to compute the exact amount of this deduction. 

Go to the Web site www.irs.gov. Do a search for “Instruction 1041” to get the instruction information 
for estate and trust income taxes published by the IRS. 


Required 


Read the information provided, and write a memo to the employee explaining (in general terms) how to 
calculate this deduction. 


A client, Beth Voga, asks for advice. She tells you that her grandmother, a widowed resident of Montana, 
has no will. She asks whether any portion of her grandmother’s estate will pass to her (Beth’s) cousins, 
whom her grandmother despises. 


Required 


Use an Internet search engine to locate the Montana version of the Uniform Probate Code. Then briefly 
advise Ms. Voga, answering her specific question. Also advise her on the necessity of a will for her 
grandmother. 
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ANALYSIS CASE 1 
Ore 


ANALYSIS CASE 2 


Ore 


Use an Internet search engine to locate an explanation of the benefits of a grantor retained annuity trust. 


Required 


Write a memo describing the circumstances that would make this type of trust most advantageous. 


A law firm is preparing to file a federal estate tax return (Form 706). The estate’s executor has elected to 
use the alternate valuation date. The partner in charge of filing this return is not certain about all of the 
ramifications of having chosen to use this alternate date. 

Go to the Web site www.irs.gov. Do a search for “Instruction 706” to get the instruction information 
published by the IRS for federal estate taxes. 


Required 


Read the information provided, and write a memo to the partner outlining the information the IRS pro- 
vides as to the significance of the alternate valuation date. 
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